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Welcome to the Professional Managers Program! This uniqueprogram will improve your managerial skills that are needed to 
in a free enterprise system. The program has been carefullydesigned by the University of Economics, Prague and MUCIA 

business schools, supported by the United States Agency for 
International Development. 

This program develops your capacity as a leader by providing
an understanding of the functions of general management combined 
with a sophisticated appreciation for the changing world 
environment. You will learn to connect the key business functions -marketing, finance, business economics, accounting, human resource 
management, strategy, production, and logistics Upon completion
of the program, you will be able to link these functions to successful 
strategic plann in your enterprise. 

The Professional Managers Program trains you to identify and 
achieve competitive advantages in the complex global market facing 
Czechoslovakia. 

Our faculty tnam looks forward to sharing their insight and 
experience with you in this exciting program. 

/ ! JOHN A. EO JIST 
Project Director 
Indiana University 

MIDWEST UNIVERSITIES CONSORTIUM FOR INTERNATIONAL ACTIVITIES, INC. 
U.NERSITY OF ILLINOIS * INDIANA UNIVERSITY * UNIVERSITY OF IOWA * MICHIGAN STATE UNIVERSITY
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LOGISTICAL TEAM
 
Project Director
 

John A. Boquist tel. (812) 855-8568 
Finance Department FAX (812) 855-8679
 
School of Business
 
Indiana University
 
Bloomington, IN 47405
 

John Boquist received his undergraduate degree in Indusirial Engineering from General Motors Institute and a
 
Master of Science and PhD. degree from Purdue University. He is Professor of Finance at Indiana University.

His areas of expertise 
 iclude corporation finance, financial strategy and analysis, banking and investments. He

has served as the Director of Executive Education for the School of Business from 1985-1990. He also has

extensive teaching experience in executive education programs around the world. 
 He serves as a consultant in the
 
areas of corporate finnce, policy and strategy, public utility regulation and litigation testimony. Professor Boquist

is 1"e co-author of a case book and numerous research articles and papers. He is a frequent participant in national 
professional meetings as a paper presenter, as a ,?per discussant, and as a session chaiir. Professor Boquist has
taught at the undergraduate and the graduate levels, with recent emphasis on corporate financial strategy at the MBA
 
level. lie has taught banking investments, financial policy, financial planning,and financial management. 
 Professor
Boquis, was a visiting faculty member at INSEAD in 1981, 1982, and 1991. He is the recipient of university

teaching awards at Indiana and INSEAD.
 

Operations Manager 

Patricia Eoyang
 
School of Business 
 tel. (812) 855-5463
 
Indiana University 
 FAX (812) 855-8679
 
Bloomington, iN 47405
 

Born in Hong Kong, Mrs. Eoyang was educated at Smith College and Columbia University. In New York, she

worked as an editorial assistant and researcher for Time magazine. In Bloomington, she held positions as grants

coordinator and program administrator for the Professional Development Division of tle 5chool of Continuing

Studies, where she remained until 1988. 
 That year she joined the American Center for Internationai Leadership 
as Development Director. In i989, after a highly successful year with ACIL, raising more than $200,000, she 
joined the IlU School of Business as Director of International Programs. She has extensive experience living and 
working in Wesirn and Eastern Europe and in the People's Republic of China. She speaks French, Chinese, and 
Japanese. 

Country Facilitatnr 

Pavel Viertl 
University of Economics, Prague tel. 42 2 2125 243 
Faculty of Business FAX 42 2 2358 251 
nim. W. Churchilla 4 
130 67 Prague 3 
Czechoslovakia 

Graduated at the University of Economics, Prague in 1983. After finishing studies, worked at the Department of
Economic of Industry (1983-89) as a research assistant. Researched in the field of economic evaluating and pricing
of production resources. Later began to teach Economics of Industry, Enterprise Performance, and Quantitative
methods. In 1988 spent three months in Yugoslavia, Economic Faculty, University of Rijeka, Pnd did research in 
management. In 1989 finished five years of post-graduate studies; thesis written on topics of Pricing of Production 
Resources. Since 1990, member of the Department of Management, teaching and researching Financial
Management. Short-time studies in Austria, Belgium, France and USA. Active in consulting and a member of the 
Board of Directors in Czech company. 

q, 



PROFESSIONAL MANAGERS PROGRAM
 
MUCIA FACULTY
 

Timothy T. Baldwin 
Department of Management tel. (812) 855-9209
 
School of Business 630F FAX 855-8679
 
Indiana University
 
10th & Fee Lane
 
Bloomington, IN 47405
 

Timothy T. Baldwin is an Assistant Professor of Human Resource Management in Indiana University's School of 
Business. Professor Baldwin received his doctorate in management from the Graduate School of Business, Michigan
State University, and holds a Master's Degree in Business Administration (MBA) from MSU as well. Professor 
Baldwin has published his research work in professional journals such as, Academy of Management Journal and 
Journal of Applied Psychology, and has won three Best Paper Awards from the National Academy of Management.
He also teaches a variety of courses in the Indiana University MBA program and has been awarded the MBA 
Teaching Excellence Award each of the last four years. Professor Baldwin's background includes consultation with
firms such as Eli Lilly & Co. and Cummins Engine and his professional affiliations include the National Academy
of Management and the American Society for Training and Development. 

Fred J. Beier
 
Professor of Marketing & Logistics tel. (612) 625-0352
 
Carlson School of Management FAX (612) 626-1316
 
University of Minnesota
 
271 19th Ave. S.
 
Minneapolis, MN .65455
 

Received B,9. 1962, MBA 1964, and Ph.D. 1969 from The Ohio State University. Major in Logistics and minors 
in MarkeOng, Economics, At Minnesota since 1967 and currentlyand Quantitative Analysis. Professor ofa 
Marfting and Logistics. Previously held position of Associate Dean, Industrial experience includes: Martet 
Mfager of a U.S. railroad and a researcher for the U.S. Department of Transportation. 

David J. Closs 
Michigan State University tel. (517) 353-6381 
Department of Marketing & Transportation FAX (517) 336-1112 
315 Eppley Center 
East Lansing, Michigan 48824-1121 

Dr. David Closs is an Associate Professor of Marketing and Ir'istics and Director of the Materials and Logistics
Management Program at Michigan State University. Dr. Closs has conaulted in the areas cf information technology,
logistics systems, lcgistics modeling, inventory management, and forecasting for over 100 Fortune 500 firms. Dr. 
Closs has authored or co-authored two textbocks and over 50 articles. His cure:!nt research focus is lo,,istics 
infor ution system applications. 



Martha C. Cooper

College of Business 
 tel. (614) 292-5761
Chio State University FAX (614) 292-0440
 
1775 College Road
 
Columbus, OH 43210
 

Martha Cooper is Associate Professor of Marketing and Logistics at the Ohio State University. She received a B.S.in Math/Computer Science and a Masters in Industrial Administration from Purdue University. Her doctorate isfrom Ohio State. Professor Cooper's research interests irclude customer service, the role of information technology
in logistics practice and education, the effects of changes in Europe on logistics practice, applying market
segmentation to logistics strategy development, and improving the manufacturing/logistics interface. She coauthored three books, Customer Service: A Management Perspective, Partnerships in Providing Customer Service:A Third-Party Perspective, and Strategic Planning for Logistics. She has published over tuirty articles and made 
more than fifty presentations. 

Alan C. Filley

School of Business 
 tel. (608) 263-1664'L55 Observatory Drive FAX (608) 263-0477
 
University of Wisconsin
 
Madison, WI 53706
 

Alan C. Filley is a professor in the University of Wisconsin School of Business. He is a Wisconsin DistinguishedProfessor and hoids the W.T. "Bill" Graham Chair of Small Business and Entrepreneurship. He is the founder anddirector of the Center for Small Business and Entrepreneurship which began in 1986. He has published sevenbooks. He was Chair of the Managerial Consultation Division (1989-90) and chair of the division of Organizational
Behavior (1978-79) in the Academy of Management, and is a Fellow of the Academy. He was president of the U.S.Association for Small Business and Entrepreneurship (1988-89) and is a Fellow in the organization. 

Gilbert D. Harrell
 
Gilbert D. Harrell & Associates, Inc. 
 tel. (517) 349-9600 
4762 Nakoma Drive FAX (517) 349-2762
 
Okemos, MI 48864
 

Gil Harrell is Professor of Marketing at Michigan State University. His international research, consulting andteaching interests focus on marketing, strategic planning, sales management, marketing research and buyer behavior.
His publications have appeared in the Journal of Marketing, Journal of Long Range Planning, Journal of MarketingResearch, Journal of Consumer Research, Journal of Health Care Marketing, International Marketing Managerial
Perspectives, and other journals. Dr. Harrell's text, Consumer Behavior, has been adopted widely by majoruniversities. He is a regular participant in American Marketing Association Conference and the Association for
Consumer Research. As a consultant, Gil Harrell specializes in systems for marketing strategy, marketingmanagemen:,and planning. He has worked with numerous corporations in over 15 countries to create organizationalchange through the application of tools for effective marketing. Clients include ABB, Westinghouse, Eastman
Kodak, General Motors, Brunswick Corporation, UPS, Detroit Edison, Delco Remy -, well as others. Dr.
Harrell's doctorate degree is from Pennsylvania State University. 



Bruce L. Saffee
 
Department of Business Economics tel. 
 (812) 855-9219
 
School of Business FAX (812) 855-8679
 
Indiana University
 
Bloomington, IN 47405
 

Bruce L. Jaffee is Professor and Chairman in the Department ,f Business Economics and Public Policy at Indiana 
University. He has an A.B. degree (1967) and M.A. (1969) from BrovA University and a Ph.D. (1971), with 
distinction, in economics form Johns Hopkins University. From 1980 to 19,4 he was the director of the doctoral 
programs in business at Indiana University. He has taught at Jol-ns Hopkins University and the Stonier Graduate 
School of Banking and has worked as an economist for the U.S. Army Corps of Engineers Civil Works. In 1981 
and 1990 he taught economics in a management education program at thc Shanghai Institute of Mechanical 
Engineering, where he is also an advisory professor. He has given lectures on economic topics in New Zealand 
and Slovenia. He is also the author of numerous articles and reports in the fields of public utility regulation,
taxation, energy policy, and industry regulation. Current research deals with electricity pricing, public utility
regulation, export promotion policy, and energy policy and forecasting. 

George Andrew Karolyi
 
Department of Finance tel. (614) 292-1875
 
College of Business FAX (614) 292-2418
 
The Ohio State University
 
1775 College Road
 
Columbus, OH 43210
 

G. Andrew Karolyi is Assistant Professor of Finance in the College of Business of the Ohio State University. He 
holds a B.A. (Honors) degree in Economics from McGill University and M.B.A. and Ph.D. degrees in Finance 
from the Graduate School of Business of the University of Chicago. His recent publications have appeared in the 
Review of Financial Studies, Management Science as well as two books on Japanese financial markets. His primary
research interests focus on modeling and forecasting financial market volatility and on tests of asset pricing models. 

Francis Longstaff 
College of Business tel. (614) 2q2-1899 
The Ohio State University FAX (614) 292-2418 
1775 College Road 
Columbus, OH 43210-1309 

Professor Longstaff received a Bachelor of Arts Degree in Finance and in Accounting and a Masters of Business 
Administration Degree from the University of Utah. He then received a Ph.D. in Finance from the University of 
Chicago. Professor Longstaff is a Certified Public Accountant and a Chartered Financial Analyst. His business 
background includes working as a consultant with a multi-national accounting firm and as a research economist with 
the Chicago Board of Trade, the largest futures exchange in the World. He is currently an Associate Professor of 
Finance at the Ohio State University. His research areas include financial markets and investments. 
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Marjorie A. Lyles 
Indiana University tel. (317) 274-2558 
School of Business FAX (317) 274-3312
 
801 W. Michigan Street
 
Indianapolis, IN 46202-5151
 

Dr. Marjorie A. Lyles is Associate Professor of Strategic Management at Indiana University. She is a member of
the American Management Association's International Council. She has been an Invited Scholar and consultant for
the U.S. Department of Commerce in the Peoples' Republic of Chino. In 1984, she was a Visiting Professor of
Business Policy at INSEAD in Fontainebleau, France. a Ph.D.She has in Business Administration from the
University of Pittsburgh, a MLS in Irformation Science from the University of Pittsburgh, and a B.S. degree in
Business from Carnegie-Mellon University. She has presented and authored over 50 articles on strategic
management. On her work on joint ventures, she has givei. presentations in a number of countries including China,
Singapore, Hungary, Poland, Romania, Costa Rica, the Netherlands, Spain, France, and Taiwan. 

Steven A. Mlnyk

Room 202 Eppley Center 
 tel. (517) 353-5415 
Department of Management FAX (517) 336-1111
 
The Eli Broad Graduate School of Management
 
Michigan State Universily
 
East Lansing, MI 48824-1121
 

Steven A. Melnyk is Professor of Operations Management in the Department of Management, Michigan StateUniversity. He is the lead author of five books on manufacturing: Shop Floor Control (Dow Jones-Irwin, 1985),
Production Activity Control: A Practical Guide (Dow Jones-Irwin, 1987), Shop Floor Control: Principles.
Practices and Case Studies (APICS, 1987), Computer Inlegrated Manufacturing: A Source Book (APICS, 1990),
and Compu '. Integrated Manufacturing ( Business One-Irwin, 1992). In addition he has edited the fi,-st conferencededicated entirely to tool management and control. Dr. Meinyk's research interest include tool management and
control, buyer-supplier relationships, shop floor control, computer integrated manufacturing and time based
competitior. These topics have been studies on both the theoretical and practical levels. Dr. Melnyk's articles havebeen published in such journals as the International Journal of Production Research, Journal of Operations
Management, Production and Inventory Management, and the International Journal of Operation/Production
Management. He is on the editorial review boards for the Journal ofOperations Management and Production and
Inventory Management. Dr. Melnyk also sits on the manufacturing processes committee of the Certification in
Integrated Resource Management (CIRM) examination program being developed by APICS. 

Michael R. Mullen
 
315 Eppley Center 
 tel. (517) 349-8755 
Department of Marketing & Transportation FAX (517) 336-1112 
Broad Graduate Sch.ool of Business Administration 
Michigan State University 
East Lansing, MI 48824-1121 

Teaching and research interests are in international marketing and business. Doctoral work was at the University
of North Carolina at Chapel Hill and Masters in Management at Northwestern University. Previously, president
of a telecommunications construction company and was involved as founder, director or officer in business related 
to: cable television systems, real estate development and distribution ofutility materiais. Publicly Professor Mullen
has been involved in local economic development efforts, the Chamber of Commerce, n'.d as a member of various 
educational boards. 



Ram Narasimhan
 
230 Eppley Center 
 tel. (517) 353-5415 
'1-partment of Management FAX (517) 336-1111
 

Eli Broad College of Business
 
Michigan State University
 
East Lansing, MI 48824
 

Ram Narasimhan is a Professor of Management and Director of Research at the Center for International Business 
Education and Research at Michigan State University. He is widely published in Academic Journals such as
Management Science, Decision Sciences, European Journal of Operadons Research, and International Journal of 
Production Research. He has consulted with and conducted executive training for over 150 large and medium sized 
manufacturing firms. He has been a consultant for GM, Chrysler, Detroit-Edison, Blue Cross-Blue Shield, Allied
Signal, MichCon and other firms and governmental agencies. He the Co-author of the recently published book
"Computer IntegratiA Manufacturing." He is on the editorial board of the Journal of Operations Management. He 
a member of DSI, TIMS, APiCS and the Academy of Management. 

Philip M. Podsakoff
 
Department of Management 
 tel. (812) 855-9209
 
School of Business 
 FAX (812) 855-8679
 
Indiana University
 
Bloomington, IN 47405
 

Philip M. Podsakoff is a Professor of Personnel and Organizational Behavior. He received his doctoral degree in
1980 from Indiana University, and joined the faculty of the School of Business in 1982, after teaching for two years
at Ohio State University. His major research interests include transactional and transformational leadership 
processes, the relationship between employee attitudes and behavior, the antecedents and consequences of employee"citizenship" behaviors, pov.'er and social influence proesses, and field research methodologies. He is a member 
of the Academy of Management, and is past Chair and Program Chair of the Research Methods Division. He is
the author or co-author of over 35 articles that have appeared in the Academy of Management Journal,
Psychological Bulletin, Organizational Dynamics, The Leadership Quarterly, .ex Roles, and the Journal
Occupational Behavior, among other journal. Currently, he serves on the editorial board of three academic journal,

of 

and regularly serves as an ad hoc reviewer for several others. He has served as the Chair of Indiana University's
Executive Education department, is the recipient of several university teaching awards, is a past Lilly Teaching
Fellow, and has served as a consultant to several Fortune 500 Companies. 

Robert W. Pricer
 
The School of Business tel. 
 (608) 263-3464 
University of Wisconsin-Madison FAX (608) 263-0477 
1155 Observatory Drive 
Madison, WI 53706 

Robert Pricer is a Professor in the University of Wisconsin School of Business where he teaches Small Business 
Management, Entrepreneurship, Planning and Venture Financing. He initiated the Wisconsin Small Business 
Development Center program and was its director from 1977 to 1986. He is a former business owrer and the 
author of numerous small business management articles. Dr. Pricer is the Associate Director of the Center for
Small Business Management and Entrepreneurship and is Executive Director of the Wisconsin Rural Leadership 
Program. 
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Byron R. Ross
 
676 PHBA 
 tel. (319) 335-0948 
The University of Iowa FAX (319) 335-1956
 
Iowa City, Iowa 52242
 

Received his M.A., in Accounting at The University of Iowa and is a Certified Public Accountant. Previously he
served as the President of the Iowa City Chamber of Commerce and a Partner at the accounting firm, McGladrey
& Pullen. As a professor at Iowa University he 'as taught such courses as: Financial Accounting Reporting, Cost
Accounting for Management Analysis and Control, and Managerial Accounting. He is presently the faculty advisor
for the Beta Alpha Psi, National Honorary Accounting Fraternity, on the Board of Directors and Secretary for
Mercy Hospital, and on the Board of Directors for Christian Retirement Services, Inc. 

Hanns Martin W. Schoenfeld
 
University of Illinois 
 tel. (217) 333-4530 
Department of Accountancy FAX (217) 224-3118 
302 Commerce West Building
 
1206 South Sixth Street
 
Champaign, IL 61820
 

Hanns Martin W. Schoenfeld is the H.T. Scovill Professor of Accountancy and also holds an appointment
professor of Business Administration. 

as 
He received his MBA and DBA degrees from the University of Hamburg,

Germany and his Ph.D. from the University of Braunschweig, Germany. He has taught at the University of Illinois
since 1962 and specializes in accounting international accounting,and international business. He has lectured
frequently at other universities in the US, Mexico, Austria, Belgium, Denmark, France, Germany, Great Britain,
Poland, Switzerland, East Asia and Australia. He is a member of the editorial boards of the Journal of International
Accounting and The Accounting Historians Journal and has written or edited 14 books (in German and English) and
published over 100 articles in US and European scholarly journals and professional handbooks. He has served as
chairman of the International Accounting Section of the American Accounting Association and as President of the 
Academy of Accounting Historians. He is a consultant to several multinational corporations. 

Donald L. Sexton
 
308D Hagerty Hall 
 tel. (614) 292-5707 
1775 College Road FAX (614) 292-1651 
The Ohio State University 
Columbus, OH 43210 

Donald L. Sexton holds the William H. Davis Chair in the American Free Enterprise System in the College of
Business at The Ohio State University. Prior to joining Ohio State, he was the Director of the Center for
Entrepreneurship and the Caruth Professor of Entrepreneurship in the Hankamer School of Business at Baylor
University. Dr. Sexton holds a BS in Math/Physics from Wilmington College and an MBA and Ph.D. from The
Ohio State University. Prior to joining academe, he spent 18 years in industry. He has co-authored or co-edited 
seven books. the most recent are Entrepreneurship: Creativity and Growth (1990) with Nancy Bowman-Upton,
and The State of the Art in Entrepreneurship (1992) with John Kasarda. He has also served on a number of
editorial review boards and has received the Leavey Award for Excellence in Private Enterprise Education and the
Association of Collegiate Entrepreneurs Award as an Outstanding Entrepreneurship Educator. He is the Senior 
Entrepreneurship Chair holder in the United States. 



Stuart G. Shepley
 
Bradford Woods 
 tel. (317) 342-2915 
Indiana University FAX (317) 349-1086
 
5040 State Road 67 North
 
Martinsville, IN 46151
 

Stuart G. Shepley is Director of Management Training and Challenge Programs at Indiana University's 2300 acre
Outdoor Leadership Center at Bradford Woods. He is also a part-time faculty member in the School of Health,

Physical Education, and Recreation. 
 He is an experienced teacher, facilitator, consultant, and administrator. Stuart

has been Program Director at Bradford Woods for five years, since moving to the U.S. from England. In England,

he was purchasing manager for an international coal mining company and a production manager for an engineering

company. He has taught at both the graduate and undergraduate levels. Areas of expertise include experiential

training methodologies, adventure-based counseling, 
 and leadership. He is currently co-authoring a book in
adventure-based counseling. Through his association with the Indiana University School of Business, he has
 
consulted with many international companies, specifically in the area of developing and managing effective teams.

Shepley ho!ds undergraduate degrees in management 
 studies and social work from schools in England, and a
 
Master's degree from Indiana University.
 

F. T. Sparrow
 
IIES Schools of Engineering tel. (317) 494-7043
 
1293 Potter Center Room 304 
 FAX (317) 494-2351
 
Purdue University
 
West Lafayette, IN 47907-1293
 

Dr. Sparrow received his Ph.D. in Economics and Operations Research form the University of Michigan and

currently the Director of the Institute for Interdisciplinary Engineering Studies (IIES) and the State Utility

Forecasting Group (SUFG). 
 He is also a Professor of Industrial Engineering and Professor of Economics. Prior
 
to his association with Purdue, Dr. Sparrow taught for 10 years at the Johns Hopkins University, as well as serving

as chairperson of the Industrial Engineering Department at the University of Houston. 
 Dr. Sparrow's primary
 
concerns are interdisciplinary, with an emphasis 
 on energy modeling and analysis, electrotechnology
commercialization, industrial electrification, and transportation. He is the author or co-author of more than 90
 
papers, presentations, and reports on these topics, as well as on matters relating to economics, operations research,

and industrial engineering. His honors include selection as 
a Ford Foundation Research Professor and invitations
 
to speak before various organizations 
 in the U.S., Europe, and Japan. Dr. Sparrow is consultant to various 
government agencies, electric utilities, and to the iron and steel industry. 

Rosann L. Spiro 
Marketing Department tel. (812) 855-8878 
School of Business FAX (812) 855-8679 
Indiana University 
Bloomington, IN 47405 

Rosann Spiro recieved her Ph.D. from the University of Georgia and is a Professor of Marketing at Indiana
University. She is currently a Visiting Professor at the Institute of Management, University of Aarhus in Denmark.
She is a faculty member in the IU-Budapest University of Economic Science FIPSE sponsored Management Training
Program for which she made a marketing presentation and participated in a case methodology workshop in
Budapest, Hungary. She lectured in a Business Entrepreneurial Series in Poznan, Poland in association with an
USAID grant and been a guest lecturer at Erasmus University in Rotterdam. Her publications include:
"Salesperson and Product Country of Origin Effects on Attitudes and Intentions to Purchase," Journal of Business
Research and "Communication Style in the Sales Interaction: Consequences and Antecedents," in Recherches Sur 
La Communication/Promotion. 

O 



Howard J. Strauss 
University of Minnesota tel. (612) 624-6307 
Carlson School of Management FAX (612) 626-1316 
Operations & Management Sciences Department 
332 Management & Economics Building 
Minn-apolis, MN 55455 

Dr. Howard J. Strauss holds degrees (B.Ch.E.) from City College of New York and (M.S. and Ph.D.) from 
Columbia University. He recently retired form INCO ElectroEnergy Corp. where he was a Director and Vice 
Presidents (Operations & Engineering). At INCO he was responsible for the operations of 88 manufacturing
facilities and five engineering laboratories in 22 countries. In addition to his current affiliation with the University
of Minnesota, Dr. Strauss has also taught at the Cooper Union for the Advancement of Science and Art, Rockford 
College,and Columbia University. He is the author of the Chemical Technician's Handbook, contributed chapters
for four handbooks, and has written numerous professional articles. Among the organizations with which Dr. 
Strauss has been affiliated are the American Management Association (where he served two terms on the 
Manufacturing Council), the Industrial Research Institute, and the Franklin Institute. His biography has appeared
in the Register of Directors and Executives, Who's Who in Finance and Industry, and American Men and Women 
of Science. 



PROFESSIONAL MANAGERS PROGRAM
 
UNIVERSITY OF ECONOMICS, PRAGUE FACULTY
 

Richard Drechsler
 
University of Economics, Prague 
 tel. 42 2 2125282
 
Ndm. W. Churchilla 4 
 FAX 42 2 2358251
 
130 67 Praha 3
 
Czechoslovakia
 

Received Ph.D. Prague School of Economics, specializing in Management, in 1980. In addition to being aProfessor at the University of Economics, Prague, he is also faculty at Charles University. He works extensively
with a wide cross section of Czech industry and with the Banks in the areas of: financial appraisal, asset valuation,
project valuation, and investment funds. Regular contributor to the Strathclyde University MBA progr:am and to
the Georgetown University course "A Program of Management Development for Czechoslovakia Executives." 
Professor Drechsler has also published over 40 books and articles. 

Eva Kotlasova
 
University of Economics, Prague tel. 42 2 2125224
 
Nim. Churchilla 4
 
Praha 3
 
Czechoslovakia
 

Graduated at Prague's University of Economics in 1970. He worked for three years at the Institute for Material
Handling (IMADOS) as a research assistant. 1973, return to UEP as a research assistant, working on logistics.
In Finished five years of postgraduate studies in 1980 with theses on the theme: Optimation of material flow.
Named as associate professor in 1985. Leader of research team concerned with the problems of the Economics of
the Innovation Process. Currently teaching general Management and Logistically Marketing Management and 
Management of Innovation. Active in consulting. 

Kovar Frantisek
 
University of Economics, Prague tel. 42 2 2125 238
 
130 00 Prague
 
n. W. Churchill 4
 
Czechoslovakia
 

Received Ph.D. in economics. Professor of Management since 1977 and Deputy Dean of Faculty of applied
economics at Prague School ofEconomics since 1990. Vice-Rector of University of Economics, Prague from 1990
1991. In 80th economic advisor of Czech government and current advisor of Ministry of transport. Main interests
include: management of science and technology, innovation, and investment management. Long-term research

activity, as head of research gioup, in the area of strategic management, science policy and technological innovation.
 
Published about 150 articles and 2 books. 
 Long-term consulting activity in management. 

Josef Koubek
 
University of Economics, Prague tel. 42 2 2125 828
 
W. Churchilla 4 
130 67 Prague 3 
Czechoslovakia 

Josef Koubek is a graduate of the Prague University of Economics (MA 1962, PhD 1977). In 1986 he received
the Scientific Degree of the Czechoslovak Academy of Science. He is an Associate Professor in Human Resource 
Management with special interest: staffing the firm, employee development, local labor market, economic andsocial demography. Long-term pedagogic and research collaboration with Humboldt University Berlin and Warsaw
School of Economics. Member, 1978-1984, of a working group at the International Union for the Scientific Study
of Population (Liege. Beigium) and long-term collaboration with central state institutions and many firms. Member
of the European Association for Population Studies (EAPS). More than 200 publications, from which about one 
third abroad (e.g. USA, Belgium, France, Italy). 



Milan Maly 
University of Economics, Prague tel. 422 235 39 29 
W. Churchilla Sqr. 4 FAX 422 235 59 62 
130 67 Prague 3 
Czechoslovakia 

Milan Maly is a graduate of the Technical University of Ustrava (B.A., M.A.), and University of Economics of 
Prague (PhD). He is a Professor of Management and Organization and presently Vice-President for International 
Relations of the University of Economics, Prague. In the period of 1986-88 he was at the International Institute 
for Applied Systems Analysis in Austria doing research at Technolkgy, Economy and Society Program. His many 
publications include: books, articles, and conference proceedings from the area of Production Management and 
Impact of Implementation of New Technologies. He is active as a consultant for many Czechoslovak industrial 
companies: ECE UN Geneve, MNIIPW Moscow, and a Member of two Boards of Directors of Czechoslovak 
Institutions as a non-executive member. 

Libor Mudra 
University of Economics, Prague tel. 42 2 21 25 242 
Faculty of Business FAX 42223 58251 
nim. W. Churchilla 4 
130 67 Praha 3 
Czechoslovakia 

Graduated at Prague's University of Economics (UEP) in 1980. Then worked as a systems analyst in a public 
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BUSINESS ECONOMICS
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Issaes and concepts in free market competitioa thai affect decisioL making by business managers and owners: 
Developing the culture of a free enterprise system 

Freedom of entry and exit
 
- risk-return concepts and issues
 
- hard budget constraints
 
- bankruptcy
 
- profits
 

Market competition
 
- domestic and international
 
- price, quality, delivery, credit terms
 
- consumer/customer sovereignty, power, and choice
 
- competitive implications of alternative market structures
 

Wage determination in a market system
 
- labor mobility
 
- unemployment
 
- hiring and firing
 

Pricing strategies
 
- price makers v. price takers
 
- cost based v. demand based systems
 
- role of international competition
 
- price discrimination
 
- market research
 
- advertising
 

Corporate governance: enterprise restructuring
 
- ownership v. control
 
- alternative organizational structures: advantages and disadvantages 

- sole proprietorship 
- partnership 
- corporation 

- firm specialization: moving away from autarky 
- role(s) of banks: financing v. ownership and control 
- international issues: direct investment, minority ownership, international agencies 

Problems and opportuniticz when moving from a highly monopolized to r .ompetitive system 
- supply (shortage) driven to demand driven 
- transition issues 
- privatization
 
- currency convertibility
 
- ownership of productive assets
 



Issues and concepts in market economies that affect the economic system 

The price system as an allocator 
- reiative prices
 
- scarcity
 
- source of information
 

Opportunity cost
 
- decision-making
 
- choice
 

Gains from production v. arbitrage 

Roles of govern -ent in a market system
 
- public goods
 
- negative and positive extemalitites
 
- regulated industries
 
- police market competition
 
- redistribution (pensions, unemployment benefits, etc.) 

Inflation and unemploymunt 
- concepts: actua, v. repressed 
- implication for workers, consumers, business decision-makers and government officials 
- short-run v. long-run
 
- caused by shortages or monetary factors
 

Monetary and fiscal policy
 
- interest rate determination
 
- central banks
 
- financial markets as a source of capital
 

International trade
 
- comparative advantage
 
- exchange rates
 

Specific industry studies
 
- highly competitive (e.g., textiles)
 
- monopolistic (e.g., some energy sources)
 



C H A P T E R
 

The Nature and Scope of
 
Managerial Economics
 

E ffective resource management is a continuing challenge to man
agers in all types of organizations. Managers must develop clear 

policies so that the objectives of the organization can be efficiently real
ized. Resources must be obtained and organized; employees need to be 
trained and motivated. information systems have to be installed to en
sure that ongoing perfoirance is accurately reported and monitored. 
Extensive knowledge and a wide variety of skills are required to co.m
plete each of these important tasks so that appropriate decisions can be 
made. One of the most important requirements for a successful manager 
is the ability to make good decisions, and one of the most important 
tools used by successful managers is the methodology of managerial 
economics. 

iNalurlal esnomici Managerial ec~aomics applies economic theory and methods to busi
puilg econmic tlso ness and administrative decision making. Because it uses the tools and
 

an meth ds is bollnes techniques of economic analysis to solve managerial problems, manage
end adinialtratlw deciion rial economics links traditional economics with the decision sciences to
 
makiP, develop important tools for manag.:1! decision making. This is illus

trated in Figure 1.1. 
We can appreciate the use and value of manigerial economics by 

examining both its prescriptive and descriptive components. Managerial 
economics prescribes rules for improving managerial decisions. It tells 
managers how things should be done to achieve organizational objec
tives efficiently. Managerial economics also helps manageri recognize 
how economic forcas affect organizations and describes the economic 
consequences of managerial behavior. 

Managerial economics can be used to identify ways to efficiently 
achieve virtually any of the organization's goals. For example, suppose a 



2 Chapter One 

N Figure 1.1 
The Role of Managerial Economics In 
Mznagerlal Decision Making 

Managerial economics uses economic concepts and decision science techniques to 

solve managerial problems. 

Management oeclon Prmtens 
" Product Prime and CUA 
" Make or&W 
" Poducion Tectdwque 
SIiver r Le 
" Advertising Mda and Intensity
" Labor Mir"w Traing 
" Invesirt and Financing 

Economic Concepts T ools euandT 
TooDecTionspm of
Frmnework fr iso 

Statistical Estimaton*Thor 
" TheoryoftheFim Forecasting 
" Theory of Mket Game Theory 

Structure adPritn optimation 

Manageria Econonm 
Use oIEconormc Concepts tnd 
Decision sc*= Metdology 
to SoKl Mangerial DecisionProbens 

Dcisiun P~ro6m 

in order to reach a size that willsmall business seeks rapid growth 
permit efficient use of national media advertising. The firm's managers 

can use managerial economics to identify pricing ant; production strate

gies that will help meet this short-run objective as quickiy and effec

tively a: possible. Similarly, managerial economics provides pricing and 

output rules that will permit the company to maximize net profits once 

it has achieved its growth objectives. 
Managerial economics also has prescriptive applications outside the 

for-profit sector of an economy. For example, an administrator of a non
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profit hospital strives to provide the best medical care possible given 
limited medical staff, equipment, and related resources. Using the tools 
and concepts of managerial economics, the administrator can determine 
the optimal allocation of these limited rjsources. In short, managerial 
economics helps managers arrive at a se of operating rules that aids in 
the efficient utilization of scarce humar, and capital resources. Following 
these rules enables businesses, nonprofit organizations, and government 
agencies to meet their objectives efficiently. 

To establish appropriate decision rui,'., :aanagers must thoroughly 
understand the economic environment in which they operate. Manage
rial economics describes how economic forces affect and are affected 
by managerial decisions. For example, a grocery retailer may offer con
sumers a highly price-sensitive product, such as milk, at an extremely 
low markup over cost--say, I or 2 percent-while offering less price
sensitive products, such as nonprescription drugs, at markups as high as 
40 percent over cost. Managerial economics describes the logic of this 
pricing practice with respect to the goal of profit maximization. Simi
larly, managerial economics reveals that imposing auto import quotas 
reduces the availability of substitutes for domestically produced cars, 
raises auto prices, and creates the possibility of monopoly profits for 
domestic manufacturers. It does not tell us whether or not imposing 
quotas is good public policy; it only describes the predictable economic 
consequences of such actions. 

With its prescriptive and descriptive components, managerial eco
nomics provides a comprehensive application of economic theory and 
methodology to managerial decision making. Managerial economics is 
just as relevant to the management of nonbusiness, nonprofit organiza
tions, such as government agencies, cooperatives, schools, hospita!s, 
museums, and similar institutions, as it is to profit-oriented businesses. 
Thus, while this text focuses primarily on business applications, it also 
includes examples and problems from the government and nonprofit 
sectLrs to illustrate the broad relevance of managerial economics con
cepts and tools. 

THEORY OF THE FIRM 
A useful way to begin our study of managerial economics is to consider 
the broad framework within which we analyze managerial decision mak
ing. A business enterprise is a combination of people, physical and fi
nancial assets, and information (technical, marketing, coordinative, and 
so on). People directly involved include stockholders, management, 
labor, suppliers, and customers. In addition, all of society is affected by 
a firm's activity, because businesses use resources that would otherwise 
be available for other purposes, pay taxes if operations are profitable, 
provide employment, ana produce most of society's material and ser
vices output. 
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1.1 Managerial Application 
Is Value Maximization Relevant? 

During the mid-1980s, Dennis B. Levine, 
a managing director of mergers and acqui-
sitions for Drexel Burnham Lambert, Inc., 
admitted to stealing material nonpublic 
Information from his employer and using it 
to amass millions of dollars in illegal stock 
market trading profits. The scandal broad-
ened when the Securities and Exchange 
Commission announced that Levine had 
cultivated a mutually profitable relationship 
with Ivan Boesky, a stock market speculator. 
Levine supplied Boesky with tips concern-
ing pending merger announcements in re-
turn for a share of any trading profits Boesky 
realized. Both Levine and Boesky, along 
with others implicated in this insider trad-
ing scandal, were forced to give up ill-gotten 
profits, paid additional millions of dollars 
in fines, served time in federal prison, and 
were barred from the securities business 
for life. 

In an unrelated development, Busiress 

Week ran an expos6 concerning Robert 
Buckley, chief executive officer (CEO) of 
Allegheny International, Inc. in its investi
gation of the company, Business Week un
covered lavish spending on executive perks, 
conflicts among "independent" members of 
the board of directors, and limited disclo
sures to stockholders. Other benefits for top 
executives included frequent nonbusiness 
use of corporate aircraft, personal loans at 
below-market interest rates, and piacement 
of children of senior executives on the cor
porate payroll. Business Week asked, "What 
is going on here?" 

What indeed! Clearly, these instances of 
self-dealing on the part of employees and 
corporate executives simply cannot be re
garded as being consistent with the long-run 
interests of stockholders, and, therefore, 
they are inconsistent with expected value 
maximization. However, before we reject the 
value maximization theory of the firm on the 

cotinued 

See: William C. Symonds and Pete Engardino. "Big Trouble at Allegheny," Business Week. August 11. 1986. and Christopher 
Farrall. -Suddenly. Blue Chips are Red-hot for ESOPs." Business Week. March 20. 1919. 144. 

theory of the fr 
Recogim eqwed vlue 
*anlmizatlon as te pimary 
blstlv, of a Wilms. 

Firms exist becaL'se they are useful in the process of producing and 
distributing goods and services. They are basically economic entities. As 
such, their activities can best be analyzed in the context of an economic 

model. 
The basic model of the business enterprise is derived from what is 

called the theory of the firm. In its earliest version, the firm was thought 
to have profit maximization as its primary goal; that is, the firm's owner
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Maagerial Applikatkm conlinued 

grounds that it doesn't describe real-world 

behavior, we must ask if self-dealing behav-

ior is common business practice. If em-

ployee and managerial self-dealing is 

typical. the value maximization theory will 

have little descriptive relevance. On the 

other hand, if such instances are relatively 

rare, the value maximization model can pro-

vide useful descriptive insight concerning 

real-world business practice. 
Fortunately, the types of behavior typified 

by the Levineloesky and Allegheny Inter-

national scandals are quite rare. Far from 
being an industry riddled with corruption, 

the securities business is one in which scan-

dal occurs infrequently. Every business day 

on Wall Street, thousands of transactions, 
some involving billions of dollars, are made 

on the basis of a simple phone conversation, 
One's word is one's bond. If honesty and 

trust didn't pervade Wall Street, the ability 
of ihe securities business to operate would 

be more than hampered; it would founder. It 

is interesting that the Levine/Boesky rela-

tionship came to light within only eighteen 
months of its inception. Apparently, keep-

ing such a lucrative and intricate scheme 

hidden was impossible in light of typical in-

dustry practice and regulation. Similarly, 
given current reporting requirements, it was 

impossible to keep quiet the apparent self-

manager was assumed 

dealing of top executives at Alleghbny In

ternational. Indeed, Buckley was forced 

to resign as CEO in the aftermath of the 

Business Week disclosures. Although highly 

regrettable and obviously costly to affected 

stockholders, the Levine/Boesky and Alle

gheny affairs were of relatively short dura

tion and appear to be rather atypical. 

Neither can be regarded as examples of 

"business as usual." 
Finally, it is interesting to note thi grow

ing trend among large companies to adopt 

employee stock ownership plans (ESOPs) in 

an effort to minimize the problems some

times caused by a separation of management 

and control. Both company performance 

and stockholder returns seem to improve 

when top executives and a broad range of 

other employees hold a substantial equity 
interest in a firm. The current popularity of 

ESOPS, and the growing trend toward ESOP 
adoptions, suggests a strong and growing 

motive for value maximization in corporate 
America. Therefore, even though instances 

of business practice that are inconsistent 
with value maximization do arise from time 

to time, these instances are relatively rare. 

As a result, value maximization can be e

garded as a useful description of the funda

mental motivation for everyday business 
decision making. 

to be striving to maximize the firm's short-run 

profits. Later, the emphasis on profits was broadened to encompass un

expectei value certainty and the time dimension. In this more complete model, the 

as expected value maximization 
An emphasis o primary goal of the firm was viewed 

An hs oita- rather than short-run profit maximization. The goal of expected value 

uncertalaty ai the tim maximization is now considered the primary objective of business in the 

dimensi, economic model of firm behavior. 
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Defining Value 
Since the basis of the economic model is maximizing the value of the 

we should clarify the meaning of value. Actually, many concepts
firm, value, marketeconomics and business-bookinof value are found 

so on. For our pur
value, liquidating value, going.concern value, and 

poses, the value of the firm is defined as the present value of the firm's 

equate cash flows to profits for 
net cash flows. If weexpected future 

simplicity, the value of the firm today-its present value-is the value 

of expected future profits, discounted back to the present at an appropri

ate inte:est rate.' 

The easence of this model, which we use throughout the book, can be 

expressed as follows:
 

Present Value of Expected Future Profits
 
=Value of the Firm 
(= + 2 +* + IN 

1.1 
-li () + ' i)'" 

and so forth represent the expected profits in each year, t, 
Here r1, 7r2 , 

discount, rate. The final form for 
and i is the appropriate interest, or 

Equation 1.1 is simply a shorthand expression in which sigma (1) stands 

for "sum up" or "add together." The term 

i 

t,l
 

simply says, "Add together as t goes from I to n the values of the term to 

- 1 and find 
the right." For Equation 1.1, the process is as follows: Let t 

+ i)'. the present value of year I profit; then 
the value of the term ir1/(I 

I)', the present value of year 2 profit; 
let t - 2 and calculate %2/(1 + 

n, the last year included in the analysis; then add 
=continue until t 

up these present-value equivalents of yearly profits to find the value of 

the firm. 
equal to total revenues (TR) minus toial costs 

Since profits (at) are 


(TC). Equation 1.1 can be rewritten as:
 

. TR, - TC, 1.2 
- ).Value = 

'Discounting is required because profits obtained in the future are less valuable than 

profits earned presently. To understand this. one needs to recognize that $1 in hand 

today is worth more than $1to be received ayear from now. because $1today can be 

invested and, with interest. grow to alarger amount by the end of the year. If we had 

and invested it at 10 percent interest, it would grow to $1.10 in one year. Thus. Ui 
SI 

is defined as the present value of $1.10 due in one year when the appropriate interest 

rate is 10 percent. For the reader who is unfamiliar with the concepts of present value 

and compound interest, we have included adetailed treatment of the subject in Ap

pendix A.
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We can use this expanded equation to examine how the expected. 
value maximization model relates to a firm's various functional depart
ments and activities. The marketing department of a firm has major re
sponsibility for sales (TR); the production department has a major 
responsibility for costs (TC); and the finance department has a major 
responsibility for acquiring capital with which to support the firm's ac
tivities and, hence, for the discount factor (i) in the denominator. There 
are many important overlaps among these functional areas. The market
ing department, for example, can help reduce the costs associated with 
a given level of output by influencing customer order size and timing. 
The production department can stimulate sales by improving quality 
and reducing delivery lags. Still other departments-for example, ac
counting, personnel, transportation, and engineering-provide informa
tion and services vital to both sales growth and cost control. Thus, the 
determination of TR and TC is a complex task that requires recognizing 
the important interrelations among the various areas of firm activity. 
Further, all of these activities affect the firm's risks and thereby the 
discount rate used to determine present values. An important concept in 
managerial economics is that managerial decisions throughout the firm 
should be analyzed in terms of their effects on the various determinants 
of value as expressed in Equations 1.1 and 1.2. 

Constraints and the Theory of the Firm 
Most managerial decisions are made in light of constraints imposed by 
technology, resource scarcity, contractual obligations, and government 
restrictions. To make decisions that will maximize value, managers 
must consider both short- and long-run implications as well as how 
various external constraints affect their ability to achieve organizational 
objectives. 

Although a tremendous variety of constraints can arise in managerial 
decision problems, most fall within three broad categories. These are 
resource constraints, output quantity or quality constraints, and legal 
constraints. To clarify the important role that constraints play in mana
gerial decision making, we will briefly examine some examples of con
strained decision problems. 

Firms and other organizations frequently face limited availability of 
essential inputs, such as skilled labor, key raw materials, energy, ma
chinery, and warehouse space. Managers also often face capital con
straints that are limitations in the amount of capital resources available 
for a particular project or activity. 

Managerial decisions can also be constrained by contractual require
ments. For example, labor contracts limit flexibility in employee sched
uling and job assignment, sometimes even affecting whether labor costs 
are fixed or variable. Constraints often require that a minimum level of 
output be produced to meet delivery requirements. In other instances, 
output must meet certain minimum quality requirements. Some com
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mon examples of output quality constraints are nutritional requirements 
for feed mixtures, audience exposure requirements for marketing pro
motions, reliability requirements for electronic products, and require
ments for minimum customer service levels. 

Legal restrictions that affect both production and marketing activities 
can also play an important role in managerial decisions. Laws that define 
minimum wages, health and safety standards, pollution emission stan.. 
dards, fuel efficiency requirements, and fair pricing and marketing prac
tices all limit managerial flexibility. 

The role constraints play in managerial decision making makes the 
topic of constrained optimization a basic element of mnanageria! ,conom
ics. In later chapters, we will consider important economic implications 
of both self-imposed and societal constraints on firms. This analysis is 
important because both value maximization and productive and alloca
tive efficiency in society depend on the efficient use of scarce (limited) 
economic resources. 

Limitations of the Theory of the Firm 
Some critics have questioned why the profit or wealth maximization 
criterion is used as a foundation for the study of firm behavior. Are not 
the firm's managers interested, at least to some extent, in power, prestige. 
leisure, employee welfare, community well-being, and society in gen
eral? Further, do managers really try to maximize, or do they satisfice
that is, do they seek satisfactory rather than optimal results? Would the 
manager of a firm really seek the sharpest needle in a haystack (maxi
mize), or would he or she stop upon finding one sharp enough for sewing 
(sotisfice)? 

It is extremely difficult to determine whether managers try to maxi
mize firm value or merely attempt to satisfy owners while pursuing other 
goals. How can one tell whether a community activity undertaken by a 
firm leads to long-run value maximization? Are high salaries and sub
stantial perquisites really necessary to attract and retain managers who 
can keep the firm ahead of the competition? When a risky venture is 
turned down, can one say whether this reflects conservatism or ineffi
cient risk avoidance on the part of management or whether it, in fact, 
reflects an appropriate decision from the standpoint of value maximiza
tion given the venture's risks compared with its potential return? 

It is impossible to give definitive answers to questions like these, and 
this has led to the development of numerous alternative theories of firm 
behavior. Some of the more prominent alternatives are models in which 
size or growth maximization is the assumed primary objective of man
agement, models that assume managers are most concerned with their 
own personal utility or welfare maximization, and models that treat the 
firm as a collection of individuals with widely divergent goals rather 
than as a single, identifiable unit. 

Each of these theories, or models, of managerial behavior has added 
to our knowledge and understanding of the firm. Still, none can supplant 
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the basic microeconomic model of the firm as a basis for analyzing man
agerial decisions. Examining why will provide additional insight con
cerning the value of managerial economics for managerial decision 
making. 

The theory of the firm states that managers maximize the value of the 
firm subject to constraints imposed by resource limitations, technology, 
and society. The theory does not explicitly recognize other goals, includ
ing the possibility that managers might take actions that would benefit 
parties other than stockholders-perhaps the managers themselves or 
society in general-but reduce stockholder wealth. Thus, the model 
seems to ignore the possibilities of satisficing, managerial self-dealing, 
and voluntary social responsibility on the part of business. 

Given that firms assert the existence of multiple goals, engage in ac
tive "social responsibility" programs, and sometimes exhibit what ap
pears to be satisficing behavior, is the economic model of the firm really 
adequate as a basis for our study of managerial decision making? Based 
on the evidence, the answer is yes. 

First, research has shown that the typically vigorous competition both 
in product markets, where firms sell their output, and in the capital 
market, where they acquire the funds necessary to engage in productive 
enterprise, forces managers to seek value maximization in their deci
sions. Stockholders are, of course, interested in value maximization, 
because it affects their rates of return on common stock investments. 
Managers who pursue their own interests instead of stockholders' run 
the risk of being replaced. Buyout pressure from unfriendly firms ("raid
ers") has been considerable during recent years. Unfriendly takeovers 
are especially unfriendly to inefficient management, which is usually 
replaced. Further, recent studies of managerial compensation indicate a 
strong correlation between firm profits and managers' salaries. Thus. 
managers appear to have a strong economic incentive to pursue value 
maximization through their decisions. 

Second, managers must consider the costs as well as the benefits of 
any action before they can make a reasoned decision. This applies to a 
decision to satisfice rather than to maximize. Before a firm can decide on 
a satisfactory level of performance, management must examine the costs 
of such an action. Would it be wise or profitable to seek out the "best" 
technical solution to a problem if the costs of finding this solution would 
greatly exceed resulting benefits? Of course not. Indeed, what often ap
pears to be satisficing on the part of management can be interpreted as 
value-maximizing behavior once the costs of information gathering are 
considered. Similarly, short-run growth maximization strategies often 
can be seen as being consistent with long-run value maximization when 
production, distribution, or promotional advantages of large firm size 
are better understood. 

Finally, the value maximization model provides insight into a firm's 
voluntary social responsibility activities, though at first glance the 
model may seem to preclude this possibility. The criticism that the neo

http:Econorni.cs
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classical theory of the firm emphasizes profits and value maximization 
while ignoring the issue of social responsibility is important enough to 
warrant a somewhat extended discussion1, and we shall return to it later 
in this chapter. It will prove useful, however, to examine first the concept 
of profits, which is central to the theory of the firm. 

PROFITS 
In order to understand the theory of firm behavior and the role of the 
firm in a free enterprisL, economy, one must understand the nature of 
profits. Indeed, profits are such a key element in the free enterprise
system that it would fail to operate without profits and the profit motive. 
Even in planned economies, where state ownership rather than private 
interprise has been typical, the profit motive is increasingly being used 
as a spur to efficient resource use. In China, the Soviet Union, Yugo
slavia, and other countries, profit incentives for managers and workers 
have led to increasing product quality and cost efficiency. Thus, profits
and the profit motive play a key and growing role in the efficient alloca
tion of economic resources on a worldwide basis. 

Business versus Economic Profit 
The general public and the business community typically define profit
using an accounting concept. Here profit is the residual of sales revenue 
minus the explicit (accounting) costs of doing business. It is the amount 
available to the equity capital or ownership position after payment for 
all other resources the firm uses. This definition of profit is often referred 
to as accounting or business profit.

The economist also defines profit as the excess of revenues ov'r the 
costs of doing business. To the economist, however, the inputs provided
by the firm's owner(s), including entrepreneurial effort and capital, are 
resources that must be paid for if they are to be employed in that use 
rather than some other. Thus, the economist includes a normal rate of 
return on equity capital and an opportunity cost for the effort of the 
owner-entrepreneur as costs of doing business, just as the interest paid 
on debt and wages paid to labor are considered costs in calculating
business profit. The normal rate of return on equity is the minimum 
return necessary to attract and retain investment for a particular use. 
Similarly, the opportunity cost of owner effort is determined by the value 
that could be received in an alternative activity. To an economist, profit
is business profit minus the implicit costs of equity and other owner
provided inputs used by the firm. This profit concept is frequently re
ferred to as economic profit to distinguish it from the business profit 
concept.

The concepts of business profit and economic profit help sharpen our
focus on the issue of why profits exist and what their role is in a free
enterprise economy. The concept of economic profit recognizes a re
quired payment for the use of owner-provided inputs. There Is a normal 
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rate of return, or profit, for example, that is necessary for inducing indi
viduals to invest funds in one activity rather than investing them else
where, or spending them for current consumption. This normal profit is 
simply a cost for capital; it is no different from the cost of other re
sources, such as labor, materials, and energy. A similar price exists for 
the entrepreneurial effort of a firm's owner-manager and for other re
sources owners bring to the firm. These opportunity costs for owner
provided inputs offer a primary explanation for the existence of business 
profits. 

What explains the difference between the economist's concept of nor
mal ptofits as a cost of equity capital and other owner-provided inputs 
and the actual business profit, earned by firms? In equilibrium, eco
nomic profits would be zero if all firms operated in periectly competitive 
markets. All firms would report business profit rates reflecting only a 
normal rate of return on equity investmant and payment for other owner
supplied inputs. We know, however, that reported profit rates tend to 
vary widely among firms. Recent profit rates have ranged from very low 
in. for example, the agricultural equipment and savings and loan indus
tries, to very high, such as in the pharmaceutical, office equipment, and 
other high-technology industries. While we can explain some of this 
variation in business profits as risk premiums (higher profits) necessary 
to compensate investors if one business is inherently riskier than an
other, many firms do earn significant economic profits (or experience 
economic losses) at any given point in time. Examining several theories 
used to explain the existence of economic profits will provide further 
insight into their critical role in a market economy and in managerial 
decision making. 

Frictional Theory of Economic Profits. One explanation of economic 
profits (or losses) is the frictional theory. It states that markets often are 
in disequilibrium because of unanticipated changes in product demand 
or cost conditions. Shocks occur in the economy, producing disequilib
rium conditions that lead to either positive or negative economic profits 
for some firms. For example, the emergence of a new generation of user
friendly computer software might lead to a marked increase in the de
mand for microcomputers, which could cause profits of microcomputer 
manufacturers to rise above the normal level for a period of time. Alter
natively. a rise in the use of plastics or aluminum in automobiles might 
drive down the profits of steel manufacturers. Over time, barring impass
able barriers to entry and exit. resources would flow into or out of the 
microcomputer and steel manufacturing industries, driving rates of re
turn back to normal levels. But during interim periods, profits might be 
above or below normal because of frictional factors that prevent instan
taneous adjustment to new market conditions. 

Monopoly Theory of Economic Profits. A second explanation-the 
monopoly theory-is an extension of the frictional theory. It asserts that 
some firms, because of such factors as economies of scale, high capital 
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requirements. pateats, or import protection, can build monopoly posi
tions that allow them tc keep their profits above normal for extended 
periods. Monopoly, a most interesting topic, is discussed at length in 
Chapters 11, 12, and 14. where we consider its causes and consequences 
and how society attempts to mitigate its potential costs. 

Innovation Theory o' Economic Profits. A third theory of economic 
profits-the innovation theory-is also related to frictions. Under the 
innovation theory, above-normal profits can arise as a result of success
ful innovation. For example, the theory suggests that Xerox Corporation, 
which historically earned a high rate of return because it successfully 
developed, introduced, and marketed a superior copying device, contin
ued to receive these supernormal returns until other firms entered the 
field to compete with it and drive these high profits down to a normal 
level. Similarly, McDonald's Corporatiov., earned above-normal rdtes of 
return as an early innovator in the fast-food business. With increased 
competition from Burger King, Wendy's, end a host of national and re
gional competitors, however, McDonald's, like Xerox, has seen its above
normal returns decline. As in the case of frictional or disequilibrium 
profits, profits that are due to innovation are susceptible to the onslaught 
of competition from imitating competitors. 

Compensatory Theory of Economic Profits. The compensatory the
ory of economic profits holds that above-normal rates of return may 
simply be a reward to firms zhat are extraordinarily successful in meeting 
customer needs, maintaining efficient operations, and so forth. For ex
ample, if firms that operate at the industry's average level of efficiency 
receive normal rates of return, it is reasonable that firms that operate at 
above-average levels of efficiency will earn above-normal rates of return. 
Similarly, inefficient firms can be expected to earn relatively unsatisfac
tory (below-normal) rates o,' return. 

This theory also reco)gnizes economic profit as an important reward to 
the entrepreneurial fua.ction of owners or managers. Every firm and 
product starts as an idea for better serving some established or perceived 
need of existing or potential customers. This need remains unmet until 
an individual takes the initiative to design, plan, and implement a solu
tion. The opportunity for economic profits is an important motivation 
for such entrepreneurial activity. 

The Role of Profits 
Each of the preceding theories describes economic profits obtained for 
different reasons. In some cases, several might apply. To illustrate, a very 
efficient manufacturer may earn an above-normal rate of return in ac
cordance with the compensatory theory, but during a strike by a compet
itor's employees, already above-average profits may be augmented by 
frictional profits. Similarly. Xerox's profit position might be partly eA
plained by all four theories: The company certainly benefited from suc
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cessful innovation: it is well managed and has earned compensatory 
profits; it earned high frictional profits while 3M. Kodak, Canon, and 
other firms were tooling up in response to the rapid growth in demand 
for office copiers; and it has earned monopoly pruffits. because it is pro
tected to some extent by its patents. 

Economic profits play an important role in a market-based economy. 
Above-normal profits serve as a valuable signal that firm or industry 
output should be increased. Indeed, expansion by established firms or 
entry by new comipetitors often occurs quickly during periods of high 
profit. Just as above-normal profits provide a signal for expansion and 
entry, below-normal profits provide a signal for contraction and exit. 
Economic profits are one of the most important factors affecting the al
location of scarce economic rescurces. Also. above-normal profits can 
constitute an important reward for innovation and efficiency, just 
as below-normal profits ran serve as a penalty for stagnation and in
efficiency. Thus, profts play a critical role both in providing an incen
tive for innovation and productive efficiency and in allocating scarce 
resources. 

An understanding of how profits affect business behavior provides 
important insight into the relationship between the firm and society. We 
turn now to an examination of the firm's role in society and to a further 
look at the social responsibility of business. 

ROLE OF BUSINESS IN SOCIETY 
As suggested earlier, an important element in the study of managerial 
economics is the interrelationship between the firm and society. Mana
gerial economics can clarify the vital role firms play in society and point 
out ways of improving their benefits to society. 

The evidence that business in the United States has contributed sig
nificantly to social welfare is both clear and convincing. The economy 
has sustained a notable and unprecedented rate of growth over many 
decades, and the benefits of that growth have been widely distributed. 
Suppliers of capital. labor, and other resources have all received sub
stantial returns for their contributions. Consumers have benefited from 
both the quantity and the quality of goods and services avaiiable for 
consumption. Taxes on the business profits of firms, as well as on the 
payments made to suppliers of labor, materials, capital, and other inputs. 
have provided the revenues government needs to increase its service to 
society. All of these contributioni to social welfare stem directly from 
the efficiency of businesses that serve the economy. 

Does this mean that firms do not or should not exercise social respon
sibility in a broader, perhaps more philanthropic sense? Not necessarily. 
Firms exist by public consent to serve the needs of society. Only through 
the satisfactory execution of this mandate will business survive and 
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1.2 Managerial Application 
Do Profits Serve a Social Purpose? 

Corporations can be rightly criticized for 
toxic waste handling and disposal policies 
when careless dumping occurs because they 
have failed to install common safeguards. 
Similarly. a company with a policy of firing 
older, and higher salaried, workers can be 
criticized for age discrimination. However, 
by focusing on the higher short-term profits 
sometimes earned by companies with so-
cially misguided policies, the broader and 
highly beneficial role of profits in the econ-
omy can be obscured. 

Perhaps Kar; Marx i3 most responsible for 
popularizing the view of the foundations of 
capitalism as being morally deficient. Ac-
cording to his view, profits serve no useful 
social purpose. Rather than reflecting supe-
rior operating performance by firms or indi-
viduals. they simply reflect the amount of 
resources taken out of the economic system 
and converted from social to private use. Al-
though this point of view is losing credibil-
ity and support, even in Communist bloc 

countries, there are still those who regard 
profits as evil. For example, in their 1986 
pastoral letter on the economy, U.S. Catholic 
bishops described the profit motive as a 
'vexing" moral problem. To be sure, this 
view remains controversial among Catholics 
and others. Still, the fact that some people 
regard all profits as immoral suggests that 
profits and the profit motive remain mis
understood. 

It is reasonable to condemn the abuses 
previously cited, because they are immoral, 
and because they are inconsistent with our 
profit-based system. It is important to rec
ognize. however, that not all profits, includ
ing above-normal or economic profits, are 
immoral or unwarranted. Firms cannot op
erate outside the law nor outside the com
mon bounds of morality. They must operate 
within the bounds that society imposes. 
This follows from the fact that the economy 
is part of the laraer poiitical, economic, and 
moral system. Firms that needlessly pollute 

continued
 

See: Michael .%ovak,-HowAbout Obscene Losses?-. Forbes. March 6. 1989.76-77. 

prosper. As the needs and social requirements placed on our economic 
system change, business must adapt and respond to its changing envi
ronment. 

If social welfare could be measured, business firms might be expected 
to operate in a manner that would maximize some index of social well
being. Maximization of sociel welfare requires answering such impor
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or discriminate in their employment prac-
tices face the very real prospect of legal
sanctions leading to long-run costs that far 
exceed any short-run benefits from such ac-
tion. Apart from the effects of regulation,
market forces themselves often act to correct 
such abuses. For example, a company !hat 
discriminates in its hiring policies will find 
it difficult to attract and retain valued em-
ployees. Thus, any above-normal profits 
earned through such antisocial behavior 
tend to be fleeting. 

V/hat critics fail to realize is the impor-
tant role that profits and the profit system 
have played in the long-term betterment of 
much of humankind. Before the time of 
Adam Smith, an 18th century Scottish polit-
ical economist and philosopher, human 
poverty was commonplace. The wealth of 
nations was measured in terms of the 
amount of precious goods enjoyed by nobil-
ity. Smith argued that, in contrast, the 
wealth of nations is best measured in terms 
of the level of well-being enjoyed by the 
common worker. The fundamental charac-
teristic of a profit-based system is that it has 
as its underlying objective the enhancement 
of the wealth of nations, not just the wealth 
of a few. The U.S. economy's demonstrated 
capacity to lift successive generations of 
poor immigrants out of poverty is testimony 
to the power of the profit motive to do good. 

Today, industrialists in the United States 
and in other countries with market-based 
economies continue to build factories to ex
ploit profit-making opportunities. The mil
lions of jobs that result create bu'ying power 
necessa-y to fuel more factories, more jobs, 
and coniinued economic betterment. It is 
perhaps ironic that firms and individuals 
whose objective is to do well (earn profits) 
end up doing good (causing economic bet
terment) in the process. Far from being
abhorrent, enlightened celf-interest is the 
means by which all benefit. 

From a social perspective, many have 
found most troubling what philosopher Mi
chael Novak calls the "obscene losses" of 
poorly run private and state enterprises. In 
some countries, governments and world
wide organizations underwrite unprofitable 
activities that druin economies of vital eco
nomic resources. These losses are tragic in 
that they deprive these developing nations 
of the means by which they might otherwise 
greatly enhance the basic matc ldl well
being of the general populace. In such in
stances, one might reasonably argue that 
establishing or reenforcing the profit motive 
is the most effective means available for re
ducing the waste of economic resources and 
thereby increasing the economic welfare of 
the world's truly poor. 

tant questions as: What combination of goods and services (including
negative by-products, such as pollution) should be produced? How 
should goods be produced? And how should goods and services be dis
tributed? These are some of the most vital questions faced in a free 
enterprise system, and, uissuch. they are important issues in managerial 
economics. 
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In a market economy, the economic system produces and allocates 
goods and services according to the forcet, of demand and supply. Firms 

determine what consumers desire, bid for the resources necessary to 
produce these products, and then make and distribute them. The sup
pliers of capital, labor, and raw materials must all be compensated out 
of the proceeds from the sale of output, and competition (bargaining) 
takes place among these groups. Further, each firm competes with other 
firms for the consumer's dollar. 

Although this process of market-determined production and alloca
tion of goods and services is for the most part highly efficierI, there are 
potential difficulties in a totally unconstrained market economy that can 
prevent maximization of social welfare. Society has developed a variety 
of methods for alleviating these problems through the political system. 

One possible difficulty with an unconstrained market economy is that 
certain groups could gain excessive economic power, permitting them to 

obtain too large a share of the value created by firms. To illustrate, the 

economics of producing and distributing electric power are such that 

only one firm can efficiently serve a given community. Further, there are 

no good substitutes for electric lighting. As a result, electric companies 
are in a position to exploit consumers; they could charge high prices and 
earn excessive profits. Society's solution to this potential exploitation is 

direct regulation. Prices charged by electric companies and other utili

ties are controlled and held to a level that is thought to be just sufficient 
to provide stockholders with a fair rate of return on their investment. 
The regulatory process is simple in concept; in practice it is costly, dif

ficult to implement, and in many ways arbitrary. It is a poor substitute 
for competition. but sometimes it is necessary. 

A second problem in a market economy occurs when because of econ
omies of scale or other conditions, a limited number of firms serve a 

given market. If the firms compete with one another, no difficulty arises. 
However, if they conspire with, one a.1 other in setting prices, they may 
be able to restrict output. obtein excessive profits, and thereby reduce 
social welfare. Antitrust laws are desigr, d to prevent such collusion 
as well as the merging of competing firms when the effect of merger 
would be to substantially lessen competition. Like direct regulation. an
titrust laws contain arbitrary elements and are costly to administer, but 

they too are necessary if economic justice, as defined by society, is to be 
served. 

A third problem is that under certain conditions. workers can be ex
ploited. As a result, laws have been developed to equalize the bargaining 

power of employers and workers. These labor laws require firms to sub
mit to collective bargaining and to refrain from unfair practices. The 
question of whether labor's bargaining position is too strong in some 
instances also has been raised. For example, can powerful national 
unions such as the Teamsters use the threat of a strike to obtain "exces
sive" increases in wages, which may in turn be passed on to consumers 
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in the form of higher prices and thus cause inflation? Those who believe 

this is the case have suggested that the antitrust laws should be applied 
numerous smallto labor unions. especially to those bargaining with 

employers. 
can imposeA fourth problem a market economy faces is that firms 

external costs on society through their production activities. For exam

ple, they can dump wastes into the air or water or deface the earth, as in 

strip mining. If a factory pollutes the air, causing people to paint their 

houses every three years instead of every five or to suffer lung ailments 

or other health impairments. the factory imposes a cost on society in 

general. Failure to shift these costs back onto the firm-and, ultimately, 

to the consumers of its output-means that the firm and its customers 

unfairly benefit because the firm does not pay the full costs of its activi

ties. This results in an inefficient allocation of resources between indus

tries and firms. Currently, much attention is being directed to the 
Some of the practices used to

problem of internalizing social costs. 
setting health and safety standardsinternalize social costs include 

for products and production systems, establishing emissions limits on 

on and imposingmanufacturing processes and products that pollute, 

fines on or closing firms that do not meet established standards. 
matitrust laws, labor laws,All of these measures-utility regulation. 

and direct regulation of products and operations-are examples of ac

tions taken by society to modify the behavior of business firms and to 

make this behavior more consistent with broad social goals. As we shall 

see, these constraints have an important bearing on the firm's operations 

and, hence, on managerial decision making. 

What does all this mean with respect to the value maximization model 

of the firm? Is the model adequate for examining issues of social respon

sibility and for developing rules for business decisions that sufficiently 

reflect the role of business in society? Business firms are primarily eco

nomic entities and, as such. can be expected to analyze social respon
an

sibility in the context of an economic model of the firm. This is 

important consideration in examining the set of inducements that can 

channel the efforts of business in directions that society desires. Similar 

considerations should also be taken into account before imposing polit

on firms to constrain their operations. For
ical pressures or regulations 
example, from the consumer's standpoint it is desirable to pay low rates 

rates
for gas. electric, and telephone services. If public pressures drive 

neces
down too low, however, utilities' profits will fall below the level 

sary to provide an adequate return to investors. Capital will not flow into 

the regulated industries, innovation will cease, and service will deterio

rate. When such issues are considered, the economic model of the firm 

provides useful insights. The model emphasizes the close interrelation 

between the firm and society. This, in turn. indicates the importance to 

business of participating actively to develop and formulate its role in 

helping achieve society's goals. 
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Capitalism and Democracy 

Capitalism is based on voluntary exchange 

between self-interested parties. Given that 
nec-the exchange is voluwtary, itbecomes 

essary that both parties perceive benefits in 

order for market transactions to take place. 

Ifonly one party were to benefit from a given 
incen-transaction, then there would be no 

tive for the other party to cooperate. No vol-

untary transaction would take place. Thus. 

a self-interested capitalist must also have in 

interest of others. In contrast,mind the a 

truly selfish individual is only concerned 

with himself or herself, without regard for 

the well-being of others. As such. selfish be-

havior is inconsistent with the capitalistic 

behavior leads to 
system. Self-interested 
success under capitalism; selfish behavior 

does not. 
Like any economic system, capitalism 

has far-reaching political and social conse-

quences. Similarly. democracy has far-

reaching economic consequences. What, is 

sometimes not understood is that capitalism 
are mutually reenforcing.and democracy 

Some philosophers have gone so far as to say 

that capitalism and democracy are inter

twined. Without capitalism, democracy is 

impossible. Without democracy, capitalistic 

systems fail. To better understand the rela

tion betwee,, capitalism and democracy, it 
the fundabecomes necessary to consider 

mantally attractive characteristics of a de

cntralized exchange economy. 
Capitalism is socially desirable because 

of Hs decentralized and customer-oriented 

nature. The menu of products to be pro

duced is derived from market price and 

output signals originating in free and com

petitive markets, not from the output sched
agency. As

ules of a centralized planning 
such. production is freely directed by self

interested producers seeking to meet th3 de

mands of individual customers. Resources 

and products are impartially allocat?, 
are not allothrough market forces. They 

cated on the basis of favoritism due to social 

status or political persuasion. Any producer 

able to meet customer demands is allowed 
-ontinued 

The Right Path." Forbes. January 33. 1989. 80-81: and Robert I. Dowling. "Communism in Turmoil." Business 
See. Ronald Bailer. 
Week.June S. 1989, 34-3)7. 
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to compete. Similarly, through their pur-
chase decisions, customers are able to shape 
the quantity and quality of products brought 
to market. 

A freely competitive market gives cus-
tomers a broad choice of goods and services, 
and gives all producers the opportunity to 
succeed. As such, capitalism reenforces the 
individual freedoms protected in a demo-
cratic society. In democracy. government 
does not grant individual freedom. Instead, 
the political power of government emanates 
from the peop!e. Similarly, the flow of eco-
nomic resources originates with the individ-
ual customer in a capita!istic system. It is 
not centrally directed by government. 

Competition among producers is also a 
fundamentally attractive feature of the cap-
italistic system in that it tends to keep costs 
and prices as low as possible. By operating 
efficiently, firms are able to produce the 
maximum quantity and quality of goods and 
services possible, given scarce productive 
resources. Even though efficiency in re-
source allocation is an often recognized vir-
tue of capitalism, the egalitarian nature of 
capitalistic production methods is some-
times overlooked. Mass production is, by 
definition, production for the masses. By its 
nature, capitalism seeks to satisfy a broad 
rather than narrow constituency. Competi-
tion by entrant and nonleading firms typi-
cally undermines the concentration of 

economic and political power. When eco
nomic forces tend to reduce rather than in
crease the number of viable competitors. 
antitrust or regulation policy is sometimes 
used to avoid potentially harmful conse
quences. On balance, and especially when 
compared to centrally planned economies, 
competitive processes in a capitalistic sys
tem tend to further the principles of individ
ual freedom and self-determination. From 
this perspective, capitalism and democracy 
are seen to be mutually reenforcing. Strong 
market forces tend to undermine the eco
nomic favoritism that tends to occur under 
totalitarian systems of government. Simi
larly, the democratic form of government is 
inconsistent with concentrated economic 
influence and decision making. 

As we enter the 1990s, communism and 
totalitarian forms of government are in tur
moil around the globe. China has experi
enced violent upheaval as the country 
embarks on much-needed economic and po
litical reforms. In the Soviet Union, years of 
economic failure have forced the govern
ment to dismantle entrenched bureaucracy 
and install economic incentives. Economic 
and political unrest is evident because ris
ing living standards and political freedom 
has made life in the West the envy of the 
world. Given this backdrop. the future ap
pears bright for both capitalism and 
democracy. 
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Economic Optimization
 

M anagerial decision making is the process of determining the best 
possible solution to a given problem. Ifonly one solution or action 

is possible, no decision problem exists. Ifa number of alternative courses 

spimal decslan of action are available, however, the optimal decision is the alternative 

Th actlon that prwces tim that produces a result most consistent with the decision maker's goal. 
result mstCosistent with Managers use the tools of managerial economics to assist in the process 
the decision m's of finding this best action or decision. 
oblectlvs. A major challenge associated with the decision-making process is de

fining alternatives in terms of the goals or objectives of the decision 
maker. Not only must decision makers be able to recognize the available 
options in any given situation, they must also be able to specify those 
options in terms of the appropriate decision variables and relevant costs 
and benefits. This delineation of available alternatives, often the most 
difficult facet of the decision-making process. is enhanced through ap
plication of the principles of managerial economics. 

Analyzing and evaluating the alternatives available in a decision sit
uation are additional requirements for decision making. Here the con
cepts and methodologies of economic analysis are applied to the set of 
feasible alternatives to aid in selecting the optimal ,courseof action given 
the decision maker's objective. 

In this chapter we introduce a number of basic economic con
cepts and fundamental principles of economic analysis. These funda
mental relations are essential to our understanding of managerial 
economics. In addi"-n to providing an introduction to the tools and 
techniques of optimization, the material provides further insight into 
the theory of the firm and the complexities of goal-oriented managerial 
activities. 

25 
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MAXIMIZING THE VALUE OF THE FIRM 
In managerial economiqs the primary objective of management is as
sumed to be maximization of the firm's value. This objective, which was 
introduced in Chapter 1, is expressed in Equation 2.1: 

V Profit, Total Revenue, - Total Cost,Value = f; :( ) 2.1 

Maximizing Equation 2A is a complex task, involving the determinants 
of revenues, costs, and discount rates in each future year of some un

specified time horizon. Revenues, costs, and discount rates are interre
lated. complicating the problem even more. A closer inspection of the 
associations in Equation 2.1 should help clarify both the concept and 
the complexities. 

A firm's total revenues are directly determined by the quantity of 

products sold and the prices received. This is nothing more than a rec

ognition that total revenue (TR) is the product of price (P) times quantity 

(Q); that is. TA = P x Q. For managerial decision making, the important 

considerations relate to factors that affect prices and quantities and to 
the interrelations among them. These factors include the choice of prod
ucts the firm designs, manufactures, and sells; the advertising strategies 

it employs; the pricing policy it establishes: the general state of the 
economy: and the nature of the competition It faces in the marketplace. 
In short, the revenue relation encompasses both demand and supply 
considerations. 

Cost relations involved in producing a firm's products are similarly 
complex. An analysis of costs requires examination of alternative pro
duction systems, technological options, input possibilities, and so on. 

The prices of factors of production play a primary role in cost determi
nation, and thus factor supply considerations are important. 

Finally, there is the relation between the discount rate and the com

pany's product mix, physical assets. and financiai structure. These fac
tors affect the cost and availability of financial resources for the firm and 
ultimately determine the discount rate used by investors to establish a 
value for the firm. 

To evaluate the choices available to management and to determine the 

optimal course of action, marketing, production, and financial deci
sions--as well as decisions related to personnel, product distribution, 

and so on-must be combined into an integrated system. one that shows 
how any action affects all parts of the organization. The theory of the 
firm provides a basis for this integration, whereas the principles of eco

nomic analysis enable one to analyze the important interrelations. 
The complexity involved in integrated decision analysis typically 

limits its use to major planning decisions. For many day-to-day operating 
decisions, much less complicated partial optimization techniques are 

employed. Partial optimization concentrates on more limited objectives 
within the firm's various operating departments. For example, the mar
keting department is usually required to determine price and advertising 
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policies that will achieve a given sales goal, given the firm's product line 
and constraints on marketing expenditures. The production department 
is expected to minimize the cost of producing a specified quantity of 
output of a stated quality level. Here again, the fundamentals of eco
nomic analysis provide the basis for optimal managerial decisions. 

The decision process, regardless of whether it is related to fully inte
grated or to partial optimization problems, takes place in two steps. 
First, economic relations must be expressed in a form suitable for anal
ysis. Generally. this means expressing the problem in analytical terms. 
Second, various techniques are applied to evaluate alternatives and de
termine the optimal solution to the problem at hand. In the material that 
follows, we first introduce a number of concepts useful for expressing 
decision problems in an economic framework. Then, several economic 
relations frequently used to evaluate decision alternatives are examined. 

METHODS OF EXPRESSING
 
ECONOMIC RELATIONS
 

Equations, tables in which data are enumerated, and graphs in which 
data are plotted are all frequently used to express economic relations. A 
table or graph is sufficient for many decision problems. When the prob
lem is complex, however, equations are useful because the powerful 
tools of mathematical analysis and computer simulation may be used. 

Functional Relations: Equations 
Perhaps the easiest way to examine various means of expressing eco
nomic relations and, at the same time, gain insight into the economics of 
optimization is to consider several functional relations that play key 
roles in the basic valuation model. Consider first the relation between 
output, Q, and total revenue, TR. Using functional notation, we can 
express the relation in general terms with the following equation: 

TR = f(Q). 2.2 
Equation 2.2 is read. "Total revenue is a function of output." The value 

of the dependent variable-total revenue-is determined by the inde
pendent variable-output. In an equation such as this one, the variable 
to the left of the equal sign is called the dependent variable, as its value 
depends on the size of the variable or variables to the right of the equal 
sign. The variables on the right-hand side of the equal sign are called 
independent variables, because their values are assumed to be de
termined outside, or independently, of the model expressed in the 
equation. 

Equation 2.2 does not indicate the specific relation between output 
and total revenue; it merely states that some relation exists. A more 
specific expression is provided by the equation: 

TR= P x Q, 2.3 
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2.1 Managerial Application 
Entrepreneurship: Creating the Spark 

As a catalyst, the entrepreneur brings ec-Sometimes it is easy to overlook the fact that 

onomic resources together in the risky atfirms are made up of people. Indeed, firms 


often are started by a single individual with tempt to meet consumers' needs and desires.
 

no more than an idea for a better product or This process often leads to failure-in fact,
 

service-the entrepreneur. Taken from the 	 the odds against success are long. Seldom 

do more than one in ten start-up businessesOld French word entreprendre, meaning "to 
enjoy even minimal economic success. Evenundertake," the term entrepreneur refers to 


few that their product
one who organizes, operates. and assumes those select see or 

the risk of a business venture, service reach a national market find stable 

success elusive. Once estab-Until recently, there appeared to be littlo long-term 

academic or public policy interest in this lished, they in turn become targets for future 

key function or in the entrepreneur's role in entrepreneurs. 
Given the long odds against success, youthe economy's overall performance. The en-


so
trepreneur's skill was simply considered might wonder why many willingly em

part of the labor input in production. Now, bark on ventures (adventures?) that appear 

doomed to fail. One reason is that one-in-awe are beginning to better understand the 

critical role of the entrepreneur, partly be- million chance of developing "the" truly 

cause entrepreneurship has become a formal revolutionary product that will fundamen

field of study at many leading business 	 tally change how people live, work, or play. 

Chester Carlson, the founder of xerography,schools. 
continued 

See: Zachary Schiller. "Doing Well by Doing Good." Business Week. December S.1988.53-57. and Roger Ricklefs. "Schools Increase 

Courses to Help Entrepreneurs," The Wall Street /ournal, February 6. 1989. 11-92. 

is sold. Here, thewhere P represents the price at which each 	unit Q 

manner in which the value of the dependent variable is related to the 

independent variable is more precisely specified. Total revenue is equal 

to price times the quantity of output sold. If,for example. price is con

stant at $1.50 regardless of the quantity sold. then the relation between 

quantity sold and total revenue is precisely stated by the function: 

TR = $1.50 x Q. 	 2.4 
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made hundreds of millions of dollars fol-
lowing the introduction and rapid accep. 
tance of the Xerox machine. While the 
opportunity for such wealth is surely an im-
portant motivation, the impact and recogni-
tion that come with creating a truly unique 
good or service often are equally important 
to entrepreneurs. Many simply want to 
"make a difference." 

What about the entrepreneur's role from 
the standpoint of society in general? We all 
benefit from the innovative products, ser-
vices, delivery systems, and so on that result 
from entrepreneurs' efforts. Consider the 
benefits resulting from the efforts of such en-
trepreneurs as Thomas Edison, Chester Carl-
son, and Steve Jobs. Their fame and fortune 
only partly reflect the benefits we enjoy from 
phonography, electric lighting, photogra-
phy, xerography, the "graphic desktop," and 
"user-friendly" computers. Like all entre-
preneurs, they have played an important 
role in determining the types of goods that 
become available in the marketplace and 
when they become available. 

In addition, entrepreneurship plays an 
important role in what economist Joseph 
Schumpeter called the "creative destruction 
of capitalism." This is the process of replac

ing the old with the new, the inefficient with 
the efficient, and low quality with a superior 
product. An important recent role of the en
trepreneur has been what is called intrapre
neurship, in which the entrepreneur works 
within the overall framework of an existing 
organization. Many firms, such as the 3M 
Company, have come to recognize the im
portance of the intrapreneur. 3M's encour
agement of its researchers to explore new 
ideas resulted in Art Fry's brainchild, Post-
It Notes. Thus, entrepreneurship plays a key 
role in both the initial development and the 
ongoing revitalization of firms and the eco
nomic system. 

In understanding the role of profits in a 
market-based economy, it is important to 
recognize the part the entrepreneur plays. 
The opportunity to earn a normal business 
profit plus an attractive salary or wage is the 
realistic objective of every entrepreneur. 
The hope of above-normal economic profits 
is the dream that spurs this "bottom-up" 
method of economic development. 

Functional Relations: Tables and Graphs 
In addition to equations, tables and graphs are often used to express 
economic relations. The data in Table 2.1, for example, express exactly 
the same functional relation specified by Equation 2.4, and this same 
function Is graphically illustrated in Figure 2.1. All three methods of 
expressing relations play an important role in presenting and analyzing' 
data for managerial decision making. 
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3.1 Managerial Application 
Demand and Supply in the Soviet Economy 

Perhaps the most important characteristic of 
a market-based economy is the decentrali-
zation of production and operating deci-
sions. No centralized government agency or 
industry trade association makes decisions 
about what types of products should be pro-
duced or the quantity or quality of output. 
Instead, these decisions are made by indi-
vidual firms based on their perceptions of 
consumer preferences and market opportun-
ities. The price consumers are willing to pay 
for established goods and services is a signal 
to which firms respond through their pro-
duction and operating decisions. Firms that 
are able to offer goods and services in a rel-
atively attractive fashion in terms of price, 
quantity, and quality tend to grow and pros-
per. Similarly. firms that successfully antic-
ipate changes in consumer preferences reap 
substantial economic rewards. Those that 

do not tend to fall by the wayside. In other 
wordr. a market-based economy relies only 
on the profit motive as a means for assuring 
the production of the types and quantities of 
goods and services that consumers want and 
need (demand). As economist Adam Smith 
said more than 200 years ago, by acting in 
their own self-interests, individuals are 
moved as if by an "invisible hand" to pro
mote the common welfare. 

At first, a market-based economy might 
appear to be a risky and costly means for or
ganizing economic activity. When compared 
to the cost and risk of centralized economic 
planning, however, the virtues oi the market 
system become readily apparent. In recog
nition of these advantages, the Soviet Union 
has recently made substantial efforts to 
modify its form of state planning to include 
some of the features of a market s,,stem. 

coninued 

See: Peler Galuszka. "The Paradox of Pereslroika: A Raging Black Market." Business Week. June 5. 1989. 86-70. 

mental relations are essentially the same. This means that the principles 
of managerial economics, and particularly the principles of optimal re
source use, provide a basis for understanding demand by both firms and 
consumers. 

THE MARKET DEMAND FUNCTION 
demand functleu- The market demand function for a product is a statement of the relation 
The Mellon between de- between the aggregate quantity demanded and all factors that affect this
mand and all factors that quantity. Written in general functional form, the demand function may
Inkense Its level, be expressed as: 
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The Soviet economy is apparently in a prices will be allowed to rise for such scarce: 
grave state because oil revenues from the and highly valued commodities as meat and 
1970s and early 1980s were used primarily dairy products. The intent is to establish for 
to fund purchases of grain and other con- Soviet consumers the links between greater 
sumer products rather than to finance fac- demand, higher prices, and more plentiful 
tories, plant and equipment, and other supply. On the supply side, the economic 
productive investments. As a result, the returns to Soviet enterprises and their em
country appears to have few economic re- ployees are to be more closely linked to per
sources to fund the re, owling of its factories formance measured in terms of satisfying 
that is necessary before high-quality con- customer demand for quality products and 
sumer products can be made widely cost efficiency. In fact, Abalkin has even ar
available. gued that Soviet enterprises must face the 

According to Leonid Abalkin, principal very real threat of bankruptcy as an incen

economic advisor to Soviet prime minister tive to operate more efficiently 
Mikhail Gorbachev, high rates of economic Of course, the human disruption caused 
growth have often been achieved in the by bankruptcy, along with other economic 
Soviet Union by making larger volumes of costs, is often substantial. Economic losses 
Fproducts that no one wanted to purchase. He associated with lost production because of 
called this "working for the storehouse." Of work stoppages, retraining and relocation 
course, the value of such ecoaomic growth costs for managers and other workers, and 
is questionable. A significant challenge for expenses associated with factory retooling 
Soviet leaders is to create means by which are obvious social costs incurred when 
the preferences of Soviet consumers for bankruptcy takes place. What the Soviets 
high-quality products more readily influ- have come to realize, however, is that 
ence production and operating decisions. the economic costs of bankruptcy are less 

As a first step in building their economic than the costs of production errors made 

capabilities, the Soviets plan on a more ex- when the forces of demand and supply are 
tensive use of the pricing system. In an effort ignored. 
to limit demand and expand supplies, 

f(Price of X, Prices of Related 
Quantity of Goods, Expectations of Price 
Product X = Qx = Changes, Consumer Incomes, Tastes 
Demanded and Preferences, Advertising 

Expenditures, and So On). 

The generalized demand function expressed in Equation 3.1 lists varia
bles that influence demand. For use in managerial decision making, the 
demand function must be made explicit. That is, the relation between 

quantity and each of the demand-determining variables must be clearly 
and explicitly specified. To illustrate what is involved, assume that we 

3.1 



LECTURE #1: OVERVIEW & FUNDAMENTALS
 

A unifying problem in micro-economics: How to allocate scarce resources among 
competing uses so as to maximize "value." 

Mathematical statement: 

maximize f(xl x2) - z 
Xl X2 

s.t. P1X1 + P2x2 = b 

where 	 x1 x2 = the choice variables 

f(.) = the value function 

=the- amount of the scarce resource available 

P1 , P2 = units of the scarce resource required per unit of xl and x2 



Geometric Solution 

X2 

SZl 

P2 

Constraint 

PX + P2X2 b 
X 2 

Contours of the Value Function 

X2 

<Zz 2 <z 3 

-

xi ~zi 

Z2 

•U-P, 

x 
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The Maximizing Solution: Move to the point on the constraint which lies on the 

highest contour of the value function: 

X2 	 N.B.: Constraint tangent to the
 
highest contour.
 

X2
 

x1I 
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Mathematical aside for those with calculus background: 

Solutions for 
A
X, and 

A 
X2 for:
 

max L(xX 2 )=f(xlx 2 )+X[[IVx +F 2x 2 -b]

XlX2 

are identical to constrained maximum problem. Thus, (XI X2 ) which satisfy: 

a)L OfW 0( ) L af 0 3 L 
(1) 	 ax )- (2) ax-+ 2 = (3) -- =PlxI+ 2x 2 -5=0 

also satisfy max f(xl x2) s.t. PlX1 + P2x2 = b (due to LaGrange) 

Note: (1) f =1_--- tangency of constraint and contour of value function! 
(2) 	f2 P2
 



Two Fundamental Applications
 

A) 	 Production: What mix of inputs maximizes output, subject to a constraint on the 
amount of money to be spent producing the output? 

Here, xl and x2 are amounts of resources 1 and 2 to utilize in the production 
of the output; for example, 

Q(xl 	x2) = output = Q(Labor, Kapital) 

0 
0L 

.K
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Production with Two Variable Inputs
 

Production isoquants show the various combination of inputs necessary for the firm 
to produce a given output. A set of isoquants, or isoquant map, describes the firm's
production function. Output increases as one moves from isoquant Q1 (55 units) to 
isoquan Q2 (75 units) and to isoquant Q3 (90 units). 

Capital 
per Tlime 

Period 

5----------- ------ E 

4 

3---------- -------- --------

A B 

1 2 3 4 

Labor per Time Period 
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Solution as on page 3: tangency of constraint and a contour. 

Important Question: Why contours (called "isoquants") shaped the way they are? 

Answer: Principle of Diminishing Marginal Productivity. 

Output 
Per Time 

Period D 
112----------------------
100 -


I: Increasing marginal productivity 

'C Total Product 
II: Constant marginal productivity

B
 
60 

5o - III: Diminishing marginal productivity 

f IV: Falling total productivity 
f/ I I IV , 


0 1 2 3 4 5 6 7 8 9 10
L.bor per Time Period 



8 

Then it follows that the shape is as drawn: 

2 
A 

Ax2 Point A: A little increase in x, will offset 
a large decrease in x2Ax I QI 

Point B: Vice versa 
AX2 B

A AxI
 
1
 

Other Shapes.? 
One productive input, one One productive input, oneFixed proportions: contraproductive input: non-productive input: 

QlxlQ Q3x2 x2 x2 

-Q3 
a2 - - - - - . _Q Q2 

Q1
 
alx 
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L 

Question: Do contours shift over time? If so, in what direction? 

Suppose Q(K,L): 
Labor Saving Capital Saving 

Neutral Technical Change Technical Change Technical Change 

L L 

Q~in 1197970  LLIli 1970 1970 
Q1in1990 1990 ' 1990-

K .K K2 K1 K 
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B) 	 Consumer Choice: What mix of purchases by a consumer maximizes satisfaction, 
subject to a constraint on the amount to be spent? 

A 'hr-Dimnhlona Utility Surface 	 How construct contours, called 
U indifference curves? 

Preference tests between mixes: 
J {Q1,R1 } P{Q2,R2} or 

JU0 X {Q 1,R I{I Q2,R2} 

Do for all mixes, plot I pairs on same 
0 indifference curves. 

Budget constraint PIQ + P2R = b, with {P1 P2 } prices, b = amount to be spent. 



An Indifference Map
 

An indifference map is a set of indifference curves that describes a person's
preferences. Market basket A on the highest of the three indifference curves is 
preferred to market basket B, which in turn is preferred to market basket C on the 
lowest indifference curve. 

Clothing
 
(units)
 

B
 

U3 

U 2 

U,
 

Food 
(units) 
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Solution as before: tangency of budget constraint and indifference curve.
 

Important Question: Why contours (called indifference curves) shaped the way they 
aqe? 

Answer: Principle of Diminishing Marginal Utility. 

Totd 1. 

Utility
 
D 

112-----------------------100 -I ", 
I: Increasing marginal utility 

C -- Total Utility
 

II: Constant marginal utility 
B 

so - III: Diminishing marginal utility 

/F IV 
IV: Absolutely decreasing utility 

jI Quantity 

0 1 2 3 4 5 6 7 8 9 10 Purchased 
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Scale Problems: Both the above problems involve what mix of inputs or products
maximizes output or satisfaction, subject to a side constraint on scarce resource use. 
But what determines the side constraint? 

Production Problem: 

Given: (1) A least cost function C(Q) 

(2) A revenue function R(Q)
 

To Find: The optimal level of production.
 

1. What does C(Q) look like? 

2. What does R(Q) look like? 

3. What is the meaniing of the word "optimal." 
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0 

(1) The Cost Function (2) A Revenue Function 
Total 
Cost R(Q) 

Long-Run 
Total Cost 

___..__ _ _ _Q_ _ _ 

Quantity of 
Output 

SR,(Q) C(Q)
 

(3) 	 "Optimal" means the Q which ss 
maximizes profitP 
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1 

Applications
 

"Cobb-Douglas" Production Functions 

x2 Q=(xx2)= axxB 

I a B = a = parameter
Ix-x iQ . ,B = productivity coefficients (a,B 

2 
0) 

xI
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Problem: How design a pipeline system to minimize the cost of transporting a fixed 

amount of product "Q" between A and B? 

Option 1: Big Pipe, Little Pump Option 2: Small pipe, big pump 

P2 P1 P2 

-4 :~D=diameter-* i- P -
M 

M 

Large diameter pipe "" Small diameter pipe "D" 

Low compression ratio P - RP2 High compression ratio F = R 
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The relationship between Q, D and R can be written 

(1) 	 Q = K1, D1.6 6 (1 - 1/R2)-5 , a "Cobb-Douglas" form. 

(2) 	 Diameter "D" is related to pipeline cost by the function CI(DR). 

(3) 	 The compression ratio "R" is related to motor and pump cost by the function 
C2(R). 

Then 	the problem is: 

K1, D 1 66 (1min 	CI(D,R) + C2(R) = C, s.t. Q = - 1/R2). 5 

D,R 
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A slightly different problem: 

D 

The Output Constraint 

Output Constraint 

Q= K11D 2 
f~'-'2 

RC 

D 

The Cost Surface 

3 

C2 

1 R 

The characteristics of the solution are the same as before: 

{D, R } at point of tangency 



19 

An Agricultural Application 

What mix of pounds of phosphate "P" and Nitrogen "N" fertilizer maximizes the 
corn yield "y" per acre, given will spend no more than $30/acre? 

Y = Ci = .3N-.4P + 6.4N+ 8.5--P 

Phosphate costs 12¢/pound, nitrogen costs 18C/pound 

max Y, s.t. .12 P + .18 N = $30 



20 

Optimal Combination of Nitrogen and Phosphate Fertilizers
 

Based on these actual isoquants for Iowa corn, the optimal point is G, where about 
91 pounds of nitrogen and about 113 pounds of phosphate are used per acre. 

Phosphate
 
(pounds)0_
 

250 
Isocost curve 

200 

150- 120 

113 -------------

104 

so -Isoquants 

%250 

0 50 91 150 200 250 
Nitrogen (pounds) 
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Applications of Fixed Proportions Production Functions
 

Two Technologies for Making a Product 

X Y Raw Material Available 

Units of Raw Material 1 0 400
#1/unit II 

Units of Raw Material 0 1 300 
#2/unit 

Units of Raw Material 1 1 600 
#3/unit 

Profit/Unit 2 5 

Question: What mix of technologies maximizes profit, subject to materials availability?
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max 

s.t. (1) 

(2) 

(3) 

2x+5y =z 

x < 400 

y 300 

x + y_5600 

x,y 0 

6 y (3) (1) 

5 

4 

3 (2) 

2 

1 

0 

Feasible 
Solution 

Set 
-'X 

1 2 3 4 5 6 
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Contours of the Profit Function 

Y 
6 

5 

4
 

3
 

2 2--1000 =2000- Z 


6x
0 1 2 3 4 5 7 8 9 10
 

Problem is to find the point in the feasible solution set which lies on the highest 
contour. 

Solution must lie at one of the comers; L.P. finds the comer quickly by search. 
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6 Y 

5 

4( 

3 

2 

(1) 

T; 

Optimal Solution (300, 300} 

2 

0 1 2 3 4 5 6 x 7 8 9 10 

The optimal solution lies at the "corner" 

x = y = 300, optimal profit = $2,100 
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MARKETING MODULE
 
March 19-21, 1992
 

Prague, Czechoslovakia
 

isesion j Day 1- Match1 9 Day 2- March 20 Day3-Mach2l 

8:30-10:00 	 Marketing Orientations: Understanding Buyers Developing Marketing 
The Roles of Customers Decision Processes Organizations & 
& Competitors Strategies 

Break 

10:15-11:45 	 Understanding the Marketing Planning Components of the
 
Customer Through Tools Marketing Plan
 
Market Segmentation &
 
Positioning
 

Lunch 

1:30-3:00 Market Data Availability 	 Marketing Mix
 
Decisions: Product
 
Development
 

Break 

3:15-4:45 	 Market Research & Marketing Mix 
Marketing Information Decisions: Pricing 



MARKETING MODULE 
PRAGUE, CZECHOSLO VAKIA 

Marketing orientations: the roles of customers and competitors
 
- marketing myopia and the mission of the firm
 
- developing a customer centered philosophy
 
- defining strategic marketing
 

Understanding the customer through market segmentation and positioning 
- marketing opportunity assessment 
- identifying market segments 
- approaches to segmenting industrial and consumer markets 
- positioning approaches 

Market data availability
 
- module developed in local country
 

Marketing research and marketing information 
- formulating marketing research to help make marketing decisions 
- exploratory research decisions - focused group interviews 
- survey techniques and measuring satisfaction 

Understanding buyers decision processes
 
- customer expectations and satisfaction
 
- opinion formation and change
 
- relating buyer behavior to company sales strategies
 

Marketing planning tools 
- portfolio techniques 
- product life cycles 
- marketing approaches at different stages in the life cycle 

Marketing mix decisions: product development 
- existing v. new products/existing v. new market segments 

- penetration approaches 
- market development 
- product development
 
.. diversification
 

- product d-tvelopment system
 

Marketing mix decisions: pricing 
- pricing objectives
 

- profit oriented
 
- growth and share oriented
 

- pricing approaches
 
- cost plus pricing
 
- return on investment pricing 
- competitor pricing 
- customer pricing 

- pacing and value added elements of the marketing mix 
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[MarketingManagement Overview 	 Discussion Notes 

MARKETING MODULE OVERVIEW 

PROVIDE FUNDAMENTALS OF MARKETING MANAGEMET 
FOR PRACTICAL APPLICATIONS TO BUSINESS PROBLEMS I 

REQUIRES 

* 	 UNDERSTANDING OF CUSTOMER 
ORIENTED BUSINESS PHILOSOPHY 

* 	 ABILITY TO USE MARKETING TOOLS 

SWAYSToDEVER VALUE TO THE CUSTOMER IN 

COMPETITIVE MARKETSf 

:MARKETING MODULE~i" '•!"':
 

(1) 	 IDENTIFY THE CRITICAL MARKETING FUNCTIONS NECESSARY 
FOR ORGANIZATIONS IN TRANSITION TO A FREE ENTERPRISE 
ECONOMY
 

(2) 	 COMMUNICATE MARKETING PHILOSOPHIES, TOOLS AND 
TECHNIOUES TO OPERATE COMPETITIVEL7 

(3) 	 PROVIDE THE SKILLS REQUIRED TO CREATE A STRATEGIC 

MARKETI1G PLAN FOR THE BUSINESS 

0 199? Gilben D.Haire Asodates, Inc. 
Okemos,Michigan U.l 
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IMarketing Management Overview : Discussion Notes, 

GOALS cPARTICIPANTCONTENT AREAS 

TO BE ABLE TO: 

F CONSUMER BEHAVIOR 

UNDERSTAND THE • INDUSTRIAL BUYING BEHAVIOR 

MARKET ENVIRONMENT • COMPETITIVE ANALYSIS 

L MARKET RESEARCH 

* PRODUCT PLANNING 
X DSRBTO / FUNDAMENTALS 

DEVELOP ThE> - PRICING FNAETL 
MARKETING MIX *DISTRIBUTION 

*COMMUNICATIONS 

• MARKET SEGMENTATION 

* COMPETITIVE POSITIONING 

BUID THE • MEETING / EXCEEDING CUSTOMER 
MARKETING FLA>N EXPECTATIONS 

* INTEGRATED MARKETING 
STRATEGY 

0 1992 Gilbert D.Harell &Assodates, Inc. 

Okemw, Michigan U.S.A. -1,7
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JProgam Contents Discussion Notes 

SECTION 1: UNDERSTANDING THE MARKETING ENVIRONMENT 

MARKETING ORIENTATIONS: THE ROLES OF CUSTOMERS 
COMPETITORS 

- Marketing Myopia & the Mission of te Firm 
- Developing a Customer Centered Philosophy 
- Defining Strategic Marketing 

UNDERSTANDING THE CUSTOMER THROUGH MARKET 
SEGMENTATION TARGETING 

- Marketi;tg Opportunity Assessment 
- Identifying Market Segments 
- Approaches to Segmenting Industrial and Consumer Markets 
- Targeting Approaches 

MARKETING RESEARCH &MARKETING INFORMATION 

- Formulating Marketing Fesearch to Help Make Marketing Decisions 
- Exploratory Research Deeiions - Focused Group Interviews 
- Survey Techniques &Measuring Satisfaction 

MARKET DATA AVAILABILITY 

- Module Developed in Local Country 
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Srogram Contents 	 DiscussionNotes 

SECTION 2: DEVELOP THE MARKETING MIX 

UNDERSTANDING BUYER DECISION PROCESSES 

- Customer Expectations & Satisfaction
 
- Opinion Formation &Change
 
-
 Relating Buyer Behavior to Company Sales Strategies 

PORTFOLIO ANALYSIS & STRATEGIC MARKETING 

- Portfolio Techniques 
- Product Life Cycles 
- Marketing Approaches at Different Stages in the Life Cycle 

MARKETING MIX DECISIONS: PRODUCTS & SERVICES 

Existing Vs. New Products / Existing Vs. New Market Segments 

* 	 Penetration Approaches 
* 	 Market Development 
* 	 Product Development 
• 	 Diversification 

MARKETING MIX DECISIONS: PRICING
 

- Pricing Objectives
 

* Profit Oriented
 
" Growth & Share Oriented
 

-	 P-icing Approaches
 

" Cost Plus Pricing
 
• Return on Investment Pricing
 
" Competitor Pricing
 
* 	 Customer Pricing 
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Pro am Contents Discussion Notes 

SECTION 3: BUILD THE MARKETING ORGANIZATION & FLAN 

DEVELOPING MARKETING ORGANIZATIONS & STRATEGIES 

- The Marketing Organization - Roles & Responsibilities 

* Marketing Managers 
* Sales Organizations 
* Marketing Support People 

COMPONENTS OF THE MARKETING PLAN 

- Mission / Vision & Strategic Intent 
- Situation Analysis 
- Objectives 
- Strategies 
- Program Development 
- Forecast & Milestones 
- Plan Reviews 

©J92 GiblrtD. Hanmel &kwtes,Inc 
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[[Marketing Orientations: The Roles of Customers &Competitors Discussion Notes 	 I 

I. 	 TWO MAJOR ROLES OF A BUSINESS 

A. 	 INNOVATION 

B. 	 MARKETING 

II. 	 MISSION OF THE FIRM AND
 

MARKETING MYOPIA
 

A. 	 MYOPIA-THE RAILROAD EXAMPLE
 

Drill Business Example
 

B. 	 MISSIONS ARE BROAD, BASIC,
 
INNOVATIVE AND FUTURISTIC
 

C. 	 EXAMPLES OF MISSIONS 

1. 	 IBM 

2. 	 ABB -'"Tink Global &Act Local" 

III. 	 DEVELOPING A CUSTOMER CENTERED PHILOSOPHY 

A. CUSTOMER BENEFITS VS. PRODUCT CHARACTERISTICS 

O 1992 Gilbert D.Harrell &Associates, Inc.
 
Okemos, Michian U.S.A.
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Marketing Orientations: The Roles of Customers &Competitors Discussion Notes
 

B. VALUE AND PRICE
 

C. 	 UNDERSTAND VS. PERSUASION 

IV. 	 DEFINITION OF STRATEGIC MARKETING 

A. 	 UNDERSTANDINC NEEDS, WANTS
 
AND VALUES OF TARGET MARKETS
 

B. 	 DEVELOPING THE ORGANIZATION
 
TO PROVIDE SATISFACTION
 

C. 	 MORE EFFECTIVELY, EFFICIENTLY AND
 
PROFITABLY THAN COMPETITORS
 

D. 	 MARKETING DRIVEN = FOCUS ON THE CUSTOMER 
ALL FUNCTIONS CONTRIBUTE TO MARKETING 

MARKET-.DRVEN . 

FOCJS.ON THE CUSTOMER 

-TECHNOLOGY 	 :
 
"MARKETING 

"ENGINEERING 
MANUFACTURING 	 TEAM 

*IALES
 

"FINANCE 

"HUMAN RESOURCES 

0 1992 Gilbet D.Harrell Aodates,,Inc. 
Okemo, Michigan USA 
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Understanding the Customer
Through Mai;.i Segmentation &Targeting 	 Discussion Notes 

I. 	 SEGMENTATION HELPS FOCUS YOUR
 
ORGANIZATION ON THE CUSTOMER
 

A. 	 THE FALLACY CF THE "MASS"
 

MARKET CONCEPT
 

B. 	 MARKET SEGMENTATION DEFINED 

C. 	 SEGMENTATION PROJECT 

1. 	 Consumer Project 

2. 	 Industrial Project 

II. 	 QUANTITATIVE INFORMATION ABOUT EACH SEGMENT 

A. 	 CUSTOMERS 

B. 	 VOLUME 

C. 	 CURRENCY 

D. 	 MARKET SHARE 

1. 	 Ours 

2. 	 Theirs 

3. 	 Ability and Need 

4. 	 Ability and No Need 
4 1992 Gflbert D.Harrel &Assodates, Inc. 

Okems, Michigan US.A. 
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[Throuh Market Segmentation &Targeting Discussion Notes
 

III. TARGET MARKETS &THREE BASIC STRATEGIES 

A. UNDIFFERENTIATED 

B. DIFFERENTIATED 

C. CONCENTRATED 

IV. WHY SEGMENT? 

A. UNDERSTAND CUSTOMER NEEDS 

B. UNDERSTAND COMPETITORS STRENGTHS 

C. BUILD THE MARKETING APPROACH 

V. REQUIREMENTS FOR GOOD SEGMENTS 

A. MEASURABLE 

B. ACCESSIBLE 

C. SUBSTANTIAL 

@1992 Glbeft D.Ha ell &A.s:iates, Inc. 
Okemos, Mkihtan U.S.A. 
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Marketing Research &Information 	 Discussion Notes 31 
1. 	 THE ROLES OF INFORMATION 

A. 	 TO AID IN DECISION MAKING 

B. 	 REDUCE UNCERTAINTY IN ORDER TO
 
HANDLE MORE RISK
 

C. 	 PROVIDE COMPETITIVE STRENGTH 

D. 	 OPERATE QUICKER AND MORE
 
DEFINITIVELY
 

II. 	 MARKETING RESEARCH AND
 
INFORMATION SYSTEMS
 

A. 	 INFORMATION SYSTEMS 

1. 	 On-going 

2. 	 Monitor and Keep on Track
 
(ie., Customer Satisfaction)
 

3. 	 Components 

* Data 
" Models and Statistics
 
" Input / Output
 

B. 	 MARKETING.RESEARCH (MARKET
 
RESEARCH VS. MARKETING RESEARCH)
 

1. 	 Situation Specific 
1 1992 Gilbert D.Hafrel Associates, Inc. 

0kemos, Micigan US.A 
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F[arkeong Research &Information 	 Discussion Notes 

2. Types of Decisions 

* Product Development 
* Personal Selling 
* Pricing 
* Promotion 
* Competition 

3. Audiences 

* Consumers 
* Dealers &Other Channel Members 

C. TYPES OF INFORMATION 

1. AriMary 

2. Secondary 

* Census 
* Existing Reports 

III. TYPES OF RESEARCH 

A. EXPLORATORY 

1. Purpose 

a. Tries to Determine What is the Opportunity / Problem 
b. Search for Possible Explanations and Solutions 
c. Hypothesis Formulation 

2. Methods 

a. Focused Groups 
b. Depth Interviews 
c. 	 Observation 0 1992 Gilbert D.HareU& Assodates, Inc. 

Okemou, Mican USA. 
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Marketing Researc &Information 	 '..DiscussionNotes .....[ 

B. 	 CONCLUSIVE 

1. 	 Purpose 

a. 	 Choice of Best Option 
b. 	 Hypothesis Testing 

2. Methods 

a. 	 Surveys 
b. 	 Experiments (Test Markets) 

C. 	TWO WIDELY USED TECHNIQUES 

1. 	 Focused Groups 

a. 	 Structure and Gen"'ral Approach
 

0 6-10 People
 
* 	 # of Groups 
* 	 Sampling Unit 
* Homogeneous Vs. Heterogeneous 

b. 	Types of Questions
 

" Open Ended
 
* 	 Problem Solving 
* 	 Snow Balling 

2. Surveys 

a. 	 Sampling 

* 	 Probability 
* 	 Non-Probability 

0 1992 Gilbert D.Harrell &Assodates, Inc. 
Okemos, Mklhgan USA. 
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[Marketing Research &Information 	 Discussion Notes 

b. 	 Data Collection 

* Mail 
" Telephone 
" Personal 

D. RESEARCH PROCESS EXAMPLE 

1. Form the Research Problem 

a. 	 What Decisions 

Kec- Never Start a Project with the
 
Request for Information
 

b. 	What Information 
c. 	 What Sources - People, Etc. 
d. 	What Data Collection 
e. 	 How Analyzed 
f. 	 Recommendations 

2. Typical Process 

Exploratory 

" 	 Focused Groups (2 Per Segment) 
* 	 Individual Depth Interviews 

(20 Personnel) 

Conclusive 

* 	 Survey (400 Telephone) 

3. Approximate Costs 

@1992GilbertD.Harrll &AssociatInc. 
Okemnos, Michigan U.S.A. , 
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[[Uiderstanding Buyer Decision Processes 	 Discusion Notes 

I. 	 CUSTOMER PERCEPTIONS AND
 
ATTITUDES SHAPE EXPECTATIONS
 

A. 	 PERCEPTIONS 

1. 	 Selective Attention 

2. 	 Selective Comprehension 

3. 	 Selective Retention 

B. 	 ATTITUDES 

1. 	 Choice Criteria - Needs & Wans 

2. 	 Desirability or Satisfaction 

3. 	 Product Evaluations 

4. 	 Behaviors 

C. 	 SATISFACTION THROUGH MEETING OR
 
EXCEEDING CUSTOMER EXPECTATIONS
 

II. 	 CHANGING CUSTOMER OPINIONS & ATTITUDES 

A. 	 CENTRAL APPROACHES (HIGH INVOLVEMENT) 

1. 	 Understanding & Altering Criteria 

2. Focusing on Attributes That Create Satisfaction 

0 1992 Gilbert D.Harrel &Associates, Inc. 
Okemos, Michigan U.S.A. 
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IiUnderstanding Buyer Decision Processes Discussion Notes .J 

3. 	 Providing Information About Products 

4. 	 Gaining Trial 

B. 	 PERIPHERAL APPROACHES
 

(LOW INVOLVEMENT)
 

1. 	 Source Credibility 

a. Expertise 
b. Trust 
c. Dynamism 

2. 	 Order -First & Last 

3. 	 Humor 

4. 	 Salesperson Characteristics 

@1992 Gilbert D.Harei Assodates, Inc. 
Okemo, Michigan US.A. 
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fi:ositdoning ... Discussion Notes. : J'....' " :: 


I. POSITIONING DEFINED 

A PERCEPTION OF BUYERS
 
POSITIONING & IMAGE
 

II. DIMENSIONS OF POSITIONING 

A. OBJECT TO ATTRIBUTE 

B. OBJECT TO OBJECT 

C. OBJECT TO CONSUMER 

III. EXAMPLES OF POSITIONING 

A. PRICE & VALUE ADDED 

B. QUALITY & PRICE 

C. POSITIONING EXERCISE 

IV. BASIC POSITIONING STRATEGIES 

A. COMMODITY OR CONVENIENCE 

0 1992 Gilbert D.HafeU & sodates, Inc. 
Okemo, Michigan US.A. 



Marketing Management &Strate 17 

Positioning Discussion Notes . 

B. COMPARISON OR SHOPPING 

C. SPECIALTY OR UNIQUE 

V. LIVING CASE 

EACH PARTICIPANT POSITIONS
 
THEIR COMPANIES MAJOR PRODUCT
 

O 1992 Gilbert D.Harrell &As odates, Inc. 
Okemo, Michigan U.S.A. 1 



18 Marketing Management &Strategy 

IPorffolio Analysis &Strate 'c Markethig 	 Discussion Notes 

I. 	 PORTFOLIO PURPOSES 

A. 	 MATCHING RESOURCES WITH OPPORTUNITY 

B. 	 VISUALIZING 

Where We Are -

Where We Want to Go -

How We Get There
 

C. 	 BEGINNING STRATEGY FORMULATION 

II. 	 STRATEGIC BUSINESS UNITS 

A. 	 TYPES OF INDUSTRY SEGMENTS 

B. 	 PRODUCTS / SERVICES OFFERED 

C. 	 TECHNICAL CAPABILITIES 

III. 	 BUSINESS PORTFOLIO PROGRAMS 

A. 	 TOO MANY PRODUCTS -


TOO MANY MARKETS -

TOO MANY CUSTOMERS
 

© 1992 Gilbert D.Harrell &Assoiates, Inc. 
Okem, Michigan USA. 
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=ltfoho Analys &Strateic Marketiag 	 Discussion Notes 
MDJ,,RKET SHARfE 

B. THE BASIC GRID 	 HI LO 

STARS . WI.DCAT 

1. 	 The Experience Curve "WMAK 
"'WEI1ONMAtRK
 

PROBLEM CHLD 
7. 	 Market Share 


and Market Growth
 

MARKEB 	 B A 

GOrC. 	 CATEGORIES OF BUSINESS O 

1. 	 Sweepstakes, ?, Problem Child, Lo 

C 

2. 	 Stars 

3. 	 Cash Cows 

4. 	 Dogs 

D. 	 MANAGEMENT IMPLICATIONS 

BUSINESS AND PRODUCT PORTFOLIOS 

BUSINE STINGTHS 

HI LO 

GIROWl INTIODUM~rON 

MARM~ 
ArrRACT[VENESS 	 ____

III II I II I II I I 

DECLINE 

0 1992 Gilbert D.Harrell &UAssoiates, Inc. 
Okemos, Michigan US.A. 
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ll_ Porfolio Analysis &Strategic Marketing Discussio Notes ] 

IV. MORE ELABORATE DIMENSIONS 

A. MARKET ATITRACTIVENESS PROJECT 

B. BUSINESS STRENGTHS PROJECT 

§ 1992 Gilbert D.H1am'll &Assodates, Inc. 
0kemos, ',Michian U.S.A. 
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PROJECt" 

SITUATION: 	 Look at this situation from the viewpoint of a planner in Scorpio 
Corporation. Scorpio Electric Corporation has two major busi
nesses - an industrial division and a consumer division. Their 
product lines are as follows: 

INDUSTRY PRODUCTS DIVISION (LOB)
 
TOMa
 

8Volumo 	 425 

Irwi Pk 

Beeoo 	 5a! " ,,, 'I II 
Pmoduet Unee 

Numerus pmauct ol low Fw radcucS lt MOIW new pmduc. New VIe muuo b. Ne 
axne. Ne trnsai uzn . Gad ak~wve teCfta. Few ouo arid € teCQ anw

C ~n CadS. Old padnlan. Ne cd aid gOwlng nuIaw a *. clmes-Mect S oai oeMala SmIi a 

Consumer Products Dlvision (1.0)r 

Total 	 8250 

Volume oMMO 	 hW 

_ 	 IG 

0410t 

Conumie (LOa)	 Ius ig 

Am 	 Iulb (Refgsmtots. etcJ) 

Much d'eg comonf~~llon. Ne uique r~c line . MIr IDro€ucts. Str'ongI MOsIty releieI ntI loIeI.
LI:npncI. Old Ston Scrl ScorolaDI reor'egnt~lso, Ufli4 alfte1rences awtl~.en
technolog reprmlohon. New andl New ana atI technoogy. bronas. 

© 1992 Gilbert i. HarreUl &Assodate !r. 
0kemnm, Mhicbr;, U.S.A. 
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DO THE FOLLOWING FOR EACH DIVISION: 

A. Evaluate each Scorpio product line according to market attractiveness. 

B. Evaluate Scorpio's business strength regarding each product line. 

C. For each division, put the product lines on the matrix based onyo evaluationis. 

Business Strength 

HI LO 

HI 

Market B A
 
Attractiveness
 

LO 

CI D 

0 1992 Glbert D.Harreil Assodate, Inc. 

Okemos, Michigan US.A 
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Markefing Mix Decisions Products &Services 	 Discussion Notes 

1. 	 PRODUCTS AND SERVICES DEFINED 

A. 	 OBJECTS OR EVENTS CUSTOMERS
 
EXCHANGE FOR MONEY (OR OTHER
 
VALUABLES) 

" Attributes
 
" Quality
 
• 	 Brand Name 
* Repairs
 
" Reputation of Seller
 

B. 	 DIFFERENCES IN GOODS AND SERVICES 

1. 	 Tangibility 

2. 	 Where Produced 

3. 	 Contact with Customer 

4. 	 Produced at Time of Consumption 

5. 	 Inventory Situation 

C. 	 MOST COMPANIES PACKAGE GOODS
 
AND SERVICES
 

D. 	 MORE SIMILARITIES THAN DIFFERENCES 

0 1992GflbertD.HaireU&AssodateAinc. 
Okems, Michigan USA 
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Maketing Mix Dedsions: Products &Services 	 Discusion Notes 

E. 	 IBM INSTALLED BASE - CONSUMABLES -
SOFTWARE DEVELOPMENT 

II. 	 BRANDING 

A. 	 HISTORICAL REASON 

B. 	 MOST POWERFUL BRAND NAMES 

* 	 U.S. 
* 	 World 

C. 	 BRANDING REQUIREMENTS 

" 	 Distinctive 
* 	 Adaptable to New Products 
• 	 Can be Registered 
* 	 Easy to Remember 
* 	 Benefits, Uses and Actions 

III. 	 PRODUCT LINE BREADTH AND DEPTH 

A. 	 BROAD / NARROW LINE 

@1992 Gibeft D.Ha &Assodates, Inc. 
Okemos, Mkhgan US.A., 
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{Marketig Mix Derisions: Products &Services " Discussion Notes .... 

B. DEEP /SHALLOW LINE 

Examples: 

BROAD WARROW
 

DEPARTMENT SPECIALTYDEEP 

STORE STORE
 

DISCOUNT CONVENIENCE 
SHALLOW
 

STORE STORE
 

IV. PRO)UCT LIFE CYCLE 

A. STAGES 

" Development
 
" Introduction
 
* Growth 
• Maturity 
* Decline 

B. ALL PRODUCTS AND SINGLE BRAN4D 

C. PROFITS AND THE LIFE CYCLE 

0 1992GilbertD.HareU&Asodates,Inc. 
Okeinos, Michian U.S.A. 
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F ueiVMix Decisions: Products &Services Discussion Notes -

D. 	 PRODUCT POSITIONS OVER THE LIFE CYCLE 

" Specialty
 
" Comparison
 
* 	 Commodity 

E. 	 OBJECTIVES OVER THE LIFE CYCLE 

* 	 Market Share 
* 	 Customer 

F. 	 PRODUCT EXTENSION
 

0 New Segments
 
* New Uses
 
0 Replacement Parts
 

V. 	 ADOPTION CURVE 

A. 	 INNOVATORS 

B. 	 EARLY ADOPTERS 

C. 	 EARLY MAJORITY 

D. 	 LATE MAJORITY 

E. 	 LAGGARDS 

Strategy Implications 

0 1992 Gbert D.Hare &Auoates, Inc. 
Okemo, Mkihaii U.S.A. 



Marketing Management &Strate 27 

Marketing Mix Dedsions: Products &Services Discussion Noies 

VI. PRODUCT DEVELOPMENT 

EXISTING NEW
 
SEGMENTS SEGMENTS
 

EXISTING 
PRODUCTS 

NEW 
PRODUCTS 

B. MARKETING ACTIONS 

1. Penetration 

2. Market Development 

3. Product Development 

4. Diversification 

0 1992 Gilbeft D.Hud &osodat4 Inc 
Okemos, MkhIgan U.S.A. 
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[Marketig Mix Decisions: Pricing :.Discusgion Notes ".i [ 

I. PRICING 

A. PRICING EFFECTS ALL PARTS OF THE 
COMPANY
 

B. NO GOOD PRINCIPLES 

II. PRICING OBJECTIVES ALTER THE APPROACH 

A. PROFIT OBJECTIVES 

B. VOLUME OBJECTIVES 

C. MAINTAINING STATUS QUO 

PMINO OEJECTWE 

TA ~ go II
 

LMq|NltO I ollWmIm ~re 

STATUS Wo F 

0 1992 Gilbert D.Hanel &A iates, Inc. 
Okems, Mkchian US.k. 
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SMarketing Mix Decisions: Pricing 	 Discussion Notes 

III. ADMINISTRATION OF PRICES 

A. COST-ORIENTED PRICING 

1. Cost-Plus Pricing Limitation 

2. 	 Rate of Return Pricing 

B. CUSTOMER-ORIENTED PRICING 

1. Customary Pricing 

2. 	 Psychological Pricing 

3. Promotional Pricing 

C. 	 COMPETITION ORIENTED PRICING 

1. 	 Going Rate 

2. 	 Discount or Premium 

3. 	 Leader-Follower, Price Leaders 

4. 	 Competitive Bidding 

IV. STRATEGIC ISSUES IN PRICING 

A. PRODUCT-LINE PRICING 

1. 	 Products Different 

B. PRICING AND THE PRODUCT LIFE CYCLE 
0 	 1992 Gilbert D.Harrel &Assodates Inc. 

Okemp, Michigan U.SA 
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IMarketing Mix Decisions: Pricing Discussion Notes - 1 

C. NEW PRODUCT STRATEGY 

1. Market Skimming Characteristics 

2. Penetration Pricing 

NEW PRODUCT PRICING STRATEGY 

DWOOUtAAOTWal TO A.X W SEERALUMO9 LA OCOWAALK Pi OOUCTI
THEPOOUM TOSTi.LATE PROMPY LI, 4W000MOKIT
DMWeD •lWW&T04.OuM PROIIDUCTNOW 

TATMU TOROWTBUT MAIET LOW'DOOM.UP[.

CAPTURE PNTR1AM1'An .MAIMlAI
MARKIT aIIl AT A MYORT
THnOU LOWRPICAR *.R Jm IEySAl 

lDOWME ItheCHED
TOaENIRATE .DiMADIiIW[ TOPIcE

LON.TIW PfONI 
 * UTOO1 DWRAIEMA 

OUIPUTIORA 

MU= Pw0oewr 
W. IKTrISAARMULLMTOPAy
POIN Jd
 

REVPOOUETTOAOOR Nls-afiM Ul* On1OP"MW WTlON ONE TOR)DOUCTI 

N eOorr.TSiUPROPiT $000DI 00WO iEPIODUCTO
 
(1irLIT OAN PON*WNOW -NIOPOO 


UO 
 iCTC.T" 
- LAaN00010OPgirn 

WOOm N4aPItE PAYNEl* 
INMSLP0IMaOOU m 

NDUTRY ONDITIONS 

A. IDST RYVCTICNDITI~ONS.YETAIUD 

B. COMPANY CONDITIONS 

S1992GElbertD.HarreU& Assodates, Inc. 
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fi[arketing Mix Decisions: Logistics (Physical Distribution) Discussion Notes 

I. DEFINITION AND GENERAL PRINCIPLES 

Planning, Implementing and Controlling 
the Physical Flow of Materials and Final 

Goods From Point of Origin to Point 
of Use to Meet Needs of Customers at a 

Profit (Place Utility) 

A. HOW DISTRIBUTION REDUCES 

TRANSACTIONS 

B. CONSUMER MARKETING CHANNELS 

C. INDUSTRIAL MARKETING CHANNELS 

II. TYPES OF DISTRIBUTION 

A. EXCLUSIVE 

- Rolex 

B. SELECTIVE 

- Seiko 

C. EXTENSIVE (INTENSIVE) 

- Timex 

0 1992 GVIe-t D.Harre &Assoat, 
0kemo, Mkchan U.S.A 

Inc. 
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[[Marketing Mix Decisions: Logistics (Physical Distribution) Discussion Notes 	 I 

III. 	 MARKETING AND LOGISTICS OBJECTIVES 

A. 	 MARKETING ALLOCATES RESOURCES
 
TO 4P'S 10 IMPLEMENT THE MARKETING
 
STRATEGY
 

Develop The Organization To Provide Satisfaction 

B. 	 LOGISTICS MINIMIZES TOTAL 
COSTS GIVEN THE CUSTOMER
 
SERVICE OBJECTIVE
 

IV. 	 CUSTOMER SERVICE OBJECTIVE AND ACTIONS 

A. 	 SERVICE LEVEL DEFINITION:
 

Percent Of Items That Can Be Filled
 
Within A Given Time
 

Example: 95% In 3 Days
 

B. 	 TRANSPORTATION 

C. 	 WAREHOUSING 

D. 	 ORDER PROCESSING 

E. 	 VENDOR AND QUANTITY
 
ADMINISTRATION
 

© 1992 GUbe, D.Hare &Assodate, Inc. 
Okemos, Michian U.S.A. 
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Marketing Mix Decisions: Logistics (Physical Distribution) Discussion Notesj 

KEY LOGISMIS ELEMENTS 

.OusT0U13 ORR TWE 
*Rpt$= * IMNDULvau CUGTOft CXNMMA~ff 

TYP OP CARUURE SED 
IUAMCAZ~OW USSWERAND OW~ OF *HWt*AHfTV

VilicLE UTIUMAYMN 

w""~om * ALff0"ATIXffiYETMW WEDCWG~ATM * SN"IPPN AND RADWYINO AOCURACY 

ORa PRcESSINO SYSTEM 
PROCWWO " TO OPLETU VARIOIM ?ACIW 

TIN PR~ONr Cramvass 
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Marketing Mix Dedsions: Saiesforce 	 Discussion Notes 

I. 	IMPORTANCE OF (VALUE OF)

PERSONAL SELLING
 

A. 	 CRITICAL MARKETING FUNCTION 

B. 	 HIGHLY PAID JOB 

II. 	 FUNCTIONS OF SALES PEOPLE 

A. 	 TEAM LEADER OF THE FIRMS
 

INTERFACE WITH CUSTOMERS
 

B. 	 ANALYSIS OF OPPORTUNITIES 

C. 	PULL &PUSH 

D. 	 SALES &NEGOTIATION 

E. 	 CUSTOMER SERVICE 

F. 	 MARKET LOYALlY 

III. 	 STEPS IN SELLING 

A. PLANNING - MARKETING MANAGER 
OF THE TERRITORY 

@1992GilbertD.HarU&Awoc:atesInc 
Okemp, Michian U.S.A 
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,MuketingMix Decisions: Salsfrc 	 Discussion N~otes:
 

B. 	 PROSPECTING 

1. 	 Finding Customers 

2. 	 Evaluating Competition 

C. 	 PRE-APPROACH &APPROACH 

D. 	 PRESENTATION OF THE COMPANY'S 
PHILOSOPHY &CAPABILITIES 

E. 	 NEGOTIATING 

F. 	 CLOSING 

G. 	 SERVICING 

IV. 	 TYPICAL SALES STRUCTURES 

A. 	 VERTICAL MARKET VS. GEOGRAPHY 

B. 	 REGIONAL &DISTRICT MANAGERS 

C. 	 SALES TERRITORIES 

D. 	 TOP MANAGEMENT INVOLVEMENT 

1992 OGilbrt D.Hane Adatm Inc (Okemos,WMIgan US.A. 
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Marketing Mix Decisions: Salesforce DiscussionNotes 

V. COMPENSATION & FORECASTING 

A. SALARY 

B. COMMISSION 

C. BONUS 

C 1992 Gilbert D.Harrell &Associates, Inc.
 
Okems, Michigan U.S.A.
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[Components of the Strateic Marketing Plan 	 Discussion Notes 

I. 	 MISSION STATEMENT 

II. 	 SITUATION ANALYSIS 

A. 	 CUSTOMERS 

1. 	 Segments 

2. 	 Quantitative Analysis 

3. 	 Customer Attitudes -

Needs, Wants and Expectations
 

B. 	 CHANNELS
 

Map of Product Flow From Company to Customers
 

C. 	 COMPETITION 

1. 	 Evoked Set & Product Class 

2. 	 Industry Structure 

D. 	 PRODUCT & SERVICE LIFE CYCLES 

E. 	 ENVIRONMENTAL ASPECT 

III. 	 STRENGTHS, WEAKNESSES,
 
OPPORTUNITIES AND THREATS
 

0 	 '992 Gflbet D.Harell &Assocate4 Inc. 
Okem, Michigan U.S.A. 
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[[Components of the Strategc Marketing Plan 	 Discusonf Notes JI 

IV. 	 SELECTION OF OBJECTIVES BY SEGMENT 

A. 	 NEW CUSTOMERS 

B. 	 GREATER VOLUME FROM EXISTING CUSTOMERS 

V. 	 STRATEGY FORMULATION 

A. 	 TARGET MARKETS &APPROACH 

B. 	 COMPETITIVE.POSITIONING 

C. 	 STRATEGIES AGAINST GIANTS 

o 	 Unique 
* 	 Opportunistic 

D. 	 DEFENDING POSITIONS 

E. 	 PROGRAM DEVELOPMENT
 

" Segments
 
* 	 Products 
* 	 Marketing Mix Elements 

F. 	 FORECASTING & FINANCE 

G. 	 REVIEW PROCEDURES 

0 	 1992 Gibert D.Haur &Amodates, Inc. 
Okemos, Michigan U.SA 



PRODUCTION MODULE 
April 28-30, 1992 

Prague, Czechoslovakia 

Session Day, 1April28 Day2 .-April 29 . Day3:-,April3 

8:30-10:00 Operations Management 
Introduction and 
Overview 

Inventory: Purposes, 
Forms, and Functions 
Independent Demand 
Models 

SF Management Issues 

Break 

10:15-11:45 Process Flow Analysis Inventory Implementation of 
Manufacturing 
Principles 

Lunch 

1:30-3:00 Capacity Quality Management 

Break 

3:15-4:45 Scheduling Procurement 



PRODUCTION
 
PRAGUE, CZECHOSLOVAKIA
 

Overview of Module: 

This module is intended for Executives and educators who are interested in improving their understanding of issues 
and ideas important to effectively managing the operations function. This course module will emphasize principles
as well as practical guidelines. The course module will utilize lecture presentations, video presentations, computer
demonstrations, and individual and group exercises. 

Course Overview
 
- Introduction to course instructors, participants and coverage of miscellaneous administrative
 
details
 

Operations Management Introduction and Overview
 
- Introduction to identification of basic decisions and activities of OM
 
- Fundamental strategies of OM (speed, cost, quality, flexibility)
 
- Framework for manufacturing planning and control (from production planning to shop floor control)
 

Process Flow Analysis
 
- Process charting, flow charting, and assembly charting
 
- Mercury Marine Video
 
-Case
 

Capacity 
- Defining capacity
 
- Importance of capacity
 
- Differentiating effective, maximum, and demonstrated capacity
 
- Input/Output control
 
- Capacity's impact on quality
 
- Lead time
 
- Cost and flexibility
 
- Multiple types of capacity (manpower, tooling, machine)
 
- Capacity and layout
 

Scheduling 
- What is scheduling 
- Push v. Pull scheduling 
- Order review - overview 
- Dispatching rules (FCFS, SPT, MinSlk, CRR, Operation Due Date)
 
- Scheduling and capacity
 
- Scheduling of maintenance and rework
 
- Exercise: scheduling
 

Inventory: Purposes, Forms and Functions Independent Demand Models 
- Types of inventory (raw material, WIP, shippable goods, MRO) 
- Functions (buffer, lot sizing, anticipatory, seasonal, transit, decoupling) 
- Evaluation in inventory effectiveness (e.g., accuracy by part and location, inventory turns) 
- Economic order quantity 
- Economic lot size (economic batch quantity) 
- EOQ with price breaks 
- Periodic order quantity 



- Order point/ordar quantity systems
 
- Min/Max systems
 
- Periodic review systems
 
- ABC analysis
 

Inventory 
- Transaction control
 
- Order processing
 
- Stores management
 
- Inventory accuracy
 
- Cycle counting
 
-MRP
 
- Brunswick Motors
 

Quality Management 
- Concept of quality 
- Quality control & total quality control 
- Introduction to seven tools of quality 
- Control (nominal group activities, run charts, control charts, pareto analysis, histograms, cause and effect 

diagrams)
 
- Examination of X-bar and P charts
 
- Exercise
 

Procurement 
- Purchasing 
- Purchasing Process 
- Placing a buy-supplier selection/evaluation 
- Supplier scheduling 
- Building effective buyer/supplier relationships 

SF Management Issues 
- Quality circles 
- Setting standards
 
- Basics of SF supervision
 
- Performance measurement (efficiency)
 

Implementation of Manufacturing Principles 
- Implementation guidelines 
- Time-based competition 
- Examples of effective group exercise 



o 

cYB 

-c " PRODUCTION COURSES MUST DEAL WITH 
THE STRATEGIES OF TOP EXECUTIVES, 
THE TRANSLATION OF PRODUCTION 
STRATEGIES TO LIVE DECISIONS OF 
MIDDLE MANAGERS, AND THE TACTICAL 
OPERATIONS AND PROCEDURES OF 
LOWER LEVEL MANAGERS. " 

- President's Commission on Industrial 
Competitiveness, 1984. 
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Visual 1.3 

Productivity Trends 
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Visual 1.4 
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Visual 1.5 

SOM1~USUA LA&TIN_ 

a. GOVERNMENT REGULATIONS 
b. NEW INVESTMENT 
o. COMPOSITION OF WORK FORCE
 
d. HIGH INITIAL BASE 
e. ENERGY COSTS 
f. WAGE RATES 
g. STRONG DOLLAR 
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OAR01 0Tlim IN DECISION XAIn 

* 	 PROBLEM RECOGNITION. 

* 	 PROBLEM FORMULATION. 

* 	 ANALYSIS OF ALTERNATIVES. 

* 	 CHOICE AND IMPLEMENTATION OF 

AN ALTERNATIVE. 



Visual 1.13 

"DESIGN" 


DECISIONS
 

1. PRODUCT 


PLANS
 

2. COMPETITIVE 

PRIORITIES 


3. POSITIONING 


STRATEGY 


4. QUALITY 
MANAGEMENT 


5. PROCESS 
DESIGN 

SAMPLE QUESTIONS
 

WHAT PRODUCTS?
 

EXCEL ON COST OR
 
FLEXIBILITY? 

ORGANIZE AROUND
 
PRODUCTS? 

RELIABILITY OR TOP 
-OF-THE-LINE? 

WHAT 
TRANSFORMATION
 

PROCESSES? 
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"DESIGN" 
£76DECISIONS 

6. 	WORK-FORCE 

MANAGEMENT 


7. 	TECHNOLOGICAL 


CHOICES 

8. 	CAPACITY & 
MAINTENANCE 

9. 	LOCATION 

10. 	LAYOUT 

SAMPLE 

QUESTIONS 

HOW HIRE AND 
MOTIVATE? 
SHOULD WE 

AUTOMATE? 

IS 	OUR FACILITY 

TOO LARGE? 

WHERE IS A GOOD
 
STORE LOCATION?
 

WHAT DEPARTMENTS
 
SHOULD BE CLOSE?
 



Visual 1.15 

"OPERATING" 
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1. MATERIALS 
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2. PRODUCTION 


& STAFFING 

PLANS 

3. MASTER 
PRODUCTION 

SCHEDULING 
4. INVENTORY 

5. SCHED-
ULING 

6. QUALITY 
CONTROL 


SAMPLE QUESTIONS
 

WHO SHOULD BE OUR
 
SUPPLIERS?
 

WHAT SHOULD OUR
 
STAFF SIZE BE?
 

SHOULD WE 
MAKE-TO-STOCK? 

HOW MUCH DO WE 
NEED?
 

WHAT SHOULD WE DO
 
FIRST?
 

IS THE PROCESS
 
UNDER CONTROL?
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1. 	What business are we in? What 
should it be ten years from now? 

2. 	Who are our customers?
 

3. 	What are our basic beliefs? 

4. 	What are our greatest strengths? 

5. 	What are our key performance 
objectives? 



Visual 	1.17 

1. 	LONGER TIME HORIZON. 

2. 	LESS CERTAINTY. 

3. 	LESS STRUCTURED. 

4. 	MORE ENDS ORIENTED. 

5. 	POORLY DEFINED INFORMATION 
REQUIREMENTS. 

6. 	MORE IRREVERSIBLE IMPACT.
 

7. 	FOCUSES ON THE WHOLE. 
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IAM- PO16iTS0P FOI OPERATION SThAWJW
 

1. 	Operations can be a COMPETITIVE 
WEAPON or a MILLSTONE. 

2. 	 Decisions in operations should 
be LINKED. 

3. 	 Address the STRATEGIC CHOICES 
first, but success also depends on 
the TACTICAL ISSUES. 



7]EVOLUTION OF 	OPERATIONS MANAGEMENT 
cr-c1. PAST MILESTONES 
a. REPEATABILITY
 

Cb. AUTOMATION
 
o. 	 SCIENTIFIC MANAGEMENT 

Rd. 	 THE MODERN ERA 

2. THE PRESENT AND THE FUTURE 
a. 	 EXTENDING TO THE SERVICE 

SECTOR
 
b. 	 RECOGNIZING THE STRATEGIC 

SIDE OF OPERATIONS 

o. 	 RAPIDLY CHANGING 
TECHNOLOGIES 

d. 	 FOREIGN COMPETITION 
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Case : Hank Kolb, Director, Quality Assurance
 

Hank Kolb was whistling as he walked toward his office, still feeling a bit like a stranger since
he had been hired four weeks ago as director, quality assurance. All last week he had been 
away from the plant at an interesting seminar entitled "Quality in the 80s- given for quality
managers of manufacturing plants by the corporate training department. He was not looking
forward to really digging into the quality problems at this industrial products plant employing
1,200 people. 

Hank poked his head into Mark Hamler's office, his immediate subordinate, the quality control 
manager, and asked him how things had gone last week. Mark's muted smile and an "Oh, fine"
stopped Hank in his tracks. He didn't know Mark very well and was unsure pursuing this reply
any further. Hank was still uncertain of how to start building his relationship with him since
Mark had been passed over for the promotion to Hank's job - Mark's evaluation form had stated"superb technical knowledge; managerial skills lacking." Hank decided to inquire a little further
and asked Mark what had happened. Mark replied: 

Oh, just another typical quality snafu. We had a little problem on the Greasex line last week
(a specialized degreasing solvent packed in a spray can for the high-technology sector). Alittle high pressure was found in some cans on the .econd shift, but a supervisor vented them 
so that we could ship them out. We met our delivery schedule! 

Since Hank was still relatively unfamiliar with the plant and the products he asked Mark to
elaborate. Painfully, Mark continued: 

We've been having some trouble with the new filling equipment, and some of the cans were
pressurized beyond our acceptable standard on a psi (pounds per square inch) rating scale.
The production rate is still 50 percent of standard, about 14 cases per shift, and we caught
it halfway into the shift. Mac Evans (the inspector for that line) picked it up, tagged the 
cases "Hold" and went on about his duties. When he returned at the end of the shift to write 
up the rejects, Wayne Simmons, first-line supervisor, was by a pallet of finished goods
finishing sealing up a carton of the rejected Greasex; the reject "Hold " tags had been
removed. He told Mac that he had heard about the high pressure from another inspector at
coffee break, had come back, taken off the tags, individually turned the cans upside down
and vented every one of them in the rejected eight cartons. He told Mac that productionplanning was really pushing for the stuff, and they couldn't delay by having it sent through
the rework area. He told Mac that he would get on the operator to run the equipment right
next time. Mac didn't write it up but came in about three days ago to tell me about it. Oh,
it happens every once in a while, and I told him to make sure to check with maintenance to
make sure the filling machine was adjusted; and I saw Wayne in the hall and told him that 
he ought to send the stuff through rework next time. 



Hank was a bit dumbfounded at this and didn't say much - he didn't know if this was a "big
deal" or not. Wk,... he got to his office he thought again what Mr. Morganthal, general 
manager, had said when he had hired Hank. He warned Hank about the "lack of a quality
attitude" in the plant and said that Hank "should try to do something about this." He had further 
emphasized the quality problems in the plant; "We have to improve our quality, it's costing us 
a lot of money, I'm sure of it, but I cap't prove it! Hank, you have my full support in this 
matter; you're in charge of these quality problems. This downward quality-productivity-turnover 
spiral has to end!" 

The incident had happened a week ago; the goods were probably out in the customer's hands 
by now; everyone had forgotten about it (or wanted to!); and there seemed to be more pressing
problems than this for Hank to spend his time on; but this continued to nag at him. He felt like 
the quality department was being treated as a joke, and it also felt to him like a personal slap
from manufacturing. He didn't want to start a war with the production people but what could 
he do? He was troubled enough to cancel his appointments and spend the morning talking to 
a few people. After a long and very tactful morning, he learned the following: 

A. 	 From personnel - the operator for the filling equipment had just been transferred from 
shipping two weeks ago. He had had no formal training in this job but was being trained 
by Wayne, on the job, to run the equipment. When Mac had tested the high-pressure cans, 
the operator was nowhere to be found and had only learned of the rejected material from 
Wayne after the shift was over. 

B. 	From plant maintenance - this particular piece of automated filling equipment had been 
purchased two years ago for use on another product. It had been switched to the Greasex 
line six months ago, and maintenance had had 12 work orders during the last month for 
repairs or adjustments on it. The equipment had been adapted by plant maintenance for 
handling the lower viscosity Greasex, which it had not originally been designed for. This 
included designing a special filling head. There was no scheduled preventive maintenance 
for this equipment, and the parts for the sensitive filling head, replaced three times in the 
last six months, had to be made at a nearby machine shop. Nonstandard downtime was 
running at 15 percent of actual running times. 

C. 	From purchasing - the plastic nozzle heads for the Greasex can, recently designed by a 
vendor for this new product on a rush order, were often found with slight burrs on the inside 
rim, and this caused some trouble in fitting the top to the can. An increase in application 
pressure at the filling head by maintenance adjustment had solved the burr application
problem or had at least "forced" the nozzle heads on despite burrs. Purchasing said that they 
were going to talk to the sales representative of the nozzle head supplier about this the next 
time he came in. 

D. From product design and packaging - the can, designed especially for Greasex, had been 
contoured to allow better gripping by the user. This change, instigated by marketing
research, set Greasex apart from the appearance of its competitors and was seen by the 
designers to be "significant." There had been no test of the effects of the contoured can on 
filling speed or filling hydrodynamics from a high-pressured filling head. Hank had a hunch 



that the new design was acting as a venturi when being filled, but the packaging designer 
thought that "unlikely." 

E. From manufacturing manager - he had heard about the problem; in fact, Wayne h d make 
a joke about it, bragging about how he beat his production quota to the other foremen and 
shift supervisors. Wayne was thought by the manufacturing manager to be one of the "best 
foremen we have ... He always gets his production out." His promotion papers were 
actMlly on the manufacturing manager's desk when Hank dropped by. Wayne was being"strongly considered" for promotion to shift supervisor. The manufacturing manager, under 
pressure from Mr. Morganthal for cost improvements and reduced delivery times,
sympathized with Hank but said that the rework area would have just vented with their 
pressure gauges that Wayne did by hand. "But, I'll speak with Wayne about the incident." 

F. From marketing - the introduction of Greasex had been rushed to beat competitors to market 
and a major promotional/advertising campaign was now underway to increase consumer 
awanness. A deluge of orders was swamping the order-taking department right now and 
putting Greasex high on the back-order list. Production "had to turn the stuff out"; even a
little off spec was tolerable because "it would be better to have it on the shelf than not there 
at all. Who cares if the label is a little crooked or the stuff comes out with a little too much 
pressure. We need market share now in that high-tech segment." 

What bothered Hank the most was the safety issue of the high pressure in the cans. He had no 
way of knowing how much of a hazard the high pressure was or if Wayne had vented them 
enough to effectively reduce the hazard. The data from the can manufactur,,.= which Mark had 
showed him indicated that the high pressure which the inspector had found was not in the danger
area; but then again the inspector had only used a sample testing procedure to reject the eight 
cases. Even if he could morally accept that there was no product safety hazard, could he make 
sure that this never happened again? 

Hank, skipping lunch, sat in his office and thought about the morning's events. Last week's 
seminar had talked about "the role of quality," "productivity and quality," "creating a new 
attitude," and the "quality challenge" but where had they told him what to do when this happens?
He had left a very good job to come here because he thought the company was serious about the 
importance of quality, and he wanted a challenge. Hank had demanded and received a salary
equal to the manufacturing, marketing, and R&D directors and was one of the direct reports to 
the general manager. Yet he still didn't know exactly what he should or shouldn't do or even 
what he could or couldn't do. 



Case : Earl's Candies 

Louise Moffat, packaging buyer for Earl's Candies, was wondering what to do with Longmore
Packaging on an order of misprinted boxes. Eric Svenson, sales representative for Longmore,
would be in Louise's office within an hour to discuss the situation. 

Louise had already spent several hours with marketing and production to see what could be done
with the boxes. She was angry, because this had been Longmore's first delivery on a new 
contract. It had not been easy to persuade marketing and production to switch suppliers.
Imperial Packaging had supplied Earl's with all of its box requirements for years to the full
satisfaction of marketing and production. However, in Louise's opinion, although Imperial's
quality and delivery performance had been fully satisfactory, their price had been high.
Therefore, she had finally persuaded marketing and production to let her go out for bids on
Earl's Puffs, a highly popular line. Longmore Packaging's bid promised to save Earl's at least 
$30,000 a year over Imperial's. 

Jim Shaw was Longmore's sales representative. He had joined Longmore recently after having
worked for years for Domison Bag, a long-term reliable supplier of bags to Earl's. Louise knew
Jim Shaw well and had worked on the Puff bid with him. She wondered if he was as technically
proficient with boxes as he had been with bags, but Jim had indicated to her he had been pleased
with the move to his new firm and was delighted io be able to continue doing business with her. 

The first order for Puffs boxes totaled $15,600. Longmore was to get its films from Imperial.
Louise had given Jim Shaw physical samples of the Puff boxes. However, Imperial had sent
films of an earlier Puff design and Longmore had consequently misprined the whole order. 

The situation had not become apparent until the boxes were delivered to Earl's plant and the
filling department foreman discovered the mistake. He had immediately phoned Louise, the
plant manager, and the marketing manager because there a number of Puff's orderswere 
outstanding that had to be filled immediately. In view of the necessity to supply Puff's orders,
marketing and production agreed they could not wait but would have to put the Puffs into the 
old design boxes. 

Louise had telephoned Jim Shaw to inform him of the error and asked him to come over
immediately. She knew that Jim would be upset and had asked marketing and production not 
to discuss the situation with him. She believed Jim should not know the boxes would be used.
It seemed to her that Longmore should shoulder the blame for this incident, even though she
wondered ifImperial's action had been totally unintentional. Since she had submitted the correct
samples to Jim Shaw, she believed Longmore should have checked the prints they received 
before running off the whole order. It was difficult for her, however, to establish what penalty,
if any, Longmore should be asked to shoulder in this case. 



Case : Wash-N-Dry Appliance 
The vice-president in charge of manufacturing of the Wash-N-Dry Appliance Company ispondering his problems of employment and production scheduling. He has been receiving static
ftom the union, because employment levels have fluctuated considerably. He replied that sales
also fluctuate, so why should the union expect employment to be stable? The union president
maintained that employment levels actually fluctuate more than sales and charged that the reason 
is bad management. 

The company board of directors has just held its bimonthly meeting. Among the materials
presented to the board were status reports concerning operations, a portion of which is shownin Table 1. The board was upset over the rapid growth in finished goods inventories. Finished
goods inventories had increased by almost 42 percent in the last eight weeks, and were even 27percent higher than a year ago. The comparison with the figures for the previous year at this
time was particularly unsettling because current sales levels actually were lower than a year ago.
The board chairman instructed the president to take action immediately to reduce finished goodsinventories. The president defended himself by pointing to the fact that employees were already
being laid off at a rapid rate., and that the employment level was currently almost 26 percent
below the level reached only eight weeks ago. 

Immediately after the board meeting, the president met with the VP-Manufacturing. The
president demanded that finished goods inventory be slashed drastically, even if it meant a plant
shutdown. "After all, that was how the auto industry reduced its inventories in the 1974-1975
depression." The union president walked in at that point, having heard the president's order and
justification. The discussions that followed involved strike and boycott threats. 

Working late that evening, the VP-Manufacturing resolved to "get a handle on this problem" (or
else he might lose his position). He assumed that he could muddle through the current crisis,
but that he would probably not survive if it happened again. The next morning, he put his staffto work gathering statistics that he hoped might help shed light on the basic problem. He plotted
 
some of these data, as shown in Figure 1.
 

He knew that he had been operating by moving from one crisis to the next, but even so he was
startled by Figure 1. The union president was correct, employment levels seemed to fluctuate 
more than sales. But the inventory and backlog curves went off the chart. 

(a) What is the basic problem? 

(b) 	 Should the VP-Manufacturing take minimizing of finished goods inventories as his goal?
Why or why not? 

(c) 	Should the VP-Manufacturing take the stabilization of employment as his goal? Why or why
not? 



Table 1: Abstract from Operations Report to Board of Directors 

Current, 8 weeks 52 weeks 
80th week ago ago 

Order backlog, aggregate units 5,200 5,300 5,400 
Finished goods inver.-try, units 2,500 1,750 2,250 
Finished goods inventory, $ $37,500 $26,250 $33,750 
Number of employees 750 1,010 625 

Figure 1 : Indexes of sales, inventory, backlog, and employment 
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Process Flow
 
Analysis
 

Mapping the Flow of the Manufacturing
 
Systems
 



Process Flow Analysis
 

Mapping the manufacturing process 
Value-Based Flow Analysis 

Lead Time Breakdown 

Time-in-Queue Analysis 

Process Flow Analysis in Action 

Evergreen Products 



Evergreen 
Products: 
A Case Study 



Value-Based ProcessFlowAnalysis:
 
A Problem
 

The top management of Evergreen Products of East Lansing, MI have called on you
to act as a consultant on a problem that is currently plaguing the entire company. Your task 
is to help management understand what is happening and to offer possible suggestions for 
improvements. 

Evergreen Products serves a market segment consisting primarily of small to medium 
florists and grocery stores. What Evergreen does is to manufacture a series of decorated 
containers and care tags for this market segment. The containers are relatively inexpensive
to make but they are sold at a high markup (60 percent). The same is true for the tags.
Because of the targeted market segment, management feels that it must be able to provide
its customers with quick delivery and quality. However, this has not been happening lately. 

To understand what happens, it is useful to first follow the course of an order 
received from the customer. Orders are placed in one of two ways at Evergreen. First of 
all, customers notice that the stock is getting low. They call into sales with an order. There 
their order is received by one of three clerks. They give the clerk their customer number,
the quantity needed and the type of products needed. Once this information is received, it
is recorded on a sheet. At this point, a customer due date is set. This date is dictated by
the customer's needs. However, the clerks do try to encourage a due date which is about 
five working days out (there is no hard and fast rule for this procedure). 

Once a day, all sales orders are picked up by a sales account manager. He is 
responsible for ensuring that all orders are complete and accurately entered and that the 
customer's credit rating is OK. If it is, the order is put into another pile where it is picked 
up once every morning. If the order is not acceptable or if there are errors, the order is
returned to the person who took the order. That person is then responsible for correcting 
the problem within a reasonable period of time. When the order has been corrected, it 
repeats the process. It takes about half a day to move from phone order to sales account 
manager and about an hour to clear the sales account manager. Forty percent of the orders 
experience some form of error. 

The second way that an order can be placed is through the company's own travelling
salesmen. These travel around the central portion of Michigan. They stop in on accounts 
and check their accounts' inventory stocks. When they see that an item is low, they fill out 
an order. They then phone the order into the plant (about once every day -- this varies 
depending on how busy they are). Since each salesperson is rated on the total dollar sales 
generated, there is a built-in incentive for them to be very concerned about their clients' 
inventory stocks. The order is then turned over to the sales account manager. At this point,
the process is very much identical to the one previously described. On average, the delay
for entering orders through the salesman is about half a day (but it can range up to two 
days). 

Once the order clears the sales account manager, it goes to accounting where it first 



is put into the day's pile. It is then entered into the accounting system. This is important
since this step marks the beginning of the billing process. It takes an average of half a day
to clear accounting (but this can rauge up to 2 days). From here, it goes to the shop floor 
scheduler. 

The shop floor scheduler reviews all orders for accuracy and completeness. Any
problem orders are set aside and returned to the sales account manager for correction.
About fifteen percent of the orders are typically set aside each day. The rest of the orders 
released to the shop floor. It typically takes 1 days to clear the shop floor. The time can 
vary depending on the time of year. Christmas, St. Valentine's Day, Easter, Mother's Day,
and other similar holidays really put a great deal of pressure on the shop floor (which runs 
on average at 80 percent utilization). The shop floor is held accountable for meeting all 
quoted customer due dates. 

Top Management is concerned over the poor performance of the shop floor.
Inventories are high and growing; overtime is excessive; met delivery dates are low; and 
customer dissatisfaction is growing. They have called you in to see if they should replace
the current shop floor planner. Use appropriate analytical tools. You must also address 
management's concern directly. 



Keys to Managing the 
Process Effectively 

* Always state all elements of the process in terms 
of one unit of measurement 

" Differentiate between Demonstrated, Effective 
and Maximum Capacity 
" Maximum - Designed in, upper limit on 

capacity 
* Demonstrated - what you see 

can be affected by level of training, 
product mix, operator skill, condition of 
the equipment, and type ofjobs. 

" Effective - what management plans for 
* slack capacity used for unplanned
 

demand, maintenance or unanticipated 
problems 

Identify critical resources (tooling, machinery, 
material, manpower) 



Keys to Managing the 
Process Effectively 

Know where the bottlenecks are 
" bottlenecks are funnels which limit output 
* can be either stationary or moving 

" stationary indicates a lack of capacity 
" moving indicates a problem with 

scheduling, product mix, or equipment 
availability 

symptoms of bottlenecks 

build-up or draw down of 
work-in-process 

decreasing quality 
increasing lead times 



Keys to Managing theProcess Effectively 

* Look foi interdependencies 

if two operations are linked, bring them 
together in time, place and space 

" Reduce feedback between where problem is 
created and where problem is identified 
Recognize that processes change 



Mercury Marine
 

Process Flow in Action 



Questions for the 
Mercury Marine Video 

* How many steps were there in the existing 
process? 

" What was the breakdown of steps between: 
" Move 
" Store 
" Operation
 
" Breakdown
 

What would you do to improve the process? 



Capacity as Capability
 

Our flexibility and ability to respond to factors 
such as: 
" length of runs 
* ease of changeovers 
* schedule stability 
" key success factors 

Capacity defines the capabilities of the firm 
Key Task: 

* Match firm's capabilities with marketing's 
demands 

Mismatches will:
 
" reduce profits
 
" create opportunities for competitors 

Role of Product Profiling 



Product Profiling
 

Must identify three critical traits: 
" Order Winners: 

0 Those that help the firm win orders 
" Order Qualifiers: 

Those that help the firm be considered 
as a member of the final pool 

" Order Losers: 

Those traits where poor performance can 
cause the firm to lose contracts (existing 
or future) 

Convert these traits into manufacturing needs 



----- 

Product Profiling, 
An Exampie 
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Example of Order
 
Profiling in Action
 

A steel plant was built during the early 1960s. 
At that time, it was designed to make standard 
grades of steel in large runs with few 
changeovers. It was designed to become the 
most cost effective manufacturer of steel in the 
market. However, since that time, the demand 
for that type of steel has dried up. Instead, 
customers are demanding specialized steel 
which is run in small batches and is subject to
 
short lead times and frequent customer-initiated 
changes (in quantity and due dates). Top 
management has not complained about these
 
changes in demand because the new, specialized 
steel tends to be more profitable. However, in
 
accepting these orders, profit has gone down,
 
not up. Can you explain what has happened?
 



Shop Floor
Control
 

Managing the Flow of Work on the
 

Shop Floor
 



Shop Floor Control:
 
A Self-Assessment Tool
 

A questionnaire to be used internally
 

S.A Melnyk, Copyright 1991 
 Shop Floor Control Seminar - Page 21
 



I Shop Floor Confro Checkist 

Instructions1 

Read over the following questions. Each question requires a simple Yes or No answer.
each question, pick that response which 

For 
most closely the situation in your company.Remember, this checklist is simply an informative tool. It is not intended to be

comprehensive or conclusive. 

OuestiosYs N 

1. 	 Shop delivery performance is 95 percent or better. 

2. 	 Scrap, Salvage and Rework are continuously tracked and there
 
is a conscious effort to identify the underlying causes for these
 
problems aid to eliminate then.
 

3. 	 Shop floor lead times are either constant or have been falling 

over time. 

4. 	 There are fewer expediters in the system. 

5. 	 The accuracy of the current manufacturing data base is at least
 
95 percent or better.
 

6. 	 There is now less need for safety stock than there was in the
 
past.
 

7. 	 The curent manufacturing data base includes in it information 
concerning tooling and drawings. 

1 
 This checklist has been developed by Steven A. Melnyk of Michigan

State 	University. It is 	 not to be reproduced in any form, electronically or nonelectronically, without the vritten
express permission of the author.
Permission, however, is given those who wish
to 
 to use the checklist for
evaluating the effectiveness of their shop floor control systems. 
Permission is
given 	only if the evaluation is not done paid.
for The user agrees to
acknowledge that the copyright for the checklist remains with the author.
 

Copyright Pending 1988.
 

1
 



8. 	 Major errors in the data base (e.g., inventory counts, bills of 
materials) once identified on the shop floor are corrected within 
less than 24 hours. 

9. 	 All schedules released by the planning system are regularly
reviewed by the planner for feasibility (in terms of materials, 
equipment capacity, labor and tooling capacity). 

10. 	 Inventory records are 95 percent or better. 

11. 	 Bill of material accuracy is 99 percent or better. 

12. 	 Access to inventory is strictly controlled. 

13. 	 Planners want to hear information about potential problems 
occurring on the shop floor as they occur (i.e., the planners 
encourage as much early warning as possible). 

14. 	 Any problems occurring on the shop floor are seen as possible
indicators ofbroader manufacturing/corporate systemproblems. 

15. 	 Tooling availability is explicitly considered within the current 
Shop Floor Control system. 

16. 	 Shop floor personnel are regularly and actively involved in 
quality improvement activities such as Quality Circles,
suggestion systems or small group improvement activities. 

17. 	 Problem orders ae not as a rule released to the shop floor 
before the underlying problems are cleared up. 

18. 	 There is an attempt to releise work to the shop floor in such a 
way as to level the load on the shop floor. 

19. 	 There is a formal dispatch list which is generated on a daily 

basis. 

20. 	 The daily dispatch lists are feasible. 

21. 	 The dispatching procedures provide the operators with 
opportunities to rearrange the order sequence to improve
efficiency by taking advantage of such developments as common 
setups. 

22. 	 Foremen believe the schedules. 

2 



23. 	 Operators beiee the schedules. 

24. 	 Preventive maintenance is a formally scheduled activity within 
the shop floor control system. 

25. 	 Rework and salvage, once it occurs, is formally scheduled within 
the shop floor control system. 

26. 	 All recording of information on the shop floor is done on a 
transaction-by-transaction basis. 

27. 	 Operators can enter comments and observations into the 
reporting system. 

28. 	 Shop floor reporting is reporting is supported by an on-line 
system. 

29. 	 The current computer system supports users by identifying
problems and potential alternatives. 

30. 	 The reports generated by the computer system are easy to 
understand and frequently used by shop floor personnel. 

31. 	 The reports generated by the computer system are limited to 
one page. 

32. 	 All foremen and operators understand and believe the 
procedures used in generating the order and operation 
priorities. 

33. 	 Problems flagged on the shop floor are regularly reviewed by a 
group with representatives from manufacturing, engineering and 
quality control (to name a few groups). This group determines 
the short term disposition of the problem and identifies the long 
term solution. 

34. 	 When a problem occurs on the shop floor, there is quick 
feedback to the affected areas. 

35. 	 People on the shop floor are encouraged to look for problems 
occurring in their areas. 

36. 	 Shop floor personnel are measured using a few meaningful 
performance measures. 

3 



37. 	 Performance is measured on a continuous basis with personnel
getting this information rapidly enough so that they can correct 
poor performance. 

38. 	 Shop floor personnel understand and agree with the perfor
mance measurement system. 

39. 	 No orders are closed out until any unusual variances have been 
accounted for. 

40. 	 The location of any order is always known by schedulers at any 
point in time. 

4
 



Shop Floor Control:
 
Defining the Concept
 

Shop Floor Control is: 
a set of activities directly responsible 
for managing the transformation of 
planned orders released by the 
planning system into a set of outputs 
consistent with the strategic 
objectives of the firm and the needs of 
the customer. It governs the very 
short term detailed planning, 
execution, and monitoring activities 
needed to control the flow of orders 
and information and the effective 
usage of corporate resources. 

S.A. Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 22 



Shop Floor Control: 
Old Perspectives 

• 	Shop Floor Control (SFC) is strictly
 
tactical
 
SFC is not of interest to planners 

* Since every shop floor is unique, every 
SFC system is unique 
Customers are not interested in SFC
 

* 	The most critical tasks in SFC involve: 
" dispatching rules 
* 	data collection 
* 	expediting 

" Low cost isthe best measure of an 
effective SFC 

S.A. 	Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 23 



Shop Floor Control:
 
New Perspectives
 
* 	SFC is the execution side of
 

manufacturing
 
• SFC is a corporate mirror
 
* 
SFC is concerned with efficiency; the 

planning system with feasibility 
* SFC should try to simplify existing 

processes and to control or eliminate 
shop floor variability. 

* 	SFC should be highly visibility 
• 	 SFC is an early warning system 
• 	 SFC is driven to maximize value and 

reduce waste 
Value isstrategically defined 

" SFC is most effective when management 
expectations are stated in clear and 
specific terms which reflect how the firm 
wins and loses crders. 

S.A. Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 24 



New Perspectives 
(Cont'd) 

" 	SFC is a resource manager 
" 	SFC provides valuable feedback: 

* 	performance to the plan 
validity of the standards (cost, time) 
being used 

• 	 strengths and weaknesses of the shop 
floor and the capacity str*ucture 

* 	SFC must blend techniques with respect 
for people 

* 	SFC is part of the system that we sell to 
our customer 

SA Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 25 



Why Shop Floor Control?
 

SFC is responsible for physically 
producing the goods and services that we 
sell to our customers 
Current major strategies for competition 
are criticallyaffected by the-firm's SFC 
system: 

Cost
 

Quality
 

Flexibility
 

process
 

program
 

price-volume
 

innovation
 

S.A. Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 26 



Why Shop Floor Control? 
(Cont'd) 

Most of the firm's investments are found 
on the shop floor: 

* 	machines 

* 	inventory
 

new technology
 

plant and facilities
 
Most managers don't understand the 
process by which the products are made: 
" Manufacturing constipation 
* 	"Black Holes" 

The functions of SFC are so important 
that if it is not formally implemented, the 
people who need it will see that one is 
present. 

* 	the roots of the "informal" system 

S.A. Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 27 
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SFC Objectives
 

* 	Execute the MPS in a timely and cost 
effective manner 

" 	Control shop priorities 
• 	 Improve operating efficiencies and quality 

levels 
* 	Maintain minimum inventory on the shop 

floor 
• 	 Decrease WIP levels 

* 	Help the firm achieve its overall 
objectives 

* 	Act as the firm's early warning system 
• 	 Reduce lead time by identifying and 

working on all non-value-adding steps 
* Reduce and control variances 

S.A. 	Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 28 
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SFC Functions
 

* Rank orders in desired priority sequence 
by work center or process and issue a 
dispatch list 

* 	Check material, machine, and tooling 
availability before releasing work to the 
floor. 
*Iompare future loads with shop capacity 
to allow the planners to take the 
appropriate action for balancing work 
loads on the floor. 

* 	Control flow of work to the floor so that 
queues are constant over time. 
Establish dates on orders as milestones 
to measure progress. 

TrackWIP on the shop floor 

S.A. 	Meinyk, Copyright 1991 Shop Floor Control Seminar - Page 29 



SFC Functions: 
(Cont'd) 

* 	Check quantities of parts from operation 
to operation and initiate revisions to 
orders ifnecessary 

* Provide timely and accurate feedback on 
plan activities 

" Establish, monitor and control lead times, 
" Facilitate continuous improvement on
 

the shop floor. 

S.A. 	Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 30 



Critical SFC Tasks
 

Order Review/Release 
Monitoring the movement of orders 
from the planning system to the shop 
floor. 

Detailed Scheduling 

The assignment of shop floor 
resources to competing orders 

Shop orders 
Salvage, rework and scrap 
Preventive maintenance 

Tooling 

Data Collection/Monitoring 

The tracking, recording and storage of 
information from the shop floor and 
comparison with pre-determined 
standards 

S.A Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 31 



Critical SFC Tasks 
(Cont'd) 

Control/Feedback 

Identification of "out-of-control" 
situations, their correction and the 
identification of opportunities for 
system improvement 
" Expediting 

" Single Minute Exchange of Dies 
(SMED) 

Order Disposition 

The process of closing open orders 
out of the SFC system 

S.A Melnyk, Copyright 1991 Shop Floor Control Seminar - Page 32 



Critical SFC Tasks 

Major SFC Activities 

rder Review/ 
Release 

Detailed
 
Scheduling
 

ata Collectio
 
Monitoring
 

Order
 
Disposition
 



ShOp Floor
 
Managementissues
 

Making things happen on the Shop
 
Floor
 



Improving 
System Performance
 

Some Simple Procedures 



Discipline 

* 	 People do what they have to do 
when they have to do it. 

* 	People work within the formal 
system. 

Everyone understands and plays by 
the same rules of the game. 

The system controls everyone -
management and employee.
 

(.



Transaction 
Control 

• Every bin or pallet inthe system must 
have a work/item ticket. The ticket 
describes the item or bin completely. 

what isit? 
- type of item? 
- is the item allocated?
 
- status of item?
 

* Every item has a place and there is 
always a place for every item. 

* Stores are moved only to areas specifically 
designed to receive them. 

* Access to stores isstrictly controlled. 

* GOOD TRANSACTION CONTROL 
-GOOD HOUSEKEEPING. 

67.
 



Cycle 
Counting 

* A method of maintaining inventory 
accuracy 

" Minimum level of inventory accuracy: 
-95% 
- should be better 

* Types of Counting Procedures: 
- Perpetual
 
- Cycle
 
- Quick Cycle Count
 

6,g 



oPerpetual 
Systems 

" The movement of items isvery 
tightly controlled. 

* Whenever an item moves, that movement 
isrecorded immediately. 

* 	Appropriate for A class items. 

* 	Inventory records always current, 
accurate and complete. 

* 	 Made easier by automated identif
ication. 



I 
CycleCounting 

" Periodic audit of inventory 

* For example, we try to cycle count 
all of the items at least once a
 
month.
 

* Frequency isa function of the im
portance of the item (use ABC).
 

" Purpose: 
- establish inventory accuracy 
- spot check accuracy of current 

records 

* Can be used with perpetual 



Quick 
Cyclh 

_ Count 
, 	 Quick and dirty approach 

* 	Monitor the critical items: 
- randomly select bins 
- pick ones which are either low 

Ior empty 
count them 

-	 compare them with records
 

A 	good spot-checking method.
 

7/.
 



Reconciling
 
the
 

Numbers
 

* May want to establish error range.
 

* Should be done immediately. 

* A measure of performance. 

" Ensure that you always have the
 
right numbers inthe systern.
 

" Should always be done by people 
responsible. 



Locked 
Stockrooms 

* 	An inventory location inwhich access 
to the contained parts isstrictly 
controlled. 

* 	A locked stockroom does not require: 
_a physical lock
 

- a watch dog
 

* 	 A locked stockroom does require: 
- a secure location. 
- someone responsible for inventory 
- someone measured on control of 

resources assigned
 
- a requisition and release system.
 

.	 Required for good inventory accuracy. 
73.
 



Bulk 
Releases 

-	 Done mainly for Cclass items 
* 	Also done for MRO items 
* 	Common practice inhigh volume 

usage situations 
* 	 Release quantities to the shop floor 

inbulk 
* 	 Allow floor to withdraw from bulk 
* 	 Re-establish usage through backflushing. 

Simplifies transaction control 
Other options: Kits (K-numbers) 
Example: washers 

7,/. 
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Simplifying 
Transaction 
Control 

* Standard containers 

" Design racks/levels to simplify 
counting 

* Stand&ad sizes (simplify storage). 

* Reusable containers 

* Clear external markings 

* Automatic identification 

76
 



Housekeeping
 
Key to Effective Inventory Control 

Cleanliness is a state of mind, 
not a physical state.

SLimitssace on floo fo 
inventory (the "black hole of
Calcutta" syndrome). 

* Accountability & Measurement
 



Developing a 
Quality 
Circ1e/Continuous 
Improvement Teams 

Some Guidelines 



Quality 
Circle s/Continuous 
Improvement Teams 

Goal: 
" To identify, develop and implement 

suggestions and programs for improving 
operations in the system 

" Managed by the employees, NOT 
management 

Small improvements, every day 
Driven by employee identified problems 



Implementation Issues
 

Understand the difference between employee 
and management perspectives 

Employees motivrated by concerns over 
survival, survival, lack of surprises, 
simplicity, and personal pride. 
Profit and cost control are often not 
important issues 
Trust is not always present from the outset 
Employees will identify those things which 
bother them the most 
Goal: To make these issues and 
management's concerns one and the same. 



Teams: 
Continued 

" Training of employees important 

* Problem solving 

* Process Flow Analysis
 
" Pick the "right" members for the first team
 

Don't pick the brightest or the ones who 
want change the most 

• Pick those who are important to the process 
* Pick those who represent the typical 

employees 
* Avoid taking too big an inital bite 
* Be patient at first 



Teams 

Continued 
Differentiate between symptoms, problems and 
solutions 
" Symptoms 

9 something that indicates the existence of 
something else 

0 often indicated by words such as 'too 
much' or 'too late' or 'too little' 

" Problems 

* 	something that brings about an effect or 
result 

* not the same as causes
 
* often uncovered by the 5WHYS
 

" Solution
 

action or process of solving a problems 

tipped off by the word 'need' 
" We often see many symptoms but few 

problems 



Teams 

Continued 
Look for Variance 
" Monitor processes and generate control 

charts 
" Pick those areas where we have the high 

variance or changes 
" Look for those processes or activities that 

are very difficult to consistently predict 
Building for Success 

* Pick a project that succeeds
 
" Pick a project that succeeds
 
" Pick a project that succeeds
 

Picking the right project 
* short time frame
 
" limited data required
 
" measurable results
 
* limited scope 



Performance
Measurement in a World 

Class Setting 
Traits of an effective performance measurement 
system 
" Relate directly to how the firm competes in 

market 
• Use nonfinancial measures 
* Vary between locations
 
" Change over time as needs change
 
• Simple and Easy to use 
" Provide fast feeaback to operators and 

managers 
* Intended to foster improvement rather than 

just monitor 

\AC
 



Examples of Good 
Performance Measures 

Delivery performance 

Vendor Delivery Performance Charts 

Production Schedule Adherence 

Order and Schedule Changes 

Customer Service Levels 

Lost Sales Analysis 



Performance Measures 
Continued 

Process Time 

• Manufacturing Cycle Times 
* Delivery:Production (D:P) Ratios
 

* Setup Times 
* Material Availability 
" Distance of material movement during 

production
 

Machine up-time
 



Performance Measures 
Continued 

Production Flexibility 
" Percentage of standard, common, and unique 

parts within the bills ofmaterial 
" Number of different production processes
 
" Postion within the production process where 

the products are differentiated 
* Number of levels in the manufacturing bill 

of materials 
" Number of new products launched each year 

and the time taken to launch them 
* Cross-training ofproduction personnel 



Performance Measures 
Continued 

Quality
 
" Incoming quality from suppliers
 
* Production quality, including the use of. 

statistical process control charts, and direct 
measures of the customer's satisfaction 
Data accuracy within the system including 
inventory accuracy, bill of materials 
accuracy, routing accuracy and forecast 
accuracy 



REMEMBER:
 

If you don't measure
 
it, it never happened
 

\\
 



MRP DEFINITION
 

AN MRP SYSTEM IS AN INFORMATION SYSTEM USED TO
 
PLAN AND CONTROL DEPENDENT DEMAND INVENTORIES AND
 
TO SCHEDULE A MANUFACTURING COMPANY
 



ELEMENTS OF AN MRP SYSTEM
 

MASTER SCHEDULE
 

BILL OF MATERIALS
 

'iVENTORYRECORDS
 

PURCHASING
 

CAPACITY PLANNING
 

SHOP FLOOR CONTROL
 



BENEFITS
 

LESS INVENTORY
 

BETTER CUSTOMER SERVICE
 

MORE CAPACITY OR THROUGH-PUT
 

LOWER COSTS
 

BETTER MORALE
 



Owrview of MRP 

MRP inputs I 

I 

MRP processing 

I 

MRP outputs 

I C h a n g e s 

Orders 

Forecast 

MasterI 
production 
schedule 

IOrderI 

I 
' 

releases 
I Planned-order LJ-

IIceue 

Design 

changes 

Bill-of-MR,materials 
filef i l e 

computerMAPfcomputrI 
programs Secondaryr p r o t o 

file I 

/ t_ 
I 

i* 
I 

{J 

Inventory 
transactions 
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IMPLEMENTATION
 

MANAGEMENT SUPPORT
 

A PLAN
 

EDUCATION
 

ACCURATE DATA
 

COMPUTER SYSTEM
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plan 

Rough-cut 
capacity 

planning
 

Adjust
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S Master
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MRP FOR SERVICES
 

EXPLOSION OF A 
SCHEDULE INTO PERSONNEL
 
REQUIREMENTS
 

EXAMPLE: TRANSLATING CASE LOADS INTO SKILLS
 
REQUIRED
 

EXAMPLE: 
 NSP -
 COMPUTE REQUIREMENTS

(PEOPLEqEQUIPMENTMATERIALS) FOR NEW SERVICE
 

USE OF THE DEPENDENT DEMAND PRINCIPLE
 



Using MRP to Assist in 
Planning Capacity Requirements 

Deveiop a tentative
 
master production
 
schedule 

Use MRP to
 
simulate material
 
requirements
 

.. Revise tentative 
mmaterial IConvert productiononvert 

requirements to resource schedule 
requirements (load report) 

No 

Ispshop Is hopCanNo 00, capacity beapat ,,,,changed to meet > 
requirements? 

Yes 
 Yes 

Firm up a ___ C h a n g e
 

portion of the 
 _ capacity
MPS 

_ 



bMtereils Requrementa Planning 

WateXials Capacity Planning 
AMAPS Advanced, Manufacturing Accomting and Pzoduciion 

Syatems
 

I Hlanxfacturzing Reaourcea Planning 

MW2 III ISP 11 + Uorkforce Planning 



A Hypothetical Department Load Report 
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IMPLEMENTATION
 

MANAGEMENT SUPPORT
 

A PLAN
 

EDUCATION
 

ACCURATE DATA
 

COMPUTER SYSTEM
 



Practice Problem 

A distributor carries a particular item under the following 
general conditions:
 

Sales = 10 cases per week 
Ordering cost = 5110 per order 
Carrying charge
item cost =.$60 

- 305 per year 
per case in lots of 25 cases 

$57 per case in lots of 50 cases 
Is it more economical for this distributor to order in lots of 
25 or 50 cases. 

#
 



Practice Problem 

Fiud the economic order quantity and reorder point, given the following data: 
Annual demand = 1,000 units
Average daily demand - 1,000/365
Ordering cost = $5 per order
Holding cost = $1.25 per unit per year
Lead time = 5 days
Cost per unit - $12.50 

For this item, state the commensurate ordering rule. 
What is the
annual cost of this item? 



Practice Problem
 

A grocery store carries a particular brand of coffee which 
has the following ordering information: 

Sales a 10 cases per week 
Ordering cost = $10 per order 
Carrying charge - 30%per year
Item cost $$60 per case 

a. How many cases should be ordered at a time? 
b. How often should the coffee be ordered? 
c. 
d. 
e. 

What 
What 
What 

is 
is 
is 

the annual ordering cost? 
the annual carrying cost? 
the total annual cost of the coffee? 

-~ 



IGLS Tobacco GmbH 

Walter Schertler, Managing Director of IGLS Tobacco in Austria, 
re-read the telex from the United States. IGLS' parent company had just
granted Walter authority to spend $10 million on an equipment automation 
project to increase plant productivity. He thought to himself that he 
ought to quickly submit the proposal for a new factory information system 
while they were still in amood to give away money. 

As he prepared to tell his manufacturing staff about the corporate
approval, he thought ruefully of the last major communication he had 
received from the U.S. In the world-wide plant evaluation report, his plant
had endea up next to the bottom on two of the key manufacturing measures: 
productivity (as measured in billions of cigarettes per direct labor hour) 
and equipment utilization. The only thing that had kept him from being
dead-last in both categories was start-un difficulties with a new plant in 
Australia. it was, therefore, with asens. .:ency tnaE ne lefthis 
office and heaced for Manufacturing Engineering. 

The Market 

IGLS Tobacco had served the European Free Trade Associatia (EFTA) 
countries (Denmark, Sweden, Austria, etc.), since the formation of the 
European Economic Community (EEC). Most of the EFTA countries had small 
populations and high tourist traffic. This required the plant to produce as 
many as 70 different brands in several packaging/filter combinations each 
year. As Walter said, *We're a lot different than most of the American 
plants. They concentrate on one or two brands in extremely high volumes. 
We produce a large variety of cigarettes for highly variable and relatively 
small demand in many different countries." 

In addition to serving the EFTA market, the company bid on large 
contracts outside of Europe, primarily in the Middle East and Eastern 
Europe. This business had recently averaged 309 of sales. Despite this 
activity, the vol.ume of sales at IGLS had decreased from about 20 to 12.5 
billion cigarettes per year in the last five years. 

Despite this decline in volume, plant productivity and quality had 
been improving. Walter was most proud of the quality improvements. The 
industry scale for cigarette quality ranged from 100 - 0, with 0 being the 
high end. The plant had improved their index from 30 to 10 over the past 
5 years and was the quality leader on the plant evaluation report. Some of 



the competition have quality indexes as poor as 60. Walter commented, 
"With our quality we are the only plant in the company that can meet the 
Japanese market requirements. We are planning to send them our first 
batch of cigarettes later this year. We are confident that they will be 
approved for the Japanese market. Even asmall portion of that market 
would mean greatly increased volumes for our plant." 

The Manufacturing Process 

The process for manufacturing cigarettes at the !GLS plant is 
Illustrated in Exhibit 1. In the industry the first part is referred to as the
"primary process." It is where the tobacco is blended and prepared in 
batches for later use in making cigarettes. A particular flavor is made by 
blending various tobacco leaf types and additives. There are more flavors 
than brands since the blend can be different for the same brand in 
different countries. The various blends are mixed and then "cured" before 
being moved :-to an inventorv :,-: ;-.: cigareEte mavng. About 95 peoole. 
are requirea m.man the primary process. 

IGLS TOBACCO GmbH
 
Exhibit I
 

Production Elov 

3 month:STobacco 
Blendinglg NZ, SCigarette 2-4 hr-., 12+,,ths. 

Eilter Inventory 
Makng 6-7 months M operation 

The "secondary process" begins with filter making. The filters are 
produced on highly automated machines and stored In Inventory prior to the 
cigarette manufacturing process. The filter making machines average 
about 359 utilization and are manned with a staff of 45 people. The 
machines require 2 to 4 hours of setup for minor changes and can take up 
to a month for a major change in dimension or ftilter design. 

The last part of the secondary process Is the actual cigarette making 
and packaging. There are 300 people working In this area. The recently 



approved automation project and the desired factory information system
would impact this area. The plant currently has 3 generations of cigarette
making equipment as shown in Exhibit 2. The $10 million project includes 
another third generation machine. Other aspects of the project involve
integrating the cigarette making and packaging machines to reduce 
handling and increase productivity. The average utilization of the 
machines is quite low, except for the high volume machine. Setups on the 
machines could range from hours to a month depending on the complexity. 

IGLS TOBACCO GmbH 
Exhibit 2 

Cigarette Making Equipment Data 

Equipment Generation 
1 23 

Machine S'eed * 1.5 - .:.000 4- 5.000 3.000 

Iumer oi mch.nez -40 15 1 

Utilization (%) 20 50 V5 
C1ge rette/minute 

The packaged cigarettes are stored in inventory to await final 
shipment to customers. There is currently more than a two month supply,
together with a 6 to 7 month supply of filters and 3 months worth of 
blended tobacco. Walter has been under significant pressure to reduce 
inventories, although his is not the worst plant-

Walter reflected on the difficulty of his task. "We're very anxious to 
get another high-speed machine in the plant, even though it is a major
capital investment. I wish I could sell some of our old equipment, but 
there is so much first and second generation equipment on the market that 
you can hardly give it away. 

"We must do something about productivity. Frankly, however, it does 
make me very angry to see what happens at headquarters. We make 
improvements in productivity and my overhead allocations increase to 
wipe them out. It really bothers me to see my efforts eaten up by
increasing the staff in the United States. But if we can get into the 
Japanese market, that volume would do wonders for our numbers." 



Mininaseg- Inventories
 

The production of wooden crates has compounded the inventory
management problems at Hornet Manufacturing Co. Within a limited
storeroom, the variety of different materials needed must be

controlled in a more effective manner. 
Currently, raw materials
 
are stored on one side of the storeroom while finished crates are
stored on the other, side. The most pressing problem is one of
 space in that the finished crates require a tremendous amount of
 
space.
 

[What type of an inventory policy does Hornet require? Why?
What are the costs associated with Hornet's inventory management?

What types of inventory records should Hornet develop for

handling the inventory it must have? What information should
Hornet maintain in its inventory records? What special
considerations are there in physically measuring or counting the
 
inventory?]
 

After determining the large value of the inventory required

for producing the required number of packing crates, Hornet has

decided to implement an EOQ system.
 

[Is a stockout possible? Why? What are the consequences?

Should a single or multiple vendors be used? Why?]
 



ESSENTIALS OF QUALITY 

WHAT QUALITY MEANS 

* DIFFICULT TO GIVE AN ALL-INCLUSIVE DEFINITION 

• 	 ENCOMPASSES 

-- "CUSTOMER SATISFACTION" 

-- "VALUE TO CUSTOMER" 

-- "SPECIFICATIONS" 

s..ETC. 

" A DEFINITION (FITNESS FOR USE) 

"THE EXTENT TO WHICH A PRODUCT OR SERVICE 
CONFORMS TO ITS SPECIFICATIONS AND
 
CUSTOMER SPECIFICATIONS."
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QUALITY OF 

MARKET RESEARCH 
QUALITY OF DESIGN QUALITY OF CONCEPT 

QUALITY OF SPECIFICATION 
TECHNOLOGYQUALITY OF CONFORMANCE MANPOWER 

FITNESS FOR US MANAGEMENT 

RELIABILITY 

AVAILABILITY MAINTAINABILITY 

LOGISTICAL SUPPORT 

PROMPTNESS 
FIELD SERVICE COMPETENCE 

INTEGRITY 

DIFFERENT TYPES OF QUALITY 

0 



FITNESS FOR USE (JURAN) 

IS BASED ON 

TECHNOLOGICAL (E.G., DESIGN, PERFORMANCE) 

PSYCHOLOGICAL (E.G., STATUS, AESTHETICS) 

CONTRACTUAL (E.G., GUARANTEE PROVISIONS) 

ETHICAL (E.G., HONESTY, TRUTH IN 

ADVERTISING) 

EVOLUTIONARY (E.G., RELIABILITY, AVAILABILITY) 

CHARACTERISTICS 

QUALITY HAS BOTH PERCEIVED (QUALITATIVE) AND 
SPECIFIC (QUANTITATIVE) ATTRIBUTES 

E.G., AIR CONDITIONING SYSTEM IN A CAR 

SPECIFIC: SYSTEM MAINTAINS TEMPERATURE 

WITHIN + 30 F 

PERCEIVED: 	 AIR TEMPERATURE SEEMED "JUST 

RIGHT" AS OPPOSED TO "TOO 

COOL" OR "TOO WARM" 

-3



Needs
 

~Product Design ---- - - . 

Standards Standards 
Procedures 

Standards 

Ven~dors Tests ornOuttt
Inputs Operaons Tsao 

eCustomerOutputs 

QUALITY 

TeatW of 
Procos 

CONTROL POINTS 



COST OF QUALITY 

" FAILURE COSTS
 

" DETECTION COSTS
 

* PREVENTION COSTS 

TO REDUCE (AVOID) THESE COSTS A FIRM 
MUST PRODUCE THE PRODUCT OR DELIVER 
THE SERVICE CORRECTLY THE FIRST 
TIME AND INEVERY INSTANCE 

MANAGEMENT IS RESPONSIBLE FOR 80% OF 
QUALITY PROBLEMS 
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ELEMENTS IN THE COST OF QUALITY 

FAILURE COSTS DETECTION COSTS 
External failure costs: Process capability measurement (e.g.,

Consumer affairs (dealing primarily control ch~arts)
with customer complaints about Product acceptance 
quality) Prototype inspection and tests 

Field service (mostly repair of what Receiving inspection and tests 

Product liability (insurance and Supplier surveillance 
Prtblt (Work-in-process and finished goodsProduct returns, recalls, and testing and Inspection 

corrective action costs 
Warrenty costs 

Internal iailure costs: 
Downtime due to defects 
Engineering change orders 
Purchasing change orders 
Redesign 

Retesting 

Rework in factory or service 
operations 
Scrap 

PREVENTION COSTS 
Design reviews 
Engineering drawing checks 
Engineering quality orientation 
program 
Engineering specifications 

reviews 
Preventive maintenance 
Process capability studies 
Product qualification 
Quality audits 
Quality orientation programs 
Supplier eva!'alions 
Supplier quality seminars 
Tool and machines control 
Worker training and cross
training 



IMPROVING QUALITY. 

e 	JAPANESE MANUFACTURING COMPANIES VIEW 
QUALITY AS A HOLISTIC CONCEPT, A WAY OF 
THINKING THAT PERVADES THE ENTIRE 

ORGANIZATION 

o 	STATISTICAL METHODS 

e 	CHANGING ORGAIIZATIONAL ATTITUDES;
 
MAKE PERFECTION A STANDARD INSTEAD
 

OF A GOAL
 

* 	"ZERO DEFECTS" DOES NOT MEAN "DO THE 
YOU CAN!" EVERYONE IS EXPkXTED TO 
PRODUCE WITH ZERO DEFECTS OR.CHANGE 
THE PROCESS SO THAT ATTAINMENT OF 
ZERO DEFECTS IS POSSIBLE 

* 	IDENTIFY AND REMOVE ALL CAUSES OF 
ERRORS - ZERO DEFECTS 

ZERO DEFECT APPROACH ORIGINATED IN
 
AEROSPACE INDUSTRY IN THE 1960s
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ZERO DEFECTS 

SEMICONDUCTOR INDUSTRY EXAMPLE 

CHIP DEFECTS = f (STATIC ELECTRICITY, 

TEMPERATURE, DUST, 

ABRASION, ETC.) 

THROUGH STRICT QUALITY CONTROL PROCEDURES 
THE JAPANESE ACHIEVED ZERO DEFECTS 
ENABLING THEM TO CAPTURE 

40% OF MARKET FOR 16K CHIPS 

70% OF MARKET FOR 64K CHIPS 

90% OF MARKET FOR 256K CHIPS 
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Total quality 

control costs Defective Total 
product quality-related 

Inspection costs costs 
and control 

0 02CJ) 
I . I Inspection . 

Defective and control 
product L s 

costs
 
(Low) Optimal (High) (Low) 
 (High) Zero defects 

Output quality Output quality 
(a) (b) 

QUALITY COSTS UNDER (a) TRADITIONAL
 
AND (b) ZERO-DEFECT PROGRAMS
 



MANAGING ATTITUDES TOWARD QUALITY 

* 	 DEFECTS ARE NOT THE CAUSE FOR BLAME 
BUT A CALL TO ELIMINATE CAUSES 

* 	 QUALITY WILL NOT BE SACRIFICED TO 

ACHIEVE COST OR DELIVERY GOALS 

* 	 IDENTIFY AND REPORT COST OF QUALITY 

(AS A PERCENTAGE OF SALES OR COST 

OF GOODS SOLD) 

* 	 EVALUATE MANAGEMENT ON COST-OF-

QUALITY PERFORMANCE 

CHANGE ORGANIZATIONAL STRUCTURE -

GIVE QUALITY ASSURANCE PROMINENCE
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TRADEOFFS IN QUALITY COSTS 

Range of prevention costs 
(dollars per unit) 

0.60 0.80 1.00 1.20 1.40 1.60 1.80 2.00 2.20 

0.60 20.05 20.29 20.18 19.40 15.90 12.22 10.09 9.82 10.22 

0.80 20.40 20.64 20.54 19.78 16.34 11.72 10.62 10.36 10.77 

1.00 20.52 20.77 20.69 19.96 16.63 12.16 11.11 10.87 11.28 

. 1.20 20.20 20.46 20.42 19.77 16.66 12.47 11.51 11.31 11.73 

C- C. 1.40 18.08 18.40 18.47 18.03 15.58 12.25 11.56 11.50 11.95 
o 

@10 
1.60 15.17 15.56 15.77 15.62 14.02 11.79 11.46 11.53 12.06 

m 1.80 14.62 15.03 15.29 15.23 13.91 12.03 11.81 11.99 12.48 

2.00 14.63 15.06 15.34 15.32 14.14 12.44 12.28 12.48 12.98 

2.20 15.09 15.52 15.80 15.80 14.64 12.98 12.83 13.04 13.54 

Source. Whirlpool, Total Quality Assurance: Total Cost of Quality, May 1978, p.2. 



CROSBY PROGRAM 

1. OBTAIN THE COMMITMENT OF MANAGEMENT. 

2. ESTABLISH A QUALITY IMPROVEMENT TEAM. 

3. TAKE QUALITY MEASUREMENTS. 

4. ESTIMATE THE COST OF QUALITY. 

5. SPREAD QUALITY AWARENESS. 

6. ENCOURAGE CORRECTIVE ACTION. 

7. ESTABLISH AN AD HOC COMMITTEE FOR THE ZERO 
DEFECTS PROGRAM. 

8. TRAIN SUPERVISORS. 

9. HAVE A ZERO DEFECTS DAY. 

10. SET GOALS. 

11. REMOVE THE CAUSES OF ERRORS. 

12. RECOGNIZE ACHIEVEMENTS. 

13. ESTABLISH A QUALITY COUNCIL. 

14. DO IT OVER AGAIN. 
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Deming's 14 Points 

1. 	Create constancy of purpose toward improvement of product and ser
vice with a plan to become competitive and to stay in business. Decide 
whom top management is responsible to. 

2. 	 Adopt the new philosophy. We are in a new economic age. We can 
no longer live with commonly accepted levels of delays, mistakes, 
defective materials, and defective workmanship. 

3. 	 Cease dependence on mass inspection. Require, instead, statistical evi
dence that quality is built in. (Prevent defects rather than detect defects.) 

4. 	End the practice of awarding business on the basis of price tag. Instead, 
depend on meaningful measures of quality, along with price. Eliminate 
suppliers that cannot qualify with statistical evidence of quality. 

5. 	 Find problems. It is management's job to work continually on the 
system (design, incoming materials, composition of material, mainte
nance, improvement of machine, training, supervision, retraining). 

6. 	 Institute modern methods of training on the job. 
7. 	 The responsibility of foremen must be changed from sheer numbers 

to quality.. . , [which] will automatically improve productivity. Man
agement must prepare to take immediate action on reports from fore
men concerning barriers such as inherited defects, machines not main
tained, poor tools, fuzzy operational definitions. 

8. 	 Drive out fear, so that everyone may work effectively for the company. 
9. 	 Break down barriers between departments. People in research, design, 

sales, and production must work as a team, to foresee problems of 
production that may be encountered with various materials and spec
ifications. 

10. 	 Eliminate numerical goals, posters, and slogans for the work force, 
asking for new levels of productivity without providing methods. 

11. 	 Eliminate work standards that prescribe numerical quotas. 
12. 	 Remove barriers that stand between the hourly worker and his right 

to pride of workmanship. 
13. 	 Institute a vigorous program of education and retraining. 
14. 	 Create a structure in top management that will push every day on the 

above 13 points. 

W. Edwards Deming, Quality, Productivity, and Competitive Position (Cambridge, Mass.: MIT, 
Center for Advanced Engineering Study, 1982), pp. 16-17. 
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1. 	CONVINCE OTHERS THAT A BREAKTHROUGH IS NEEDED. 

2. 	 IDENTIFY THE VITAL FEW PROJECTS (INVOLVES 
PARETO ANALYSES). 

3. 	 ORGANIZE FOR A BREAKTHROUGH IN KNOWLEDGE. 

4. 	 CONDUCT AN ANALYSIS TO DISCOVER THE 
CAUSE(S) OF THE PROBLEM. 

5. 	DETERMINE THE EFFECT OF THE PROPOSED 
CHANGES ON THE PEOPLE INVOLVED, AND 
FIND WAYS TO OVERCOME RESISTANCE TO
 
THESE CHANGES.
 

6. 	 TAKE ACTION TO INSTITUTE THE CHANGES, 
INCLUDING TRAINING OF ALL PERSONNEL
 

INVOLVED.
 

7. 	INSTITUTE APPROPRIATE CONTROLS THAT 
WILL HOLD THE NEW, IMPROVED QUALITY 
LEVEL BUT NOT RESTRICT CONTINUED 
IMPROVEMENT- -PERHAPS THROUGH ANOTHER
 

BREAKTHROUGH SEQUENCE.
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ISHIKAWA'S STATISTICAL METHODS 

I. Elemental Stat'stical Method 
A. 	 Pareto analysis (vital few versus trivial many) 
B. 	 Cause-and-effect diagram, also known as the fishbone chart (this, Ishikawa 

points out, is not a true statistical technique) 
C. 	 Stratification 
D. 	 Check sheet 
E. 	 Histogram 
F. 	 Scatter diagram 
G. 	 Graph and Shewhart control chart, also called a statisticalprocess control 

(SPC) chart. 

II. Intermediate Statistical Method 
A. 	 Theory of sampling surveys 
B. 	 Statistical sampling inspection 
C. 	 Various methods of statistical estimation and hypothesis testing 
D. 	 Methods of utilizing sensory tests 
E. 	 Methods of experiment design 

I11. 	 Advanced Statistical Method (using computers) 
A. 	 Advanced experimental design 
B. 	 Multivariate analysis 
C. 	 Operations research methods 

Source: Adapted from Kaoru lsihikawa, What Is Total Quality Control? The Japanese Way, trans. 
David J. Lu (Englewood Cliffs, N.J.: Prentice-Hall, 1985), chap. XiI (TS156.18313). 



APOLLO MOTOR COMPANY, OMAHA PLANT 

THE OMAHA PLANT OF THE APOLLO MOTOR COMPANY 
HAD THE WORST QUALITY RATING OF ANY OF THE 

COMPANY'S PLANTS. BESiDES, LABOR RELATIONS
 
WERE EXCEEDINGLY ACRIMONIOUS AND THE PLANT
 
WAS FILTHY. ATTITUDE SURVEYS OF THE WORKFORCE
 
INDICATED EXCEEDINGLY LOW MORALE. IT WAS CLEAR
 
TO MIKE GARRETT, THE NEW PLANT MANAGER, THAT
 
WITHOUT SOME IMPROVEMENT IN PRODUCTIVITY AND
 
QUALITY THE PLANT WAS SURE TO BE CLOSED WITHIN
 

A YEAR.
 
THE PLANT HAD BEEN MAKING PICKUP TRUCKS 

AND GARRETT KNEW THAT A NEW MODEL OF PICKUP 
TRUCK WAS ON THE DRAWING BOARDS AT APOLLO 
MOTOR'S DESIGN CENTER. THE PLANT THAT WOULD 
ASSEMBLE THIS PICKUP TRUCK HAD NOT YET BEEN 
CHOSEN, BUT GARRETT THOUGHT THAT IF THE 
OMAHA PLANT COULD SOMEHOW SHOW SIGNIFICANT 
QUALITY IMPROVEMENT, IT COULD BE CHOSEN. 

THE TRICK, OF COURSE, WAS HOW TO DO IT. 
HOW COULD HE TURN AROUND THIS PLANT? HOW 
COULD HE INSTILL QUALITY IN THE WORK DONE 
THERE? HOW SHOULD HIS JOB CHANGE, HOW 
SHOULD THE JOB OF HIS SUPERVISORS CHANGE, 
HOW SHOULD THE JOBS OF THE WORKERS CHANGE? 
IF THE OMAHA PLANT WAS TO SHOW IMPROVEMENT, 

IT HAD TO DO SO SOON. 
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EVALUATING PRODUCT DESIGN 

* PERFORMANCE 

* FEATURES 

* RELIABILITY 

• DURABILITY 

* SERVICEABILITY 

• AESTHETICS 

--	 A PRODUCT MAY BE UNDERDESIGNED OR 

OVERDESIGNED 

-- ASSESS "FITNESS FOR USE" 

"DESIGN PROFILING" TECHNIQUE 

HIGHLIGHTS PROBLEM AREAS 

-- QUALITY IS A FLEXIBLE WEAPON 
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EVALUATE AND ENSURE PROCESS CONTROL
 

TYPE OF DOMINANCE CHARACTER SAMPLE PROCESSES PROCESS CONTROLSYSTEM(S) 
Setup Process is stable and Many machine shop First and last piece


reliable: ifsetup is correct, operations, printing inspection

product Is correct


Machine Process subject to some Papermaking. packaging Control charts (such as
 
drift (such as beer), plastics X.R.X.P)
 

Injection molding
Operator Skill of operator is critical to Apparel, fast food service, Control charts (such as,
quality of product, repair shops PC). acceptance sampling
foolproofing important

.Component Process is stable, but Most auto assembly and Incoming inspection,
quality of product is other assembly processes acceptance sampling
dependent on quality of 
components 

QUALITY AND DOMINANCE IN THE PROCESS 

-- CONCEPT OF DOMINANCE 
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Harvard Business School 680-110
 

This case was preparedas the 
basisfor class discussion rather 
than to illustrateeithereffective 
or .aeffective handling of an 
administrativesituation. Some 
names and data have been 
disguised. 

New Balance AthleticShoes 

Tames Davis, president and general manager of New Balance
J Athletic Shoes, arrived at the company's Everett Street offices

in Boston quite early on the morning of January 4, 1978. Although
he always arrived before prduction began at 7:00 A.M., the need 
to review several pressing matters had brought him in even earlier.
Sales for 1977 had been much stronger than anticipated and the
existing one-shift operation at the Everett Street site was producing 

close to capacity. Sales projections indicated further rapid growth,

yet additional capacity would be required if these projections were
 
to be met. A numbe- of alternatives were under consideration and
 
a decision had to be made within the next few days so that addi
tional capacity could be on stream by May. Davis wanted to make 
sure that the capacity decisions took into account the company's
competitive position and long-term strategy. 

Company Background 
The New Balance Shoe Company was founded in Watertown,
 

Massachusetts, in 1906 to produce corrective shoes and arch sup
pcrts. 
 From its beginning the company developed a reputation for
 
craftsmanship. 
 Until the early 1950s New Balance specialized in 
the production of specially designed orthopedic footwear, including
shoes for baseball players and track and field athletes with foot
problems. In 1953 New Balance capitalized on its experience in
producing specially designed athletic footwear by introducing the 
Trackster, a ripple-soled running shoe for men. The unique feature 
of the shoe was its availability in widths ranging from .AA to EEEE. 
At that time running shoes were only available in a single width 
and laces extended all the way to the toe to accommodate feet of 
different widths. It was New Balance's belief that a better-fitting
shoe would be more comfortable and would improve running per
formance. The Trackster gradually developed a reputation for 

Copyright .C1980 by the President and Fellows ef Harvard Crlege 
All rights reserved. No part of this publication may be reproduced, stored inaretrieval system, or transmitted in any form or byanb means without the 
permission of Harvard Business School. Distributed by HBS Case Services,
Harvard Business School, Boston. Mass. 02163. Printed in the U.S.A. 
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New Balance Athletic Shoes 

workmanship and comfort. Knowledge of the 
shoe was not widespread, however, and most 
sales were made by mail order to local high 
school and college coaches. No attempt was 
made to market the shoe and by 1970 about 25-
30 pairs of the Trackster were produced each 
day in the Watertown facility. New Balance 
employed five production workers and running 
shoe sales averaged about S100,000 per year.

In 1971 New Balance was purchased by James 
Davis, a 28-year-old sales manager for a medical 
electronics firm. After graduating from Middle-
bury College in 1964, Davis worked as a sales 
representative for an electronics firm but his 
long-term objective was to own and manage his 
own business. He spent two very successful 
years in sales and was then promoted to sales 
manager. By 1970, Davis felt that he had ac-
cumulated enough experience and capital to dc-
quire his own operation. A friend suggested 
that he talk to Paul Kidd, owner of New Balance 
Shoes, who wanted to sell the business and 
retire. 

The discussions with Kidd were promising. 
A few days of checking with athletic coaches in 
the New England area convinced Davis that 
New Balance had a quality product with consid-
erable potential if marke.ed properly; he said: 
"1I felt that leisure-time products would be a 
high-growth market, and I found that New Bal
ance had a good product. After running in 
them myself I was very impressed with the 
shoe. I got the same reaction from other run-
ners. The company had relied entirely on 
word-of-mouth advertising and I was confident 
that with some marketing, sales could be ex-
panded substantially." Using his own funds 
and a long-term bank loan, Davis completed the 
purchase of New Balance in late 1971 for 
S100,000. 

Figure A 
Organization Chart, December 1977 

Presidebat 
and 

Reorganization under Davis 
Davis spent most of his first year of owner

ship establishing a nationwide sales and distri
bution system. He chose to use geographically 
based sales representatives to insure that the 
unique features of the New Balance product 
would be clearly communicated to retailers (see 
Exhibit 1). As sales expanded, responsibilities 
for sales, personnel, and accounting were grad
uallv delegated to other managers- (see 
FigureA). 

By 1977 production was under the supervi
sion of Bill Holmes, a 1971 graduate of Clark 
University. Holmes had been hired by the pre
vious owner and was retained in the production 
job after Davis purchased the company. The 
sales director was Alfred Northrup, a classmate 
of Davis at Middlebury College. Northrup ar
iived in November of 1976 after working in sales 
for a West Coast ski company. The controller, 
John Lawler, started with the company in 1975 
as a part-time bookkeeper while attending Bent
ley College. The most recent addition to the 
staff was Dot Koss. Koss was initially hired as 
an administrative assistant to Davis but had 
been given responsibility for personnel. She 
had worked as an employment counselor in fed
eral training programs following her graduation 
from Boston University in 1974. 

Market Growth 
With a sales network in place, New Balance 

benefited from a rapid growth in the market for 
running shoes which began in 1973. Limited to 
road racers and physical fitness enthusiasts as 
recently as 1970, running emerged in the 1970s 
as a major leisure time activity. In 1968, for 
example, 600 people officially entered the Bos
ton Marathon. In 1976 there were 2,180 official 
entrants and several thousand additional unof-

General Manager 
James Davis 

F _ I I 
ontroler 
John Lawler 

Production Manager 
BillHolmes 

Personnel Director 
Dot Koss 

Sales Director 
Alfred Northrup 
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New Balance Athfr(lc Shos 

ficial runners. Further indication of interest in tablish objective criteria. In analyzing the flexrunning among the population in general was ibility of the sole, for example, the magazine
the growth of Runner's World, a leading maga- used the following system:
zine for runners. The magazine was started in Good: Shoe bends at forefoot with finger pres
1965 and bv 1970 had a circulation of only 2,000. sure at end of shoe (7-9 points)
By the mid-1970s, however, the monthly circu- Fair: Shoe bends only with a flex of the wrists
lation approached 100,000. A 1977 study put (4-6 points)
the number of serious runners at 2 million, and Poor: Full arm force is required to bend the shoe 
indicated that another 6 mil!ion jogged for fit- (1-3 points)
ness and recreation. (A serious runner was de- In the October 1977 issue, the magazine usedfined as one who ran on a regular training a combination of labortory testing and rank
schedule and who competed in road races. The m
study estimated that 15% of serious runners ings by a panel of experts. The primary criteria 
were women.) used in judging of runningshoes the performancewere grouped into the following three 
Running Shoe Characteristics categories: 

As the sport grew, numerous publications ap- Shock absorption. During a five-mile work
peared to advise the prospective runner on 
 out, each foot will strike the ground over
equipment, schedules, diet, and the like. Al- 2,000 times. Each foot-strike has the force
though themes varied, virtually every publica- of about three times the weight of the body.
tion emphasized the importance of selecting the With insufficient protection, distance run
right footwear. In October 1975 Runner's World ning can clearly lead to serious foot and leg


injuries. The ability of a shoe to absorb
inaugurated an annual shoe supplement that shock in both the heel and forefoot areas
presented a rating of the top running shoes. (A depends on the quality of materials, method
sketch of a typical running shoe is presented in of construction, and the design of the shoe.Figure B; the top 10 shoes for 1975-1977 are pre- Flexibility. The stiffness of the sole and fore
sented in Table A.) In the first two shoe sup- part of the shoe determines the extent to
plements the magazine's staff examined the which the shoe complements the natural
shoes and did the rating. Although the ratings flexing motion of the forefoot during run
were subjective, some attempt was made to es- ning. Shoes with very stiff soles may cause 

Figure B 
Typical Running Shoe Design 

Heel Counter 

iV( Upper 

Outer sole Wedge Midsole Insole 
Note: The sole is made up of three parts: (1) the outer sole makes contact with the ground and is the point of greatestwear: (2) the imnash. and wid'dc provide cushioning and elevate the heel (the degree of heel elevation affects leg stress);and (3) the in.-h is in direct contact with the foot. The ieel counter wraps around the heel, providing support andstability. The upper is the material that covers the toot on the top of the shoe. 
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New Balance Athletic Shoes 

Table A
 
Training Flat Ratings, 1975-1977
 

Ratings October 1975 October 1976 October 1977 

1 Adidas SL 72/76 New Balance 320 Brooks Vantage' 
2 Puma 9190 Brooks Villanova" Adidas Runnerb 

3 New Balance Interval 305" New Balance Interval 305 Nike Waffle Trainer 
4 Nike Road Runner' Etonica Nike LD-000V" 
5 Tiger Nairobi Nike LD-10V00 Etonic Street Fighter' 
6 Adidas Country Nike Waffle Trainer" Brooks Villanova 
7 Tiger Montreal New Balance 220 Etonic KM' 
8 Nike Nylon Cortez Brooks 271-B' New Balance 320 
9 Adidas Gazelle Karhu 2322 Adidas Formula One' 
2.0 New Balance Sp~edter Nike Nylon Cortez Brooks Vanguard' 

Source: Runner's World, October 1975, 1976, and 1977.
 
Note: Given by compam., and model
 
a. Model introduced w-thin the past year. 
b. Model was substantially redesigned. 

foot injuries, while very flexible soles may with headquarters in Beaverton, Oregon.' In
 
provide insufficient support and shock ab- 1974 Nike introduced a training, shoe with a
 
iorption. studded sole designed by Bill Bowerman, track
 

Lateral support. The normal rolling or twist- coach at the University of Oregon. The so
ing motion of the foot can be accentuated called waffle sole achieved widespread accep
during running, leading to injuries to the tance and was widely imi~ated. By 1977 Adidas
 
lower leg and knee. Particularh in the heel was estimated to have 34% of the market, while
 
area, strong, rigid material can provide re- Nike's estimated share was 34.8% (see Table B).
 
straint and reduce turning and twisting as
 
the foot makes contact.
 

In addition to these aspects of performance, Developing the Product Line
 
shoes differed in workmanship and the quality
 
of constructio., in durability, and in overall fit Shortly after purchasing New Balance, Davis
 
and comfort. recognized that the running shoe market was
 

changing. Technical aspects of shoe perfor-

The Competition mance, (e.g., the degree of shock absorption)
 

As the market grew, competition centered on which had concerned a few track coaches and
 
product features with price a secondary factor. road racers, were becoming the key to con-

In the early 1970s the market was dominated by sumer acceptance. While he felt that New Bal-

Adidas, the West German manufacturer. With ance's reputation as a producer of specialty foot
the onset of rapid growth after 1973, a large wear could be communicated, he knew that the 
number of new entrants emerged. Most offered Trackster would have to be upgraded and new 
at least one shoe designed for training and an- models ceveloped for New Balance to compete 
other designed for racing. Racing shoes (often with Adidas, Nike, and other producers of 
called racing flats) were much lighter and more high-quality running shoes. 
flexible, and offered less protection through The first new model, the Speedster, was in
shock absorption. In both racing and training 
shoes, firms sought to enhance product perfor- 1. Adidas was headquartered in the Los Angeles area.Some marketing analysts estimated that 407 of the run
mance through the use of new materials (e.g., ning shoe market was accounted for by runners in the 
nylon to replace leather in the upper part of the western states where running was very popular (North
shoe), and design changes (e.g., adding a flare west. California. Rocky Mountain states). Texas ac

counted for an additional 127r, while sales in the Northto the heel). The most successful of the chal- east (New England and the Mid-Atiantic states, including 
lengers to Adidas was Nike, founded in 1972, Pennsylvania) averaged about 20% of the total. 

v0 
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NewBAlane Ath/ Shoe 

Table B 
Major Competitors, 1977 

Domestic Pairs Average Number 
Sold Wholesale Wholesale Of Market Share 

(000s) Price Dealers (units) 

Nike 2,250 S16.50 4,000+ 34.8% 
Adidas 2,200 18.00 10,000+ 34.0 
Brooks 1,150 12.00 3,000 17.8 
New Balance 255 16.00 1,200 3.9 
Tiger 156 16.00 1,000 2.4
 
Puma" 150 16.00 
 1,000 2.3 
Converse 100 15.00 2,000 1.5 
Ponv 100 15.00 1,000 1.5 
Etonic 60 15.00 500 0.9 
Saucony 50 12.00 1,000 0.8 

Total 6,471 S16.07 na 100% 

Source: Company records 
Note: Data for a number of smaller competitors have been excluded. New Balance figures do not 
include mail-order or foreign sales, which totaled 36,140 pairs in 1977. New Balance estimated that
while 80% of its sales were made to serious runners, the industry average was closer to 70%. 
a. Estimated 

troduced in 1974. Width sizing remained the which had a conventional heel and was ex
company's principal distinctive feature, but tremely flexible. The Interval 305 had a flared 
New Balance followed the industry trend by heel, but was lighter and more flexible than 
attempting to develop shoes with new materials the 320 and could be used for both racing and 
and different designs. Davis commented: training. 

Our approach to development is basically

trial and error. The way we came up with Rapid Growth, 1977
 
our 320 model is a good example of the pro- Spurred by rapid overall growth in the market 
cess involved. In 1975 we knew we needed for running shoes, New Balance sales increased 
a shoe that was distinctive. Over a period from S360,532 in 1974 to S1.3 million in 1976
of about six months I met often with Bill (see Exhibit 2). The rapid growth of sales ne-
Holmes, Roy Teele (then serving as sales cessitated a move from the company's Water
manager), and Tom Flemming, a world-class town facility to a new location on Everett Street
distance racer, to di:.cuss product develop- in Boston where New Balance used only one of 
ment. We discussed various approaches, three available floors. The move was made in
and Tom tried out several prototypes which April 1975 and by the end of the year produc
were not successful. Finally, one of us (I
think it was Roy) suggestud building up the tion had increased to 200 pairs per day. In Oc
heel wedge and midsole to create better tober 1976, New Balance received an added 
cushioning and suggested reducing the boost. Runner's World rated the New Balance 
thickness of the outer sole to reduce weight. 320 the #1 shoe in the world. (The 220 was
Tom liked the idea, but the approach re- rated seventh, while the Interval 305 was rated
quired new materials. After spending a lot third.) Citing its excellent heel and forefoot
of time on the phone and on the road I cushioning, the magazine lauded the 320 as an 
found some excellent material for the outer outstanding running shoe; its availability in all
sole and Bill Holmes located a supplier for widths was an added bonus.
 
the new wedge/midsole. 
 We had a pair The effect of the #1 rating on New Balance's
made up and Tom tested them for us. He sales was felt almost immediately. Shortly after
liked them and the 320 was born the October issue was on the newsstands, New 

in addition to the 320 with its flared heel and Balance began receiving telephone calls and 
cushioning, New Balance introduced the 220 telegrams from all over the world requesting 



New Balance Athletic Shoes 

information and placing orders. Production in-
creased to 500 pairs per day by December 1976 
(see Exhibit 3). The interest in the 320 continued 
throughout 1977. Davis acquired the space on 
the second and third floors of the Everett Street 
plant, and production was rapidly expanded. 
From a rate of 600 pairs per day in January, 
production rose to 1,000 pairs per day in May 
and increased further to 1,625 pairs per day by 
December. In spite of the increased production, 
orders outpaced shipments throughout the 
year, and the company acquired a growing or-
der backlog.proucton By December 1977, Holmes, theanaerestimated that the backlog 
production maager, imated that pas,

amounted to approximately 100,000 pairs. 


Producing the New Balance Shoe 
The rapid growth experienced in 1976 and 

1977 brought the production process and the 
need for expanded output into sharp fccus, 
The challenge facing New Balance in 19777 had 
been to increase production rapidly while main-
taining control over quality. Davis reflected: 

We more than doubled our manufacturing 
space in 1977. For most of the year this 
place was like a zoo. We rearranged the 
work flow, moved departments to different 
floors, tore out old offices to make room for 
equipment and added a lot of new people.
With all the urgency to produce, quality 
could have been hurt. Fortunately, we were 
able to hire experienced shoe workers in the 
key departments like cutting and stitching. 
In the other areas the supervisors did a 
great job keeping things under control. 

The production process at the Everett Street 
facility was divided into seven departments. (A 
diagram of the production process and related 
information is presented in Exhibit 4.) By Jan-
uarv 1978 the departments occupied all three 
floors of the main building. Most activities in 
the production process revolved around the 
last, a theoretically perfect imitation foot, usu-
ally made of wood or plastic. Because of width 
sizing, New Balarce maintained a large stock of 
lasts in all size ranges and widths. The lasts 
were stored on large racks in a central area of 
the second floor. Carts were used to transport 
the lasts through production. 

Cutting department. Materials used in the soles 
(outer, inner, and midsole/wedge) and uppers 
were purchased in large sheets and stored here 
on pallets in the cutting department. The soles 

were cut with two large power stamp cutters, 
while the upper was formed from more than 
twelve pieces of leather and nylon (or nylon
mesh, depending on the model) which were 
produced on eight specially designed pattern 
cutters. The particular sizes and widths to be 
cut on a given day were specified on a weekly 
schedule. Cut pieces were stored in metal bins, 
which were designated by a particular size
width cormbination. The cutting department 
employed 13 people-10 operators and 3 people 
who handled setups and materials. 
Sole making department. The wedge, midsole, and 
outer sole were laminated here using heat-acti
vated cement. The three sole components were 

placed on a conveyor belt, urethane cement was 
applied, and the pieces were joined together. 
The sole then passed through a heating unit 
that reactivated the cement. In the final step, 
the sole was placed in a press for 2-3 seconds 
to establish the bond. 

Stitching departmenL Once cut, the pieces forming 

the upper were transferred to the stitching de
partment. Each stitcher operated a sewing ma
chine specially designed to sew leather and 
other difficult materials. To insure a smooth 
flow of production, material handlers main
tained an ample and balanced inventory of 
pieces at each work station. Work was done in 
batches consisting of materials for 12 pairs of 
shoes. From a quality standpoint, stitching was 
one of the most important phases of the pro
duction process. The nylon and leather pieces 
had to be sewn in precise patterns to create a 

proper fit. Moreover, the durability and ap
pearance 6f the shoe was affected by the quality 
of the stitching. New Balance used erperienced 
stitchers to supervise, inspect, and handle prob
lems. Although completed tippers were in
spected, the supervisors checked the length of 
stitch and fitting points while work was in prog
ress. They attempted to correct problems and 
deal promptly with production difficulties (ma
chine breakdown, improperly cut material, and 
the like). 
Batching department. Completed uppers were 
taken to the last storage area where they were 
placed on the batching carts. A cart ready for 

further processing contained 12 pairs of fully 
sewn uppers, 12 pairs of lasts, 12 pairs of in
soles, and 12 pairs of outer soles. The insoles 
were stapled to the lasts. 
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Lasting departmenL Here, the upper was placed spend with the production workers as an im
on the last and attached to the bottom of the portant part of the process."

insole in two stages. In the first stage, the toe
 
was lasted using an automatic cement lasting 1978-1981 Forecast
 
machine. The operator positioned the upper on In light of the growing backlog at New Bal
the last and placed the shoe in the pincher bed. ance, Davis had met with Northrup in Novem-
The material was clamped and pulled down ber and asked him to prepare a forecast for the
around the toe of the last and two extruders next four years. The forecast would then be
deposited thermoplastic cement between the used to evaluate alternatives for meeting future 
upper and the bottom of the insole. The bottom production needs. 
of the last was then firmly clamped for a few Northrup had identified several sources of
seconds. After all 12 pairs had been toe lasted, uncertainty about future growth. First, he felt
the cart was transported to the heel and side that the market would not continue to grow as
lasting machine where a similar process com- irapidly as it had in the past three years, but he 
pleted the binding of the upper to the insole, was unsure when the slowdown would occur. 
Making department Heat-sensitive cement was ap While it appeared that running was not a pass-Mainedbyhnto Hatsesitve cetmenas aop- ing fad, the size of the potential market was 
them for sole laying.plied by hand to Extreme care was highly uncertain. were new runnersthe shoe bottoms to prepareneces- hilyucranNoolywenwrnesNot only 

sary in this application so that no cement 
was entering the market each year but more and 
placed on the upper. Then, operators attached more people were moving from casual running
the sole to the last using a sole laying machine. forf n t o nseriouswi 
The soles were first placed on a circular tray program and competition. Some observers ex
which rotated through a small heating unit. pected the number of serious runners to in-
After heating, the soles were fitted to the bot- crease as much as 35% per year over the next 
tom of the last and placed in a clamp to establish r years, even without any change in the pro
a uniform bond. Excess material was then portion of women. It was estimated that a se
trimmed from the soles using a grinder. Soles nous runner averaged 60-70 miles per week. 
were rarely cut to the exact taper and size Since the sole on the average training flat began 
needed and the trimming operation helped to to wear out after 700-1,000 miles, a serious run
give the sole the right flare for the particular ner could expect to purchase 3 or 4 pairs of 
model. Because trimming also affected appear- shoes a year. Northrup felt this estimate of 
ance, each shoe was inspected for abrasions. replacement demand was too high since many 

runners repaired worn soles or had shoes re-
Finishing depariment. Shoes were brushed, built. He felt that .2 or 3 pairs per year was 
cleaned, and put through a final inspection be- more realistic. 
fore being packed in this final production step. A second factor contributing to uncertainty

Although New Balance used the best tools was the growth of running-among women. Theand equipment available, Davis felt that the op- female runner had not been a major factor in 
erators were the key to top-quality production. sales, but Northrup had evidence from the sales
He believed that morale problems could se- representatives that demand for women's mod
verely hurt the quality of work in the plant. els was starting to pick up. New Balance had
Each month Davis met with groups of employ- introduced a 320 for women in 1977 (rated #8 
ees to answer questions and to explain devel- in the October 1977 ratings) and if women en
opments in the company. 'He visited the pro- tered the market in substantial numbers, the
duction departments often and made an effort forecasts could be quite conservative. A recent 
to know workers by their first names. He com- analysis had concluded that women would ac
mented on the importance of the work force: count for as much as 30-35% of the serious 
"There is a tremendous emphasis on quality in runner category by 1981.
the market, and we work hard to make sure The final source of uncertainty was the insta
that each pair we produce meets high stan- bilitv in market shares that had characterized 
dards. I think one of the important factors in the industry in the past few 'ears. It was 
our good record on quality is the effort we make Northrup's view .hat Adidas had lost consid
to get good workers, train them, and keep lines erable market share with the onset of rapid
of communication open. I regard the time I growth and the entrance of several new com
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petitors between 1972 and 1975. Nike was the 
biggest factor, but even smaller firms like New 
Balance, Brooks, and Etonic seemed to have 
grown faster than the overall market. Brooks,
for example, had the #2 rated shoe in October 
1976 (the Villanova), and its new Vantage model 
was rated #1 in October 1977 (the Villanova was 
rated #6). Joining a growing trend, the Brooks 
models were available in three widths (narrow,
regular, wide). Davis expected Brooks to gain 
share because of its successful product devel
opment.

Northrup knew that Jim Davis wanted to in-
crease New Balance's share, but just what kind
of increase to introduce in the forecast was un-
clear. He remarked: "We were hitting capacity
limits all during 1977. 1 firmly believe that if 
capacity had been available, our wholesale vol-
ume would have been close to one million 
pairs." 

The company's top model (95% of sales), the 
320, however, had fallen from first to eighth in 
October 1977 Runner's World rankings, and the 
impact on the market was not yet apparent.
Moreover, the 220 had fallen from seventh to 
twentieth, while the Interval 305 (third in 1976) 
was not even covered in the published ratings 
(only the top 25 models were presented). The 
Trail, a new training shoe with a studded sole, 
was rated twenty-fourth. In light of these de-
velopments, Northrup thought a goal of 7% 
share of the market was reasonable. He ex-
pected all of the gain to come during 1978, after 
which a 7% share would be maintained, 

A further potential source of growth was in-
ternational demand. New Balance had sold a 
small number of shoes (6,000 pairs) in the in-
ternational market during 1977, mostly to top
distance runners. Early reaction had been very
favorable and Davis ielt that demand would 
expand rapidly if a sales network was estab-
lished. He felt that especially in Europe, run-
ning was two to three years behind develop-
ments in the United States. Despite the 
dominance of Adidas and Puma, Davis believed 
that New Balance could obtain a substantial 
share of the growing market with a major effort. 
(Both Adidas and Puma were based inWest 

Germany.) Because no commitment had been 
made, however, international sales of only
30,000 pairs had been used for planning pur-
poses. 

The 1978-1981 estimates developed by the 

marketing department called for substantial in
creases in volume (see Exhibit 5). Alfred North
rup commented: "Given the uncertainty we 
face, the sales goals we have established for the 
next four years reflect a fair bit of guess work. 
There is no industry association to collect data 
and the available information is pretty sketchy.
Basically, we have relied on the judgments of 
our sales representatives in the field, and our 
own intuitive assessment of the market." 

Options for Expansion 

With orders outpacing production through
out 1977, Davis had investigated alternative 
sites for potential expansion of capacity. After 
reviewing the situation at Everett Street, he de
cided against adding a second shift or making
extensive use of overtime. Overtime had been 
used moderately during the peak production
periods, but many of the stitchers were women 
who did not like to work more than 3 to 4 hours 
of overtime per week.* In the course of review
ing the second shift option, cost estimates had 
been developed. Holmes estimated that labor 
costs on the second shift would be 10-12% 
higher, primarily because of a shift differential, 
but also because of reduced productivity. On 
the other hand, manufacturing overhead would 
be as much as 5-8% lower because some costs 
included in overhead were fixed. Additional 
space for storage of materials could be leased at 
an annual cost of 50.75 per square foot. Holmes 
estimated that 8,000 square feet would be re
quired. 

Davis felt the second shift had several draw
backs: 

Running a second shift would create in
ventory problems, particularly of raw mate
rials. We probably would have to find addi
tional warehousing space. But I feel the 
biggest problems with a second shift are 
people problems. Good stitchers, willing to 
work at odd hours, are hard to find, and 
there are always problems when two stitch
ers share a sewing machine. Finding
would not be easy.enough good supervisors to staff a full shiftMv"biggest concern,
 
however, is that a second shift would put
 
too many people in one facility. When
 
there are so many people that the employ
ees do not feel a part of the company, mo
rale is likely to deteriorate. The last-thing I 
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want to do is create a situation where dis- sites, he obtained information on several areascontent and perhaps even unionization in the Southwest, but he was particularly imcould result. pressed with the business climate in Texas. 
With the second shift option rejected, Davis Several locations (e.g., Dallas-Fort Worth, Aus

focused his attention on alternative sites for a tin) were regarded as suitable. Advantages lay
new facility. He had originally looked only in in lower operating costs and the absence of state 
eastern Massachusetts, but he had becomein- taxes on corporate income. The effective Mas
terested in potentially locating in the south- sachusetts state tax rate on New Balance's inwestern United States. come had ranged from 4.5% to 6.5% in the past

two years (the effective federal rate had aver-
Lawrence, MassachusettsTeLawrence c aged 30%). Expenditures for equipment wouldThe tsn invo d cbe identical to the Lawrence option. Davis hadLawrence option involved converting a found that a production facility similar to the 
warehouse then under lease to New Balance 
into a shoe production facility. New Balance one in Lawrence (40,000 square feet) could be

leased at a cost of about S0.95 per square foot.used the warehouse to store raw materials, The term of the lease was likely to be 8 to 10many of which were purchased from suppliers years. And while materials and manufacturingin he Lawrence area. The warehouse was lo- overhead would be somewhat higher than Lawcated about 20 miles north of the Everett Street rence because of the distance from Boston, theplant and occupied 43,000 square feet on one labor market in Texas was quite attractive. Tak
floor. The facility was large enough to support ing into account the lease costs as well as freight
production of 3,000 pairs per day. Davis had charges, Davis estimated that materials and 
determined that the toeahnewwas three-yeardlease,3withhigher.
 
was willing to sign a new three-year lease, with 


owner of tle warehouse overhead costs would be 2-3% h 
Unions were not strong, and Davis estimatedan annual cost of SO.85 per square foot. The that wage rates for the kind of workers he excost of equipment was estimated at S100,000. A pected to employ were about 25% lower than

series of discussions with the economic devel-opmetin aencawrncehad inBso.Atuguemly ntresweeveledthe in Boston. Although unemployment rates wereopment agency in Lawrence had revealed the much lower in Texas than in Massachusetts,city's willingness to assist the company in open- Davis had been assured by state officials thating a new facility. Davis felt confident that New acquiring skilled operators would not be a prob-Balance could obtain assistance with licenses, lem. Moreover, a check of government statisutilities, and the like. Operating costs were ex- tics revealed that just over 70,000 people werepected to be lower in Lawrence than they were employed in the apparel industry in Texas,in Boston, largely because of lower labor costs. compared with 42;000 in Massachusetts. Ap-

Davis felt that material costs and manufacturing parel production used many,of the cutting and

overhead would not be much different in Law- stitching skills required in 
 hoe manufacturing.rence even after considering the new lease ar
rangements. Wage rates, however, were esti- The International Situation
 
mated to be about 10% lower than rates in

Boston. 
 The closing of several shoe factories in In addition to inreasing domestic capacity',the Lawrence area throughout the 1960s and Davis had given considerable thought to the1970s had resulted in the unemployment of a p of producing .:' Europe. He felt thatlarge number neither subcontracting nor domestic exports ofof relatively experienced shoe fered the strategic advantages of foreign
workers. It was felt that obtaining a comple- duction: 

pro

ment of experienced stitchers and operators
would not be difficult in light of the relatively A lot of Europeans look on U.S. compadepressed state of the labor market in the Law- nies as lacking commitment to the European
rence area. market. If we can achieve a European iden

tity, I believe it would be very significant in
The Texas Option terms of further expansion. Few of ourcompetitors have a European plant, and ex-Davis had been intrigued with the possibility cept for Adidas and Puma, none of them
of locating a facility, in the Southwest for some are very big in Europe. I think Europe istime. In the process of looking for alternative two to three y'ears behind the U.S. in terms 
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of growth in running. If we can get in on 
the ground floor, we could achieve a signifi-
cant competitive advantage, 

The most attractive European option Davis 
had developed was a shoe factory in Ireland. 
The company owning the factory had decided
to close and was looking for a buyer. The es-
timated cost of the 30,000 square foot facility 
was 5420,000, including 590,000 in machinery.
The facility's capacity was estimated at 2,500 to 
3,000 pairs per day. The Irish Development 
Agency had offered a grant of 40% of the pur-
chase price, as well as S240,000 in training 
grants over three years. The estimated average
hourly wage in Ireland was 51.75, although 
Davis had been told that productivity would be 
20-25% below the Everett Street operation. Dis-
cussions with the owner of the shoe factory in 
Ireland had suggested that overhead costs (in-
cluding depreciation) would be similar to those 
New Balance was experiencing in the United 
States. Because of additional freight charges,
material costs per pair would be higher; a 3-4% 
increase was likelv. 

As part of its industrial development pro-
gram, the Irish government had declared a tax 
holiday until 1990 for firms newly locating in 
Ireland to produce for export. By producing in 
Ireland, New Balance could also avoid the 6% 
tariff on goods entering the Common Market 
from the United States, as well as the S1.00-per-
pair freight cost. Furthermore, export to the 
United States might be feasible, 

The Decision 
After reviewing the plant location issues on 

the morning of January 4, Jim Davis met sepa-
rately with Alfred Northrup and David Bates, a 
member of the New Balance board of directors 
and a partner in a Boston accounting firm. 
Bates was particularly concerned about over-
expansion: 

Look, Jim, you've had a good year and 

1978 looks like it will be even better, no 

matter v%hat you decide to do on the new 
plant. There's still room to expand capacity
at Everett Street either with a limited second 
shift or by using some of the material stor-
age area. I'm worried that going to a multi-
site operation right now will stretch you too 
thin. If you try to grow too fast, quality
could be hurt and you might lose a lot of
what you've worked for. I'm also con-
cerned about competitive reactions in the fu-

ture. Prices will become more important
and at least some of the larger sporting
goods companies are bound to enter the 
market at some point. I'm not sure how wewill need to compete in that kind of envi
ronment. 

In contrast to Bates's view, Northrup was en
thusiastic about expansion in the West: 

I think the idea of locating a plant closer 
to the West Coast has great merit. Al
though I'd rather have it in California, I un
derstand that costs would be higher there. 
Even in Texas, there will still be an alvan
tage. Running is much bigger in the West 
than in the East. We really haven't hit that 
market as hard as we should, and I'm sure 
we could increase our market share with a 
new plant out there. Sales reps and dealerson the West Coast are always complaining
about delivery problems. As far as the Eu
ropean thing goes, it's got great potential, 
but I'm not sure now is the right time, 
given the confirmed opportunity in the 
West where we've already got an estab
lished dealer network. I think our first 
"foreign" plant should be in Texas. 
As he reflected on his conversations with 

Bates and Northrup, Davis wondered how 
much weight to give each of the factors. He 
commented on the forthcoming decision: 

Six years ago when we started this com
pany, there were five employees. We 
hardly made any money at all. Now weproduce one of the best running shoes in 
the world, and the company is on the vergeof becoming very profitable. I know we 
have a very good thing here, and a lot of 
other people feel the same way. Almost 
even, day I get a call from someone offering 
me several million dollars for the company.
I have no intention of letting the opportuni
ties get away from us through bad deci
sions. An established position in runningshoes could provide the base for diversifica
tion and expansion into related markets. I
 
see New Balance emerging as a major corn
petitor in the athletic footwear industry. We
 
have a solid future as long as we don'i for
get the things that got us to this point in the
 
first place. I think the decision on capacity

is an important one. It will set a pattern for
 
us over the next several years. Along with
 
Dave Bates, I'm concerned that we don't get

spread too thin, but I can see the advan
tages Alfred is excited about in the South
west. I also think the European situation is
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very promising. It's clear to me that in 
making the decision I'm going to have to 
think carefully about our strengths and 
weaknesses, and where the company
should go in the future. 
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Exhibit 1 
Sales by Region, 1977 

Total Pairs Total Sales 

Sales Region Number of Dealers (00S) (SOOO5j 

Northwest 32 7.2 S115.6
California (includes Hawaii) 196 56.7 911.1Rockies 70 10.0 160.7Wisconsin/Minnesota 100 16.3 261.8 
Texas 104 29.0 466.0Midwest 118 31.8 494.9
New England 185 32.7 525.4Mid-Atlantic/New York City 172 35.6 52.0New York/Western Pennsylvania 25 6.5 104.4
Southeast 150 22.0 353.5Missouri/Kansas 45 7.2 115.6

Total 1,197 255.0 54,081.0 

Exhibit 2 

Earnings Statement, 1973-1977 

:973 1974 1975 1976 1977 
Sales S221,583 5360,532 $577,491 S1,322,814 $4,658,308" 

Cost of Goods Sold 
Inventorv., january 1 
Materials 
Direct labor 
Manufacturing overheadb 
Less: Inventory, December 31 
Cost of goods sold 

40,752 
40,403 
51,048 
29,699 
51,983 

109,919 

51,983 
82,680 
67,975 
61,407 
63,879 

200,166 

63,879 
138.227 
97,433 

116,660 
74,436 

341,763 

74,436 
372,962 
241,068 
201,530 
143,290 
746,706 

143,290 
1,346,164 

805,093 
701,469 
476,564 

2,519,452 

Expenses
Selling . 

Administrative 
Earnings before taxes 

34,534 
61,191 

515,939 

78,111 
73,183 
S9,072 

117,495 
85,732 

S32,501 

227,806 
215,223 

S133,079 

715,913 
668-733 

S7-4,210 

a. Revenues for 1977 included mail-trder and international sales.b. Included indirect labor, depreciation, insurance, light and power, maintenance, and employee benefits. 
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Exhibit 3 
Monthly Production, January 1976-December 1977 

Pairs Produced 
1976 Average 1977 Arrage
Total Daily Rate Total Daily Rate 

January 3,453 157 13,520 644 
February 4,335 215 13,754 688 
March 6,794 295. 20,463 890 
April 5,488 249 18,692 890 
May 6,048 288 22,868 1,039 
June 7,591 345 29,876 1,358

tJulyb 3,863 176 17,214 820' 
August 6,977 317 24,986 1,086 
September 9,600 436 36,432 1,656 
October 9,682 461 29,826 1,420
November 10,092 459 33,124 1,506 
December 11,903 518 35,815 1,628 

Source: Company records 
a. The average daily rAte was based on actual days worked. 
b. The annual 2-week vacation was scheduled in July. 

Exhibit 4
 
Department Process Flow and Production Data, December 1977
 

Process Flow 

a. Work in progress 

Production Data 
_ ttinole__ithiSokLasting Making Finishing i 

Cutiglicatn Sole LayinS orid 

1. Capacity (pairshour) 2'50 235 225 203 210 210 275 240 2302. Production workers 10 3 15 57 16 7 8 7 19 

3. Supervisors 1. 1. 1 3 1l' 1 1t' 
4. Average hour]' 

earnings 55.00 S5.00 53.00 S3.35 53.40 53.30 53.50 53.50 S2.80 

Source: company personnel 
a. One per-on supervised all workers in the cutting department.
b. One person supervised all workers in the making department. 
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Exhibit 5 
Domestic Sales Forecast 
Wholesale Units (thousands of pairs) 

1977.Model 	 (actual) 1978 1979 1980 1981 

Training 
220 1.5 .
305 
 4.0  - -
320 .243.0 400.0 340.0 150.0
 
320W 
 - 100.0 250.0 150.0 
Trackster III 1.5  - -
Trail 2.0  - -
Trail 355' - 140.0 150.0 105.0 131.0 
Trail 355 W - 40.0 50.0 60.0 56.0 
New Trainerb - - 50.0 345.0 600.0 
New Trainer Wb - - 10.0 240.0 450.0 

Racing 
Cross Country 	 0.5 20.0 30.0 - -
Supercomp 2.0 30.0 30.0  -
New Racerb - - 60.0 135.0 146.0
New Racer Wb 

 - - 15.0 19.0 
Total Pairs 255 730 970 1,200 1,402
Average Wholesale Price S16.00 $18.00 $19.50 $21.50 $23.00 

Note: Data for 1977 exclude mail-order and international sales. For planning purposes, New Balance assumed a level ofinternational sales of 30,000 pairs for the years 1978-1981 (this amount is not included in the above totals). Of thisamount. 14,700 were allocated to Europe, which was about 1%of the European market in 1978. 
a. 	 The Trail 355 was a studded-sole training shoe that embodied the basic design of the 320 and was scheduled to be

introduced in 1970. It was designed to replace the original Trail model.b. 	 These are composite categories. The specific models to be introduced had not been developed at the time of the
forecast; thus, the figures could include the sales of one or more models. 
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Case 15* 

Ontario Packaging 

"It looks to me that we are agreed. The process investment proposalsbefore us are sound in principle Providing we can increase throughputfrom present levels by some 40 percent, as indicated in the supportingdetails. I know this is no easy task, but all market segments are gettingmore difficult and, if we are to survive and maintain current performancelevels, then this type of challenge will be illustrative of many future corporate decisions. From these initial discussions it appears that the extravolume is available, even though it places a greater emphasis on price.The new process will help, in part, to reduce costs, but higher volumesare essential if we are to maintain the group's payback requirements, andprotect the above-average return on investment performance we haveachieved in the past." Norm Phillips, Chief Executive Officer of OntarioPackaging, was summing up a meeting on manufacturing investment proposals, which was intended to be the initial phase of a modernizationprogram within the company. 

ACKGROUND 

Ontario Packaging ispart of Texet Industries, a large group of companieswith diverse interests in food, cosmetics, engineering, and toys, besidesa growing stake in retail holdings and other non-manufacturingnesses. Taken busiover in 1984, Ontario Packaging is nowpackaging companies within the Group, but the first within the Province. 
one of several 

Having given the company time to settle down within the new corporate structure and allowed Norm Phillips to gain an understanding of thebusiness since his transfer from within the Group, some twelve months 
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before, the Executive Group of Texet had recently asked the company toreview its position. The review was to include an assessment of its currentmarkets and to include any future process investment proposals itthought to be necessary with an indication of why they should take place,the anticipated impact on the business as a whole, and on the variousreturn on investment measures used within the Group, in particular. 

MANUFACTURING 

Ontario Packaging produces a fairly wide range of :artons and otherforms of packaging. Its manufacturing capability comprises various formsof printing, laminating, cutting, creasing, glueing, and other auxiliaryprocesses, together with awhole range of in-house support functions.The investment proposals under review concern replacing current laminating equipment with an up-to-date process which would provide thesame capability (see Exhibit 1). The cartons which use this process account for some 30 percent of total production volumes (standard machinehours). At a cost of $2.5 million, the investment would give labor, material, and other savings to provide a payback of 6.5 years on currentvolumes. However, in order to meet the Texet investment payback normof four years it would necessitate increasing current ales revenue forthese cartons by some 40 percent. It is this higher level of volumes onwhich the investment proposals have been based.Besides the basic gains accruing from increased throughput speed (aprincipal source of savings) and reduced material wastage, the newprocess wouid offer few additional technical advantages (setup times weremarginally faster), other than those associated with the reduced performance on existing processes resulting from wear and tear with age.While the utilization of the current process was less than 60 percent,the target set in the proposal for the new investment was 80-85 percent,
based on higher volumes. 

MARKETING 

"Ontario Packaging has. over the years. increasingly positioned itself inthe higher quality end of all its markets," explained Rod Shaw, the Marketing Director. who has been with the company for over 15 years. "Thecartons under review are no exception. While the technical features ofthe final carton are slightly less demanding than many of the rest of theproduct range, there is the same demand for high, reliable quality. Whilethe manufacturing process currently used is able to consistently providethe quality requirements of our products, no doubt the new process will-nable us to achieve these more easily. 

--ALf
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EXHIBIT 1
Details of the Investment Proposal under Review 

As part of a strategy to upgrade its processes (as well as increase itsprocess, capability where appropriate) Ontario Packaging was proposingto invest in a state-of-the-art laminating process, which would replacethe existing process capacity. Currently, some 30 percent of the totalproduction volumes (standard machine hours) were laminated.The new laminator would offer significant savings in direct labor(through reduced manning), lower material costs within the laminatingprocess, and a reduced maintenance bill (with, however, a correspondingincrease in r!epreciation costs).However, in order to achieve the group payback norm of four years,the company would need to increase its sales of laminated products byabout 40 percent on current levels.While setup (or make-ready) times for the new process were similar tothe existing equipment, throughput speeds were more than twice as fast.The order quantities currently processed averaged about seven hours andranged from 2.0 to 60.0 hours.Current sales were split roughly half and half between those whichwere not price-sensitive and those where price was an order-winningcriterion at some level. However, the latter orders varied in their degreeof price sensitivity, with two thirds of this segment where price was givena weighting of 20 points or less.It was recognized that the proposed increase in sales of laminatedproducts of about 40 percent of current levels would be achieved in segments where price would increasingly be the important order winner.The company, although recognizing that this would require significantsales effort, has identified the segments and customers that are availableand consider the achievement of these higher volumes to be a realistictarget within the required timescales.Notes: I. 	 Laminations consist of sheets of material (varying with individualspecifications) that are glued together.2. Due to space restrictions and to maintain the current, sensible flowof materials through the manufacturing process, the proposed new3. 
process will be installed where the existing equipment is positioned.The current equijment comprises two machines and is run on a two.shift basis. It is also proposed to run the single replacement processon a two-shift basis. 

"A recent marketing survey the relative importancepurchasing criteria to carton users revealed that in the segment to which 

on 
of different 

this investment proposal relates, providing prompt quotations and samples, together with high delivery reliability and a willingnessschedule changes, 	 to meetare critical features and ones which our company hasproved to be better at providing than our competitors. This representsthe view our customers expressed in the survey. 



Case 15 Ontario Packaging 

"While price is not an important factor in winning current orders forthese products, it would increasingly be so for the new orders we wouldneed to secure to achieve the additional volume called for by the outputlevels underpinning the process investment proposals being considered.However, to compensate we would be moving into higher volume orders,which would reinforce the gains inherent in the new process in terms ofthe cost savings available, while obviously providing the overall volumelevels associated with the whole proposal. I know we can get these additional orders, providing the price is right and we maintain all the otherfeatures of the product and necessary levels of customers service. It's atall order, so to speak, but I know we can do it." 
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Session I 
STRATEGIC LOGISTICS 

01/27/92 

Introduction 

II. Logistlcal development and future 

A. Dynamic polltcal/legal environment 

B. Technology explosion 

C. Industry - business structural change 

D. Boundary spanning - Internal, supply chain, global 

Ill. Logistics process management 

A. Customer focus marketing 

B. Time based competition 

C. Competitive benchmarking 

D. Supply chain Integration 

E. Performance evaluation 

IV. Supply chain management 

A. The concept 

1. The planning and execution of Internal and external 
logistics Pctivlties as a single process focused on 
customer success 



2. 	 Supply chain management is a camprehensive concept
capturing objectives of functional integration and 
strategic deployment as a single managerial process 

B. 	 The vision 

1. 	 Information requirement flow 

2. 	 Value-added flow 

C. 	 Operating objectives 

1. 	 Maximum response 

2. 	 Minimum variance 

3. 	 Minimum Inventory 

4. 	 Maximum consolidation 

5. 	 Quality 

6. 	 Life cycle support 

D. 	 Barriers to supply chain management 

1. 	 Traditional command and control functionalorganization 

2. 	 Inventory ownership 

3. 	 Information and financial system focus 

4. 	 Knowledge transfer 

V. 	 Launching logistics as a strategic resource 

A. 	 Focused service to customer segments 

B. 	 Emphasis on flexibility 



C. Leveraging through alliances 

VI. Summary 
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Session 2 

DISCUSSION NOTES 
Channels of Distribution and Logistics 

Introduction 

Definition of channel of distribution 

A. Who Is Involved? (consumer channel) 

1. Manufacturing enterprises 

2. Wholesaler enterprises 

3. Retailer enterprises 

4. Transport enterprises 

5. Consumers 

B. Industrial channel 

1. Manufacturing enterprises 

2. Brokers 

3. Manufacturers agents 

C. What Is Interdependence? 

D. What functions are Involved? 

E. What are channel outputs? 

1. Price/product offering 

2. Spatial convenience 

3. Lot size 



4. Delivery time (waiting) 

5. Product variety 

III. What is the economic justification of channels of distribution? 

A. Direct and Indirect distribution 

B. Economic advantage of middlemen 

1. Breaking bulk 

2. Assorting 

3. Routine transactions 

4. Minimize search costs 

C. Strategic aspects 

1. Market access 

2. Market acceptance 

IV. Channel management, focus on the strategic placement of 
inventories 

A. One direction flows 

B. Principle of postponement 

C. Benefits of channel alliances 

1. Minimize transaction costs 

2. Just in time concepts 

3. Increased customer service 

V. Summary 



Session 3
 
CUSTOMER SERVICE
 

1. 	 Introduction 

II. 	 What is customer service? 

A. 	 A complaint department 

B. 	 A performance expectation 

C. 	 A corporate philosophy 

D. 	 Customer service Is a process for providing significantvalue
added benefits to the supply chain in a cost-effective way 

III. 	 Relationship of marketing and logistics 

A. 	 Where dcoes logistics fit? 

1. 	 The right arm of marketing 

2. 	 As part of the product offering 

3. 	 As part of place/distribution 

B. 	 How marketing decisions can effect logistics 

C. 	 How logistics decisions can effect marketing 

D. 	 Customer-driven rather than production-driven 

IV. 	 Service objectives 

A. 	 Customer service elements 

1. 	 Product availability 

2. 	 Order cycle tme 



3. Ability to handle the special or unusual 

4. Logistics system information 

5. Post-sale support 

B. The firm's capabilities to deliver 

V. Customer Expectations 

A. External customers 

B. Internal customers 

C. Local vs. global expectations 

VI. Setting customer service policy 

A. Who are the customers? 

B. Which ftctors are relevant to each group? 

C. Which faclors are critical to the relationship? 

D. How does the firm rate itself on these factors? 

E. How does the customer rate the firm on these factors? 

F. How does the customer rate the competition on these factors? 

VII. Summary 

A. Trends In customer service 

B. Some guidelines 
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TRANSPORTATION 

01/27/92 

Introduction 

II. Economic characteristics 

A. Participants 

B. Cost structures 

C. Transportation pricing 

1. Cost based 

2. Demand based 

III. Modal characteristics 

A. Modes 

1. Rail 

2. Motor 

3. Intermodal 

4. Package
 

.9. Economic
 

C. Selection criteria 

1. Cost 

2. Time 



3. Reliability 

4. Capability 

S. Accessibility 

6. Dependability 

7. Securet, 

IV. Transportation strategy development 

A. Market requirements 

B. Alternatives 

1. Private 

2. Public 

3. Alliance 

C. Evaluation and selection 

V. Summary 



Session 5 
INVENTORY DYNAMICS 

Introduction 

II. Inventory cost and its strategy Impact 

A. Carrying cost 

B. Inventory responsibility 

1. Levels and turns 

2. Impact on profit and loss 

C. Inventory Influences on strategy 

1. Inventory-transportation trade-offs 

2. Stocking policy and locations 

Ill. Inventory trade-offs 

A. Service objectives 

B. Uncertainty 

1. Demand and forecast 

2. Communication 

3. Cycle time 

C. Lot quantity 

1. Order quantity 

2. Replenishment mode 



D. Stocking policy 

1. Locations 

2. Target levels 

IV. Service refinements 

A. Define relevant measures 

B. Set targets by segment 

V. Information refinements 

A. Model for refinements 

B. Refinement examples 

VI. Operations refinements 

A. Production/order quantities 

B. Transport modes 

C. Cycle times 

VII. Stocking policy refinements 

A. Inventory centralization 

B. Safety stock targets 

ViII. Implementing an inventory strategy 

A. Product classification (ABC) 

B. Strategy definition 

IX. Summary 



Session 6 

CASE EXERCISE
 
Logistics Management
 

Eastern Europe
 

Background: 	 The Intent is to have the class identify current and real 
world logistics problems from individuals in the class,
work them into a typical 'definition o the problem" 
format, and have the class develop recommended 
solutions. 

Process: 	 After the first day of instruction, students will be asked 
to Identify representative problems related to logistics
which they have recently encountered. These can range
from unreliable sources of supply, transport problems,
communication Issues, or anything within the realm of 
logistics. Students could also identify Issues which 
represent opportunities such as alternatives for 
Investment in logistics facilities or potential changes in 
tho various logistics decisions of the firm. 

Format-	 Problems should be Identified in the following format: 

How the problem or opportunity is perceived by the 
decision maker. 

Any available background information on ths nature of 
the enterprise, such as what its objectives are, who Its 
customers are, how its success is measured, and 
whether it has been successful according to those 
measures. 

What are the perceived costs and benefits of the 
problem or opportunity from the perspective of the 
decision maker? 



Who else may be involved in this problem or 
opportunity? For example, does any other interest need 
to cooperate with the decision maker in order for this to 
be successful? 

Process: 	 Faculty will review the material submitted by the class 
and select those situations that represent the greatest
promise for classroom discussion. The class will be 
asked to define the nature of the problem and Identify
all available alternatives. Following this, the class will
be asked to evaluate alternatives and arrive at some 
recommended action. 



Session 7 
LOGISTICS OPERATIONS 

1. 	 Introduction 

II. 	 Order cycle management 

It. Elements of order cycle time 

1. 	 Order taking 

2. 	 Order processing 

3. 	 Order fulfillment 

4. 	 Transit time 

5. 	 Import/export operations 

B. 	 Reducing order cycle time 

III. 	 Demand management 

A. 	 Smooth vs. variable demand 

B. 	 Work with customers to smooth demand variation 

1. 	 Spread delivery schedules 

2. 	 Get customer forecasts or production schedules 

IV. 	 Postponement 

A. 	 Delay commitment to latest possible time 

B. 	 Savings in finished goods investment and value added 



V. Substitution 

A. Why send something other than what was ordered? 

B. Prior agreements with customers on possible substitutes 

VI. Consolidation 

A. For transportation savings 

B. For storage savings 

C. Kinds of consolidation 

1. Temporal 

2. Spatial 

3. Product 

D. Effects on transit time and cost 

VII. Value-added services 

A. Functional shiftability 

B. Specialized services 

C. Which ones performed where? 

D. Information technology 

VIII. Summary 
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LOGISTICS INTEGRFTION 

01/27/92 

Introduction 

Ii Systems analysis 

A. 	 Concept definition 

B. 	 Besic components 

C. 	 Principles of analysis 

1. 	 Total sys~m performance Is singularly Importart 

2. 	 Components or paria of system need not have optimum 
construction 

3. 	 A functional relationship exists Nitween components 
call trade offs which may enhance or hinder system
performance 

4. 	 Components linked together In a balanced system will 
produce greater end results than the sum of Individual 
components 

D. 	 Key trade offs 

1. 	 Cost to cost 

2. 	 Cost to service 



III. Transportation nost integration (spatial) 

A. Activity based costs 

B. Basic economies 

1. Economy of sLze 

2. Economy of distance 

C. Generalized relationship 

IV. Inventory cost Integrations (temporal) 

A. Activity based costs 

B. Basic economies 

1. Single location 

2. Multiple location 

C. Generalized relatonehip 

V. Total cost - service Integration 

A. Minimum total cost assignment 

B. Threshold service capability 

C. Cost revenue Impact strategios 

D. Performance Improvement short cuts 

VI. Summary 



Session 9
 
ORGANIZATION/ADMINISTRATION
 

Introduction 

II. 	 Logistics activities 

A. 	 Production planning 

1. 	 As a separate function 

B. Functions performed outside the firm (outsourcing) 

1. 	 Reasons for outsourcing 

2. Managing third party relationships 

Ill. Logistics responsibilities 

A. 	 Inside the firm 

1. 	 Relating to other functions within the firm 

2. 	 Supporting other functions 

B. 	 To suppliers 

1. 	 Help with transportation schedules and costs 

2. 	 Help determine economic order quantities based on 
discounts and freight rates 

C. 	 To customers 

1. 	 Often closest to the customer on a day-to-day basis 

2. 	 Coordinate delivery to customers 

3. 	 Manage the Information Interface 



IV. Key characteristics of future organizations 

A. Lean and agile 

B. Customer-focused 

C. Asset management 

D. Closely linked to supply chain 

E. Gaining competitive advantage through logistics 

V. Summary 



EAST RIVER PAPER MANUFACTURING CO.
 

On October 2, 1985, a customer was complaining to Mr. Jack
 

Mitchell, the Vice President of Sales for the East River Paper
 

Manufacturing Co. (ERPM).. The customer, Mr. Samuel Carpenter of
 

the Ritz Paper Company said the following:
 

Jack, I do not want any more excuses. I gave you my order
 

three weeks ago. Nothing happened until 10 days aao when I
 

was notified that the order was going to be manufactured
 

September 23 and shipped the next day. If you had shipped
 

it on September 24 we would have received it by now! It is
 

now October 2 and we have no shipment and no notice of where
 

the shipment is or if we will ever get it. Last year we
 

purchased over $4,500,000 from your company and we have been
 

a long time customer. But this is the third straight order
 

which has been seriously delayed. If your service does not
 

get better we will have to do business with someone else.
 

Mr. Mitchell's response was to apologize and asked for some time
 

to investigate the cause of the problem. After he hung up the
 

telephone he realized that the call from Ritz Paper had been the
 

I This case originally appeared as East River Pulp and Paper

Corp. (A), Gen. Mgt. Case 113, copyright 1966 by the President and
 
Fellows of Harvard College. It was 'subsequently rewritten by

Frederick J. Beier, Carlson School of Management, University of
 
Minnesota, in January of 1992 for an experimental program of
 
teaching logistics to Eastern European students. Although

relaticnships have been maintained figures and dates have been

altered so that the case material does not bear any similarity to
 
the actual industry.
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8th call in two weeks from big customers who were complaining
 

about service. Ritz Paper was a major wholesaler of kraft paper
 

and purchased approximately 25% of all sales which ERPM made to
 

wholesalers.
 

Mr. Mitchell called Scott Wilson, who was the Sales Service
 

Manager responsible for managing service to customers such as
 

Ritz. He explained the call from Ritz and asked Wilson to find
 

out why the order had not been shipped. Both Mr. Mitchell and
 

Mr. Wilson were in ERPM's headquarters building in New York City.
 

Mr. Wilson immediately called the Production Planning and
 

Scheduling Department at East River's largest factory in Waycross
 

Georgia (approximately 800 miles southeast of New York). After
 

some additional inquiry at the factory it was determined that the
 

order had been actually manufactured on September 26 and 27 and
 

was shipped on September 28. This information was communicated
 

to Mr. Mitchell. By the time Mr. Mitchell was able to explain
 

the situation to Sam Carpenter it was October 3.
 

East River Paper Manufacturing Co.
 

The East River Paper Manufacturing Co. was one of the smaller
 

integrated paper making companies in the United States. 
While
 

the stock of ERPM was publicly traded over 50% of the shares were
 

still held by the founding family. It competed in two primary
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market segments of the paper industry. Industrial products, also
 

called kraft paper, included three groups of products:
 

"Merchants" which were gummed tape for packaging, grocery bags,
 

specialty bags, and a variety of wrappirug papers; "Multiwall"
 

which were multiple layers of kraft paper for packaging flour,
 

feed, chemicals, cement, and similar products; and "Bulk"
 

products which consisted of large rolls of kraft and tissue by

products. Consumer products consisted of facial and bathroom
 

tissue on the one hand and, paper napkins and towels which were
 

sold under both the company's own advertised label and private
 

brand labsis. Of total sales in 1984, Merchant's Products
 

accoznted for approximately 37%, Multiwall Products 8%, Bulk
 

Products 15%, and Consumer Products the remaining 40%. Total
 

sales in 1984 were 65.7 million, an increase from $59.8 million
 

the year before. Operating and financial data are given in
 

Exhibit 1.
 

The Paper Industzy
 

The paper industry consists of a large number of companies
 

engaged in several related and overlapping lines of business.
 

The larger firms were vertically integrated which meant that they
 

controlled the assets involved in owning and harvesting the
 

woodlands, making pulp, producing paper, and converting large
 

rolls of paper into manufactured paper products. In general
 

there were six market segments identified for paper products: 1)
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pulp, 2) newsprint, 3) printing and fine papers, 4) coarse and
 

industrial papers, 5) tissue and sanitary papers, and 6)
 

paperboard. East River competed in the fourth (course and
 

industrial paper) and fifth (tissue and sanitary paper) segments.
 

A list of the thirty largest integrated manufactureirs in the
 

United States, as of the beginning of 1985 is presented in
 

Exhibit 2. This same list indicates the 1984 tonnages produced
 

and the lines of business in which each company had any
 

significant volume.
 

In addition to the large integrated firms there were also smaller
 

enterprises who competed in each of the market segments. This
 

was especially true in East River's markets. Small converting
 

plants purchased large rolls of kraft or tissue paper from which
 

they manufactured bags and tissue products. These small
 

converting plants were opportunistic and frequently competed on
 

the basis of a lower price because they were able to avoid
 

expenses associated with a sales force or advertising.
 

Paper making is technologically complex and requires heavy
 

capital investments. A paper machine costs between $20 and $30
 

million and requires 18 months to build. Because of this large
 

investment paper companies attempted to run their machines 24
 

hours a day every day of the year regardless of the variations in
 

demand. For example, if sales of paper declined companies would
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continue to make paper for inventory and wait for sales to
 

increase. However, at the same time if sales declined companies
 

would stimulate demand by reducing prices. The consequence was
 

that the industry was subject to wide price fluctuations in
 

periods of declining demand. See Figure 1.
 

Another factor which contributed to price fluctuations wag the
 

tendency of most firms to increase capacity at the same time.
 

This situation occurred in the period between 1979 and 1981.
 

During this period demand had increased beyond capacity causing
 

prices and profits to increase. Paper manufacturers attempted to
 

increase their capacity and by 1982 industry capacity had
 

increased by 22% 
over what it was in 1978. The increased
 

capacity led to greater production and lower prices. Since then
 

demand has increased but at a more modest level and prices have
 

continued to decline.
 

In the fall of 1985 East River was experiencing a sudden increase
 

in orders. These were partly in response to lower price levels
 

and in anticipation of industry-wide price increases which were
 

supposed to take effect after the first of the year. 
ERPM served
 

about 600 customers with industzial products. Approximately 30
 

of these were grocery supermarket chains and large paper
 

wholesalers (such as Ritz), and these represented approximately
 

8LI0 of the sales volume of industrial products. East River's
 

sales philosophy was described as "anything the customer wants."
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Because price discounts were matched by all competitors the
 

primary competitive element was rapid delivery. As a result all
 

salesmen, including those from ERPM, would try to promise
 

delivery as early as possible and put pressure on the
 

manufacturing people to honor those promises.
 

Order Processing
 

Customers were encouraged to send their orders directly to the
 

Sales Service Department in New York. The intent.was to
 

eliminate the need for ERPM sales people to write up orders and
 

allow them more time selling. The "customer service
 

representatives" within this department were technical sales
 

people who were also supposed to provide a communication link
 

between the customers and the factory. They also handled
 

complaints from the customer. It was estimated that the Sales
 

Service Department processed approximately 30-40 orders per day
 

under normal conditions and two or three times that amount when
 

customers expected prices to increase as was the case now. In
 

general orders were processed in the following sequence;
 

1. 	 customer orders were received by mail or telephone or
 

FAX and reviewed by the Manager of the Sales Service
 

Department, Mr. Scott Wilson. This enabled him to
 

maintain a sense of the volume of busines6 and the
 

general delivery requirements. After he reviewed the
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incoming orders he directed them to the Customer
 

Service Representatives.
 

2. 	 the Customer Service Representatives entered the
 

customer's order into a personal computer which was
 

networked with the company's sales information data
 

base which contained thi customer's sales history. The
 

complete order was transcribed into the data base
 

including the customer's requested shipping, delivery
 

date and prices. Customer Service Representatives were
 

instructed to telephone the customer if there was some
 

question about the items or quantity which were being
 

ordered. At this point a hard copy of the order was
 

created which was formatted to fit on a standard East
 

River order form.
 

When 	Customer Service Representatives were not
 

processing orders they were responsible for tracing
 

other shipments or otherwise handling complaints. The
 

general rule was that Customer Service Representatives
 

processed orders on a first come first served basis.
 

3. 	 The hard copy of the order was then sent to the
 

accounting department, located in the New York office,
 

in order to verify credit standing and the accuracy of
 

quoted prices. The orders were then returned to the
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Customer Service Representative.
 

4. 	 If there were errors a Service Representative was
 

responsible for contacting the customer and correcting
 

the problem. Once all errors had been eliminated from
 

the orders they were transmitted electronically to the
 

factory in Georgia vla telephone lines. The New York
 

office transmitted orders twice every working day and
 

also sent hard copies of the orders to the factory by
 

overnight courier for verification. At this step an
 

acknowledgement was sent out to the customer in the
 

form of a hard copy of the order on East River's
 

standard order form.
 

5. 	 At the factory the electronic transmission was printed
 

out on forms that were used by Production Planning and
 

Scheduling so that the new orders could be scheduled
 

onto the machines.
 

The normal order processing time, botween receipt of the order
 

and transmission to the mill, was 3 days. However, during busy
 

periods it could easily take 5 days. It was during these periods
 

that orders could be overlooked and not processed for as long as
 

two weeks.
 

Planning and Scheduling Large Orders
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The problems of scheduling production also increased during busy
 

periods. It was not unusual to receive a large order from an
 

important customer with a promised delivery date only 2 or 3 days
 

in the future. In these situations the production schedule would
 

have to be changed so the new order could be inserted and other
 

orders rescheduled.2 Each schedule change required 30 minutes,
 

and the company was currently making approximately 50 changes per
 

week in order to schedule all of the necessary products and
 

respond to complaining customers. Machines produced an average
 

of 22 tons per hour and the company estimate the average revenue
 

for kraft paper at $145 per ton.
 

2The production schedule was normally set on Thursday for the
 
following week (Monday through Sunday). The company estimated that
 
it cost $1,000 per.hour to fully staff and run a paper machine.
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Exhibit 1
 

East River Paper Manufatur-ing
 

Operating and Financial Statistics, Year Ended August 31
 

INCOME (000) 


Net Sales 

Cost of Goods Sold 

Selling/distribution 

general & admin
 

Net Income B4 Tax 

Federal Taxes 

Net Income 


PRODUCTION (000 of Tons)
 

1984 


$65,706 

$46,950 

$13,751 


$4,654 

$2,165 

$2,506 


286 


$61,616 

$72,663 

$33,038 


$39,641 


$20,864 

$6,780 

$14,101 

$11,674 

$11,587 

$29,360 


$684 

$686 


1983 


$59,806 

$43,031 

$11,796 


$4,388 

$2,106 

$2,299 


275 


$60,177 

$69,504 

$29,891 


$39,630 


$19,286 

$8,622 

$10,681 

$9,190 


$12,035 

$28,237 


$709 

$687 


1982 1981
 

$53,359 $54,790
 
$40,068 $37,956
 
$10,987 $13,112
 

$1,629 $3,666
 
$711 $1,643
 
$935 $2,039
 

246 256
 

$59,587 $57,697
 
$58,063 $60,098
 
$18,173 $20,917
 

$39,906 $39,198
 

$19,197 $17,802
 
$6,929 $5,132
 

$12,293 $12,688
 
$12,674 $11,291
 
$13,389 $13,163
 
$26,107 $27,090
 

$620 $760
 
$684 $684
 

1985* 


$64,243 

$47,034 

$14,112 


$2,329 

$997 


$1,349 


Total Tons 


FINANCIAL (000)
 

Total Assets 

Fixed Assets 

Reserves for 


depreciation

Fixed Assets less 


Reserves
 
Current Assets 

Current Liabilities 

Working Capital 

Funded Debt 

Preferred Stock 

Com. Stock&Surplus 

Preferred Dividend 

Common Dividend 


* Estimate 

309 


$60,948 

$74,591 

$35,161 


$39,447 


$20,643 

$4,863 


$15,797 

$12,568 

$11,163 

$29,386 


$660 

$684 
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-------------------------------------------------------------

Exhibit 2
 

East River Paper Manufacturing
 

Top 30 Participants in the Complex Paper Industry
 

Market Segment*

Tons
Company Produced 
 1 2 3 4 5 6
 

International Paper 4,690,721 
 X X X X X
Crown Zellerbach 1,983,630 X X X X 
 X
St. Regis Paper 1,780,305 X X X 
 X

Kimberly Clark 1,382,400 X X X 
 X
Weyerhauser 1,330,000 X X X 
 X

West Virginia P & P 1,265,000 X X X

Mead 1,247,140 
 X X X
Continental Can 1,200,000 
 X X
Union Bag-Camp 1,200,000 X X X
Container Corp. 1,066,000 

Scott Paper 1,058,135 X X X X

X
 

Georgia Pacific 805,857 
 X X X X X
Owens-Illinois 729,119 
 X

champion Papers 677,400 
 X X X

Packaging Corp 617,876 
 X

Great Northern 570,000 X X

American Can 520,000 
 X X X X

Fibreboard Paper 460,000 

Riegel Paper 398,403 X X 

X
 
X


Inland Container 388,219 
 X
Whippany Paper Board 387,709 
 X
Federal paper Board 375,000 
 X

Mn. Ontario Paper 371,996 
 X X X
 
Consolidated Papers 345,374 
 X

KVP Sutherland 328,050 
 X X X

Sonoco Products 312,000 
 X

Oxford paper 310,686 X
 
East River Paper Co. 309,000 X X
Olin Mathieson 300,000 
 X X X
Consolidate Packaging 298,461 
 X
 

* See page 4 of text for definition of market segments 
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ACCOUNTING MODULE 
May 11-13, 1992 

Prague, Czechoslovakia 

ISession. Day 1-May11 _Day 2.- May12 Day 3- May 13 . 

8:30-10:00 

Break 

Break 

The Function of 
Accounting in a Market 
Economy 

Preparing Cash-Flow 
Statements 

Usefulness of 
Management 
Accounting for 
Decision-Making 

10:15-11:45 Format and Contents of 
Published Financial 
Statements 

Developing Ratios from 
Financial Statements 

New Developments in 
Cost Accounting 

Lunch 

1:30-3:00 Reading and 
Understanding Financial 
Statements 

The Function of 
Auditors in a Market 
Economy 

Break 

3:15-4:45 Reading and 
Understanding Financial 
Statements 

The Function of 
Management Accounting 



ACCOUNTING 
PRAGUE, CZECHOSLOVAKIA 

1. 	 FINANCIAL ACCOUNTING 

1. 	 The F!, nction of Accounting in a Market Economy 
a. 	 Overall Purpose and General Cocnepts 

(American conceptual statements and basic accounting principles) 
b. 	 Private Serctor Rules in the USA
 

FASB, GASB, SEC, AICPA
 
c. 	 Legislated Rules in the EC
 

EC Directives #4, 7, and 8
 
Legislation in Individual Countries
 
(Corporation Laws and Accounting Laws, The Role of Tax Authorities)
 

2. 	 Format and Contents of Published Financial Statements 
a. 	 American Statements 

Balance Sheet, Income Statement, Cash Flow Statement (Discussion of major items and 
rules; e.g., valuation, depreciation, consolidation, leased assets, deferred taxes, etc.)

b. 	 Domestic Financial Statements 

LEARNING GOAL OF SESSIONS 1 AND 2 ON FINANCIAL ACCOUNTING: To understand the objectives
of financial statements, their contents, and the rules which have to be followed to put together reliable information. 

3. 	 Reading and Understanding Financial Statements: Discussion of balance sheet and footnotes; 
special emphasis on the equity section; an American annual report from the Quaker Oats Company
will be used. 

4. 	 Reading and Understanding Finant.ial Statements: Discussion of Income Statement and Footnotes;
special emphasis on cost of goods sold, unusual and extraordinary items, discontinued operations, 
segment reporting, related parties Quaker Oats Company annual report. 

LEARNING GOAL OF SESSIONS 3 AND 4 ON FINANCIAL ACCOUNTING: To acqvIre the ability to read 
and understand the contents of the annual report of a major corporation. 

5. 	 Preparing Cash-Flow Statements 
Preparation of a Cash-Flow Stmtement from Balance Sheet and Income Statement Date; Different 
Formats 	of Cash-Flow Statements 

6. 	 Developing Ratios from Financial Statements Procedures for Calculating Ratios (only basic 
procedures will be discussed - impatt of valuation on ratios - analytic use of ratios will be 
discussed in detail in the Finance Module) 

7. 	 Exercise: Calculate some basic ratios from yz, r own financial staterients. 

LEARNING GOAL OF SESSIONS 5, 6, AND 7 ON FINANCIAL ACCOUNTING: Understanding the procedures
which will be used inside and outside the uompany to develop data for performance evaluation and how such ratios 
may be changed by different accounting procedures, which can be selected by the company. 



II. 	 AUDITING 

1. 	 The Function of Auditors in a Market Economy 
2. 	 The Auditing Profession 
3. 	 Professional Qualifications 
4. 	 The Annual Auditing: Purpose and Scope 
5. 	 Auditing Standards Applicable to Routine Audits 
6. 	 Special Audits 

LEARNING GOAL OF SESSIONS I THROUGH 6 ON AUDITING: To understand the function of auditors in 

a market economy; to better understand the rules of auditing and the reliability of audited financial statements. 

III. 	 MANAGERIAL ACCOUNTING 

1. 	 The Function of Management Accounting 
a. 	 Purpose and Organization of Managerial Accounting 
b. 	 Differences between Financial and Managerial Accounting 
c. 	 Cost Behavior and Break Even Point Analysis 

LEARNING GOAL OF SESSION 1 ON MANAGERIAL ACCOUNTING: To understand the need for and the 
usefulness of cost data for a company in a market environment; to appreciate the necessity of developing a 
management accounting system for decision making. 

2. 	 Usefulness of Management Accounting for Decision-Making 
a. 	 Absorption Costing and Direct Costing - the two most important approaches to arrange 

cost data 
b. 	 Using relevant cost for special decision (e.g., equipment replacement, make or buy) 

3. 	 New Developments in Cost Accounting 
a. 	 Activity Costing and its role in highly competitive markets 
b. 	 The fixed cost problem and its importance for the company (development of new costing 

approaches such as life cycle costing and strategic costing) 

LEARNING GOAL OF SESSIONS 2 AND 3 ON MANAGERIAL ACCOUNTING: To understand various 
approaches to select appropriate cost for decision making and to understand how changes in technology and market 
forces will influence cost selection for long and short-term decisions. 

Instructors: 	 Professor Byron Ross, CPA, University of Iowa 
Dr. Hanns Martin Schoenfeld, University of Illinois 
Doc. Dr. Richard Drechsler, University of Economics, Prague 

The instructors will act as a team; one or two instructors will be lecturing in each cession; the other(s) will be 
cooperating with additional comments and will be available for questions. 
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International Accounting Standards
 

IAS 1 	 DISCLOSURE OF ACCOUNTING POLICIES.
 
(Effective Jan. 1, 75)
 

Certain assumptions and principles underlie the preparation

of financial statements. The enterprise is viewed as continuing

in existence without intent of liquidation (going concern).

Financial statements shall express substance over legal form;

utilize of the accrual method of recognizing revenues when earned
 
and costs where incurred and have to be consistent among entities
 
and time periods. The financial statements must be clear and
 
understandable, disclosing significant information in order for
 
users (e.g., Ciareholders, creditors) to make informed decisions.
 

IAS 2 	 VALUATION AND PRESENTATION OF INVENTORIES INTHE CONTEXT
 
OF THE HISTORICAL COST SYSTEM. (Effective Jan. 1, 76)
 

Inventories include items of tangible property (a) held for
 
sale in the ordinary course of brziness, (b) in process of
 
production for such sale, or (c) to be consumed in the production

of goods or services. Inventory is recorded at cost including

purchase price and other expenditures incurred directly or
 
indirectly to bring an item to its present location and condition.
 
When values or selling price decline, historical cost are to be
 
replaced by net realizable value. Production overhead costs should
 
be systematically allocated to inventories, other overhead should
 
be included only if they relate to putting inventories in their
 
present location and condition.
 

IAS 3 	 CONSOLIDATED FINANCIAL STATEMENTS.
 
(Effective Jan. 1. 1977)
 

When a corporation owns more than 50% of the voting stock of
 
another corporation, a parent-subsidiary relationship exists
 
necessitating the preparation of combined or consolidated financial
 
ntatements. If control by the parent is temporary or nominal or
 
if presentation of the subsidiary's statements may confuse the
 
readers, separate financial statements should be prepared.. Only

transactions with outside parties should be included in the
 
financial statements, intercompany relationships must be
 
eliminated. The parent's investment in the subsidiary can be
 
carried at the cost or equity method which affects the handling of
 
profit, loss, and dividends distributions from the subsidiary.

Adequate disclosure is necessary to provide users of the financial
 
statements with pertinent consolidation information.
 



IAS 4 DEPRECIATION ACCOUNTING. (Effective Jan. 1, 1977)
 

Depreciation accounting is a method of allocating the cost of
an asset over its limited useful life in a systematic and rational
 manner. 
The actual 	depreciation method chosen should realistically

measure the 
 expiration of the asset to make appropriate

depreciation charges against income for each period. 
Disclosures
concerning depreciation should include depreciation expense for the
period, appropriate class divisions of depreciable 
 assets,
accumulated depreciation to date by class of assets, and the basic
method chosen to compute the depreciation by major class of asset.
 

1AS 5 	 INFORMATION TO BE DISCLOSED IN FINANCIAL STATEMENTS.
 
(Effective Jan. 1,77)
 

"All material information should be disclosed that is
necessary to make the 
 financial statements clear and
understandable." 
This would inciude the name and description of
the firm along with the associated currency. This standard does
 
not propose a format for the financial statements, yet information
should be categorized into the proper accounts on the balance sheet
and income statement along with any information useful for making

informed financial decisions.
 

IAS 6 	 ACCOUNTING RESPONSES TO CHANGING PRICES. 
 (Superseded by
IAS 15)
 

IAS 7 
 STATEMENT OF SOURCE AND APPLICATION OF FUNDS. (Effective
Jan. 1, 1978) 

The Funds statement (Statement of Changes in Financial
Position) is designed to present information on the financing and
investing activities of a business enterprise. The format chosen
to reflect the changes in working capital of the enterprise is that
which provides the most information to users. Other benefits
provided by the funds statement include assessing future cash flowsand financial flexibility and liquidity of the firm. If
consolidated balance sheets and income statements are presented,

the funds statement should also 
be prepared on a consolidated
 
basis.
 

IAS 8 
 UNUSUAL AND PRIOR PERIOD ITEMS AND CHANGES IN ACCOUNTING 
POLICIES. (Effective Jan. 1, 29) 

Extraordinary items are transactions or events both unusualin nature and infrequent in occurrence. They should be presentedon the face of the income statement or adequately disclosed innotes. 
 Prior period items include correction of errors in the
financial statements of prior periods through an adjustment to the
 



beginning retained earnings balance in net
or the income

computation.
 

Changes in accounting policies are made only by adoption of
a new accounting policy or a change in existing policy to a more
appropriate one. Examples include shifting from LIFO to FIFO cost
flows assumptions for inventory or a change in 
the method of
depreciating previous recorded assets. 
 Estimate changes include
revising the uncollectible receivable balance. 
The all inclusive
method of recording transactions is proposed along with adequate

disclosure of material items.
 

IAS 9 ACCOUNTING FOR AND
RESEARCH DEVELOPMENT ACTIVITIES.
 
(Effective Jan. 1, 1980)
 

Research and development costs should normally be expensed
when incurred except when directly 
recoverable 
from future
revenues. 
 Research is planned search or critical investigation
aimed at discovery of new knowledge to be used in developing a new
product or new process. Development is the translation of research
findings and other knowledge into the design of a new product or
into significant improvements to an existing products or processes.
Proper disclosure should be made of the amounts expensed or the
balance of the unamortized deferred development costs.
 

IAS 10 CONTINGENCIES AND EVENTS OCCURRING AFTER THE BALANCE
SHEET DATE. (Effective on Jan. 1, 80) 

Contingency ,'-acondition or situation, the ultimato outcome
of which, gain or loss, will be confirmed only on the occurrence,
or non-occurrence, of one or more uncertain future events." Events
after the balance 
sheet date are those that occur before the
financial statements are issued. 
The conditions for these events
may have existed before the balance sheet date or arose afterwards.
Loss contingencies should be accrued by a charge 
on the income
statement if it is proLable an 
asset has been ia:paired or a
liability incurred at the balance sheet date. 
Contingent gains are
not accrued but may be disclosed if the existence of the gain is
probable. When events occurring aftex: the balance sheet date
existed at the balance sheet date, the asset and liability accounts
should be adjusted, otherwise adequate disclosure should be made.
Disclosure procedures are further defined in the statement.
 

IAS 11 
 ACCOUNTING FOR CONSTRUCTION CONTRACTS. 
 (Effective Jan.
 
1, 80)
 

Long terr. construction contracts 
are accounted for by the
complev ad contract method end the percentage of completion methed.
Under the completed contract mothod, recognition of profit occurs
at completion. costs
All are deferred to completion and then
 



matched to revenues. The percentage of completion method
 
recognizes contract profit during construction based on expected

total profit and estimated progress in the current period. Total
 
expected losses are recognized as soon as they are estimated for
 
both contract methods. The percentage of completion method is
 
recommended when estimates of cost to complete and the estimate of
 
progress toward completion are dependable; otherwise the completed
 
contract method should be used.
 

IAS 12 	 ACCOUNTING FOR TAXES ON INCOME. (Effective Jan. 1, 81)
 

The differences between book income and taxable income relate
 
to timing differences which may be either permanent or revise
 
themselves within 3 years. Permanent differences include
 
(depending on each country) life insurance proceeds and political

campaign 	contributions. Temporary timing differences include
 
depreciation charges and installment sales. 
 The tax effects of
 
timing differences should be accounted for by the deferred 
or

liability 	method. Taxes recovered threugh a carryback of an

operating loss should be included in the loss years net income.
 
Tax refunds identified with loss carry forwards may be recognized

in the current period if future realization of income is assured.
 

IAS 13 	 PRESENTATION OF CURRENT ASSETS AND CURRENT LIABILITIES.
 
(Effective Jan. 1, 1981)
 

Current assets encompass cash and other assets or resources
 
expected to be realized in cash or sold or consumed during the
 
normal operating cycle. (e.g., cash, marketable securities,

inventories, etc.). Any limitation placed on the withdrawal of

cash may result in another designation. Current liabilities
 
designate obligations expected to be satisfied through the
 
expenditures of cash or creation of other current liabilities. If
 
the enterprise intends to refinance the obligations on a iong term
 
basis and its intent is supportable, these obligations should be
 
reclassified. Current liabilities include accounts and notes
 
payable. 

IAS 14 	 REPORTING FINANCIAL INFORMATION BY SEGMENT. (Effective

Jan. 1, 83)
 

Enterprises whose securities are publicly traded should report
financial information on two main kinds of segment actively: 1)
segments defined along industry or business lines, and 2) segments
defined according to geographical location. A series of 10 percent 
tests are sometimes utilized to delineate the actual number of 
segments to be reported. Financial information for each segment
should include 1) revenue information, 2) operating profit or loss,
3) assets used by the segment, and 4) any other related 
disclosures. Users of financial information have thatfcund 




segment information enables them to predict earnings capacity more

satisfactorily than consolidation information.
 

IAS 15 	 INFORMATION REFLECTING THE EFFECTS OF CHANGING PRICES.
 
(Effective Jan. 1, 1982)
 

Prices change due to specific supply and demand functions or
from general and social forces at work within the economy. General

price changes affect the purchasing power of money.
 

Financial statements are usually prepared on a historical cost
basis which does not reflect general and specific price changes,

except for the extent that inventory and fixed assets may be
revalued. There are currently two approaches available to nodify

financial 	statements for changes in price levels: 
 1) General
purchasing power approach - restates some or all the items in the
financial statements for changes in general price levels and 2)Current Cost Approach - utilizes replacement cost as the primary
measurement basis.
 

Companies currently utilizing the historical cost basis to
present financial statements should also provide supplementary

information on the effects of price changes on key accounts or on
the statements as a whole. The extent of 
the changes will
correspond to a cost-benefit analysis between more meaningful data

and the cost to general this data. 
 Companies 	are encouraged to

disclose as much as possible and experiment with different methods.
 

IAS 16 	 ACCOUNTING FOR PROPERTY, 
 PLANT, AND EQUIPMENT.

(Effective Jan. 1, 1983)
 

Property, 	plant, 
and equipment (land, building structures,
and equipment) are acquired for use in operations and not forresale. 	 They possess physical substance and are long-term innature. Property, plant, and equipment is usually valued on the
balance sheet at the cost to obtain the asset and bring it to the
location and condition necessary for its intended use. 
 The cost
of self-constructed assets is measured by the direct labor and
materials required for construction along with a pro rata portion

of overhead.
 

IAS 17 	 ACCOUNTING FOR LEASES. (Effective Jan. 1, 1984) 

The major issue in accounting for leases is the questions of
who bears the risks and rewards incident to ownership of the leased
 
asset. A lease io classified as a financ3 lease if the risks and
benefits have transferred 'the lessee.
to Otherwise, it is

accounted for as a rental agreement (operating lease).
 



The accounting treatment of sales-type (finance) leases in

the lessor's (manufacturer or dealer) financial statements
 
separates: (1) sales revenue recorded at the sum 
of the present

values of the minimum lease payments plus the uncuaranteed residual
 
value; (2) cost of sales (the carrying value or cost of the leased
 
asset, and (3) the difference between the sales revenue and cost
 
of sales, which represents the profit element. The lease is
 
carried as a receivable. Direct financing leases are recorded by

the lessor as sales-types leases yet exclude the manufacturer's
 
profit. A lease receivable account is charged with the total
 
payments to be received' by the lessor. An asset account is
 
credited for its cost and the difference represents interest income
 
to be earned over the life of the asset.
 

The lessee accounts for a financing lease by debiting an asset
 
account for the Present value of both the lease payments and
 
guaranteed residual with an offsetting credit to a liability

account. The asset shall be amortized over the life of the lease
 
or the useful life of the asset which ever is shorter.
 

For an operating lease, the lessor records rental income and

the lessee rental expense. The asset appears only on the books of
 
the lessor
 

Basically, all terms of the leasing arrangement have to be
 
disclosed. Lessees should record the total amount of assets
 
classified as finance leases and the related liabilities. Lessors
 
should record the gross investments in finance leases along with
 
any related unearned income and unguaranteed residual values.
 

IAS 18 	 REVENUE RECOGNITION. (Effective Jan. 1, 84)
 

Revenue is recognized when the revenue: 1) is certain to
 
occur, 2) is measurable, and 3) is earned (or significant

activities remain to be performed). Most revenue recognition
 
occurs at the point of sale, but it can also occur at the time the
 
product or service is produced or at the time cash is collected for

the product or service. The statement mentions the transfer of
 
risks from buyer to seller as the time of revenue recognition for
 
the sale of goods. In the rendering of services, the completed

contract and percentaga completion methods are acceptable.
 

IAS 19 	 ACCOUNTING FOR RETIREMENT BENEFITS IN THE FINANCIAL 
STATEMENTS OF EMPLOYERS. (Effective Jan. 1, 84) 

A defined-benefit plan (private pension plan) is an
 
arrangement whereby a company makes estimated payments to a funding

agency or insurance company to provide for its retired employees.

The accrual basis of accounting for pension costs is required

instead of the cash basis which was previously used (e.g., pay as
 
you go or terminal funding). Pension costs are actuarially
 



determined and are 
classified on a basis which distinguishes
between service credits earned by an employee in the current year
and credits 
for years of service prior to the adoption of the
pension plan . The description of the plan, the company,s
accounting and funding policies, the
and actual provision for
pension cost should be included in the financial statements along
with other disclosures (listed in this statement).
 

IAS 20 	 ACCOUNTING 
FOR GOVERNMENT GRANTS AND DISCLOSURE OF

GOVERNMENT ASSISTANCE. (Effective Jan. 1, 84)
 

The accounting treatment of government grants can be handled
by the capital approach (grant credited to shareholders' interests)
or the income approach (grant is included in income over one or
more periods on a systematic and rational basis.) The income
approach is the preferred method. Government grants are
recognized in the income statement unless 	
not
 

there is reasonable
 assurance that the company will abide by the conditions attached
to them. 	If a government grant relates to an asset, the company
may present the grant the
in financial statements as deferred
income or 	reduce the carrying value of the asset. 
The accounting
policy followed, nature, and conditions surrounding the grants
should be disclosed along with other pertinent information.
 

IAS 21 	 ACCOUNTING FOR THE EFFECTS OF CHANGES IN FOREIGN EXCHANGE
 
RATES. (Effective Jan. 1, 1985)
 

Financial 	statements are to ba translated at the closing rate;
differences arising from exchange rate 
fluctuations are to be
charged to shareholder's interest. Operations which are an
integral part of the parent are to be translated using the temporal
method. 
 For all settlements the current r'eriod gains/losses are
to be charged to income. Also all gains/]isses in connection with
forward transactions and monetary 
items are to be charged to
 
income.
 

Exchange differences from severe devaluation or depreciation
of foreign currencies may be included (subtracted) from the

carrying amount of related assets.
 

Statements subject to high inflation should either be adjusted
or carried at the temporal method.
 

The method of translation and amounts
the 	 carried to
shareholder's interest or during the
income 	 period should be
 
disclosed.
 

IAS 22 
 ACCOUNTING FOR BUSINESS COMBINATIONS. (Effective Jan.
 
1, 1985)
 



There are two main 
methods of accounting for business
combinations: 1) the purchase method, and 2) the pooling of
interests method. the
Under purchase method, the business
combination is recorded at cost which is based on the fair value
of the property given up or received, whichever is more clearly

evident. The purchase price is assigned to specific assets

(tangible and intangible) with the remainder recorded as goodwill.
The pooling of interests method accounts for the 
business
combination as a merger without recognition of goodwill upon
acquisitions. 
The combined assets and liabilities are recorded at

their book or carrying values.
 

Immediately following the combination, the following
disclosures should be made: a) names 
and descriptions of the

combining enterprises, b) effective date of the combination for
accounting purposes, c) the method of accounting used to reflect
the combination. Other required disclosures are 
listed in the
 
statement.
 

IAS 23 CAPITALIZATION OF BORROWING COSTS. 
 (Effective Jan. 1, 
1986) 

Interest costs incurred during the period of time an asset is
being preparad for its intended use should be capitalized as part
of the acquisition cost. The interest cost capitalization period
begins with the first expenditure for the asset and continues until

the asset is substantially complete. 
The amount of interest cost
which may be capitalized cannot exceed the actnal interest costs
incurred 
for the period. An accumulation of weighted-average
expenditures based upon time is applied to a weighted-average

interest rate to determine the amount to be capitalized for the
period. Borrowings which can 
be matched with specific interest
 
rates should not be included within the weighed-average interest
 
rate calculations.
 

The total amount of interest costs incurred during the period
should be disclosed and separated into expensed and capitalized
 
amounts.
 

IAS 24 RELATED PARTY DISCLOSURES. (Effective Jan. 1, 1988)
 

Related parties 
 include the reporting enterprise, its
affiliates, key management personnel, principal owners, and otheentities or individuals which have significant influence over
another entity. Transactions between related parties should be
based upon substance unless the parties involved have not dealt at
 
arm's length.
 

All related party transactions which are not eliminated withinconsolidated financial statements should be disclosed; this does
not include related party compensation arrangements. The following 



disclosures should 
be: 1) the nature of the related party
relationship, 2) a description of the related party transaction,
and 3) the amounts of transactions among the related parties along
with any changes from previous periods.
 

IAS 25 
 ACCOUNTING FOR INVESTMENTS. (Effective Jan. 1, 1987)
 

Investment should be classified, at 
least for measurement
purposes, as either current assets or long-term assets. 
 Current
investments should be carried in the balance sheet at either market
value or the lower of cost and market value either on as aggregate
portfolio basis or 
an individual investment 
basis. Long-term
investments should be classified in the balance sheet at either
cost or revalued amounts, 
or the lower of cost and market value
determined on a portfolio basi3.
 

An increase in carrying amount arising from the revaluation
of long-term investments should be credited either 1) to owners'
equity as a revaluation surplus or 2) to income to the extent that
it offsets the previously recorded decrease. A 
decrease in
carrying amount should be charged either to income or against the
revaluation surplus to the extent that it offsets the previously
recorded increase. In creases or decreases in carrying amount
carried at market value should 
be included in income or be
accounted for in accordance with the same procedures as for long
term investments.
 

On disposal of an investment the difference 
between net
disposal proceeds and the carrying amount should be charged
credited to income. or
For long-term investments re-classified as
current investments, transfers should be made at the lower of cost
and carrying amount. Disclosure procedures are further defined in

the statements.
 

retirement benefit plans where 
such reports prepared. It
 

IAS 26 ACCOUNTING AND REPORTING 
(Effective Jan. 1, 1988) 

BY RETIREMENT BENEFIT PLANS. 

This statement deals with the contents of reports by 
are
regards a retirement benefit plan as a reporting entity separate
from the employers of the participants in the plan. All other IAS
apply to the reports of retirement benefit plans to the extent thatthey are not superseded by this Statement.
 

This statement deals with accounting and reporting by the plan
to all participants as a group. It complements IAS 19, Accounting
for Retirement Benefits in the Financial Statements of Employers.
It does not deal with reports to individual participants about
their retirement benefit rights.
 



Retirement benefit plans may be defined contribution plans or

defined benefit plans. Many require the creation of separate

funds, which may or may not have separate legal identity and may

or may not have trustees, to which contributions are made and from

which retirement benefits are paid. This statement applies

regardless of whether such a fund 
is created and regardless of
 
whether there are trustees.
 

Retirement benefit plans with assets invested with insurance
 
companies are subject to the same accounting and funding

requirements as privately invested arrangements. Accordingly, they

are within the scope of this statement unless the contract with the

insurance company is in the name of a specified participant or a
 
group of 	participants and the 
retirement benefit obligation is
 
solely the responsibility of the insurance company.
 

This statement does not deal with other forms of employment

benefits such as employment termination indemnities, deferred

compensation arrangements, long-service leave benefits, special

early retirement or redundancy plans, health and welfare plans or

bonus plans. Government social e-curity type arrangements are also
 
excluded from the scope of this statement.
 

IAS 27 	 CONSOLIDATED FINANCIAL STATEMENTS AND ACCOUNTING 
FOR
 
INVESTMENTS IN SUBSIDIARIES. (Effective Jan. 1, 1990)
 

This statement supersedes IAS 3 except in so far as that
 
statement deals with accounting for investments in associates. A
 
parent, other than a parent mentioned in paragraph 27, should
 
present consolidated financial statements which include all foreign

and domestic subsidiaries, other than those referred to in

paragraph 29. 
 Intragroup balances and intragroup transactions and

resulting unrealized profits and losses (unless cost cannot be

recovered) should be eliminated in full. 
 Investments in

subsidiaries that are included 
in the consolidated financial
 
statements should be either accounted for using the equity method,
 
or carried at cost or revalued amount. Adequate disclosure is
 
required to users with pertinent consolidation information.
 

IAS 28 	 ACCOUNTING FOR INVESTMENTS IN ASSOCIATES. (Effective
 
Jan. 1, 1990)
 

This statement supersedes IAS 3 in so far as that statement

deals with accounting for investments in associates. An associate
 
is an enterprise in which the investor has significant influence

and which is neither a subsidiary nor a joint venture of the
 
investor.
 

In consolidated financial statements, an investment 
in an

associate should be accounted for under the equity method except

when the investment is intended to be.disposed in the near future
 



in which case it should be accounted for under the cost method.

In separate financial statements, an investment in an associate
should be either (a) accounted for using the equity method or the
cost method; or (b) carried at cost or revalued amounts.
Disclosures concerning investments in a associates should include
 an appropriate listing and description of significant associates,
and the methods used to accounting for such investments.
 

IAS 29 FINANCIAL REPORTING 
IN HYPERINFLATIONARY ECONOMIES.
 
(Effective Jan. 1, 1990)
 

This statement applies to the primary financial statements,
including the consolidated financial statements, of any enterprise
that reports in the currency of a hyperinflationary economy.
 

In a hyperinflationary economy, reporting of operating results
and financial position in the local currency without restatement
is not useful. Money loses purchasing power at such a rate that
comparison of amounts from transactions and other events that have
occurred at different times, 
even within the same accounting

period, is misleading.
 

This 	statement does not establish an absolute rate at which
hyperinflation is deemed to arise. 
 It is a matter of judgement
when restatement of financial statements in accor4ance with this
 statement becomes necessary. Hyperinflation is indicated by
characteristics of the 
economic environment of a country which
include, but are not limited to, the following:
 

(a) 	the general population prefers to keep its wealth
 
in nonmonetary 
assets or in a relatively stable

foreign currency. Amounts of local currency held
 are immediately invested 
to maintain purchasing
 
power;


(b) 	the general population regards monetary amounts not
 
in terms of the local currency hut in terms of a
relatively stable foreign currency. 
Prices may be
 
quoted in that currency;


(c) 	sales and purchases on credit take place at krices
 
that #ampensate for the expected loss of purchasing
power during the credit period, even if the period

is short;


(d) 	interest rates, wages and prices are 
linked to a
 
price index; and


(e) 	the cumulative inflation rate over three years is
 
approaching or exceeds, 100%.
 

It is preferable that all enterprises that report in the
 currency of the same hyperinflationary economy apply this statement
from the same date. Nevertheless, this statexent applies to the
financial statements of any enterprise from the beginning of the
 



reporting period in 
 which it identifies the existence of
hyperinflati)n in the country in whose currency it reports.
 

IAS 30 DISCLOSURES 
IN THE FINANCIAL STATEMENTS OF BANKS AND

SIMILAR FINANCIAL INSTITUTIONS (Effective, Jan.l, 1991)
 

This Statement deals with disclosures in the financial
statements of banks 
 and similar 
 financial institutions
(subsequently 
referred to as banks). It discusses specific
disclosures pertinent banking
to such as contingencies and
commitments including off-balance-sheet Items, maturities of assets
and liabilities, concentrations of assets, liabilities, and offbalance-sheet items, and losses 
on loans and advances. It also
 encourages the presentation of a commentary on the financial
statements 
which deals with such matters as the management and

control of liquidity and risk.
 

For the purposes of this Statement, the term "bank" includes
all financial institutions one of whose principal activities is to
take deposits and borrow with the objective of lending and
investing and which are 
within the scope of banking or similar
legislation. 
The Statement is relevant to such enterprises whether
 or not they have the word "bank" in their name.
 

Banks represent a significant and influential sector of
business worldwide. 
Most individuals and organizations make use
of banks, either as depositors or borrowers. Banks play a major
role in maintaining confidence in the monetary system through their
close relationship with regulatory authorities and governments and
the regulations imposed on them by those governments. Hence there
is considerable and widespread interest in the well-being of banks,
and in particular their solvency and liquidity and the relative
degree of risk 
that attaches to the different types of their
busines". The operations, and thus the accounting and reporting
requirements, of banks are different from those of other commercial.

enterprise. This Statement recognizes their special needs.
 

This 
Statement supplements other International Accounting
Standards which also apply to banks unless they ae specifically

exempted in a Statement.
 

This Statement applies to the separate financial statements
and the consolidated financial statements of a bank. 
Where a group
undertakes banking operations, this Statement 
is applicable in
re'pect of those operations on a consolidated basis.
 

IAS 31 FINANCIAL REPORTING OF INTERESTS 
IN JOINT VENTURES
 
(Effective Jan. 1, 1992)
 

This statement deals with accounting for interests in joint
ventures and the reporting of joint venture assets, liabilities,
 



income and expenses in the financial statements of venturers and
investors, regardless of the structures or forms under which the
joint venture activities take place.
 

All joint ventures have twc common characteristics:
 

(a) two or more 
venturers are bound by a contractual
 
arrangement; and


(b) the contractual arrangement establishes joint control.
 

After these prerequisites have been met, joint ventures are divided

into three broad types.
 

Jointly Controlled Operations involves the use of each venturers'
assets and other resources without an establishment of a
corporation, partnership or other entity, or a financial structure
that is separate from the venturers themselves. Each venturer uses
its own property, plant and equipment and carries its own
inventories. 
 It also incurs its own expenses and liabilities and
raises its own finance, which represent its own obligations. This
differs from Jointly Controlled Assets in that this type involves
joint control, and often the joint ownership, by the venturers of
one or more assets contributed to, or acquired for the purpose of,
the joint venture and dedicated to the purposes of the jointventure. 
The assets are used to obtain benefits for the venturers.

Jointly Controlled Entities are joint ventures which involves the
establishment of a corporation, partnership or 
other entity in
which each venturer has an interest. The contractual relationship

determine each venturer's rights and obligations in all of the
 
three types.
 

This Statement also 
 provides guidance on reporting
requirements for interests in Jointly Controlled Entities in the
consolidated financial statements of 
a venturer, application of
proportionate consolidation 
 in the consolidated financial
statements of a venturer, interests in jointly controlled entitiesin the separate financir . statements of a venturer, transactionsbetween a venturer and a joint venture, interests in joint ventures
in the financial statements of an investor and operators of joint
ventures. 
Finally, disclosure is required in accordance with IAS
10, Contingencies and Events Occurring after the 
Balance Sheet
Date, in aggregate amount, the
unless probability of loss is
remote, separately from the amount of other contingencies. It also
requires disclosure in accordance with IAS 5, Information to beDisclosed in Financial Statements, in aggregate amount separately

from the amount of other commitments.
 



FASB Statement No. 1 Disclosure 
 of Foreign 
 Currency

Information 
 (superseded 
 by FASB-8),
Effective 11/30/73
 

FASB Statement No. 2 
 Accounting for Research and Development

Costs (R&D), Effective 1/1/75


Research is the planned effort of a corpany to discover
new information 
that will 
help create
process or greatly improve a new product 
or
an existing 
one. Development
uses the research findings to formulate a plan to accomplish
the desired 
result. 
Most Research
costs and Development
are expensed (R&D)
when incurred
equipment, and facilities except R&D materials,
which
then may have alternate
they are capitalized. uses,

Depreciation
capitalized items are expended in the income statement. 


on these
 
The
amount of R&D charged to expense should be disclosed in the
financial 
statements 
of each period 
for which 
an income
statement is presented.
 

FASB Statement No. 3 
 Reporting Accounting Changes in Interim
 
Financial Statements, supersedes
paragraph 2] APB-28
and amends APB-28 para 31,
Effective 12/31/74
 

This statement 
amends
effect-type accounting 
APB #8 on the way cumulative
changes
financial are handled
statements. in interim
"If a 
 cumulative
accounting change is made during the first interim period of
an enterprise's 


effect-type
 
fiscal year, the 
cumulative effect 
of the
change on retained earnings at the beginning of that fiscal
year shall be included in 
net income of the
period *.. first interimIf the change is made in other than the first
interim period of the fiscal year, no cumulative effect is
included 
in net income, instead,
periods of the fiscal year 

the prechange 
interim
 are
the to be restated by applying
newly adopted 
accounting principle.
effect on retained The cumulative
earnings must 
be shown 
in the first
period of the fiscal year.
 
Specific disclosure 
information
financial statements concerning the 

is presented in the
 
the nature reason
change, and
the effect for
 
surrounding the change. 

of the change, and EPS 
 data
In determining the materiality of a
change as to whether it should be reported in the financia.1
statements 
or not, consideration 
should
estimated income for the fiscal year and the effect of the
 
be given to the
 

change on the trend of earnings.
 



Legend of Abbreviations Used Throughout This Article
 

APB = Accounting Principles Board
 
GAAP = Generally Accepted Accounting Principles
 
ARB = Accounting Research Bulletin
 
EPS = Earnings per Share
 
FASB = Financial Accounting Standards Board
 
AICPA = American Institute of Certified Public Accountants
 

FASB Statement No. 4 	 Reporting Gains and Losses from
 
Extinguishment of Debt, amends APB-30.
 
(amended by FASB-64), Effective 3/31/75
 

Debt is considered to be extinguished when the debtor
 
pays the creditor or the debtor is legally released from the
 
debt and therefore relieved of his obligation. An early

extinguishment of debt occurs when the obligation is
 
satisfied before the scheduled maturity date of the debt
 
security. The gain or loss is calculated as the difference
 
between the reacquisition price and the net carrying amount
 
of the debt on the date of extinguishment.
 

Gains and losses from the extinguishment of debt that
 
are included in the determination of net income are to
 
aggregated and, if material, classified as an extraordinary
 
event (net of the related tax effect).
 

1. 	 Under the provisions of FASB-64, gains or losses from
 
the extinguishment of debt made within one year to
 
satisfy current or future sinking-fund requirements are
 
to be included in income from continuing operations.
 

Sufficient disclosure should be made in the statements
 
or notes to enable users to evaluate the significance of the
 
gains or losses. This would include a description of the
 
transaction and the source of funds to extinguish the debt,
 
the related income tax effect, and per share amount of the
 
gain or loss (net of tax).
 

FASB Statement No. 5 	 Accounting for Contingencies (Supersedes 
Ch. 6, ARB-43 and ARB-50), Effective 
7/1/75 

Contingency is defined in the statement as "an existing
 
condition, situation, or set of circumstances involving

uncertainty as to possible gain (gain contingency) or loss
 
(loss contingency) to an enterprise that will ultimately be
 
resolved when one or more future events occur or fail to
 
occur."
 



The likelihood that an event will occur can fall within
 
a certain range from probable to remote. The following

definitions are given in this statement:
 

a. 	 Probable - The future event is likely to occur.
 
b. 	 Reasonably possible - The chance of the future
 

event occurring is more than remote but less than
 
likely.
 

c. 	 Remote - The chance of the future event occurring
 
is slight.
 

Loss 	Contingencies
 

Examples of loss contingencies might include:
 

a. 	 Collectibility of receivables.
 
b. 	 Obligations related to produ,. warranties and
 

product defects.
 
c. 	 Threat of expropriation of assets.
 
d. 	 Pending or threatened litigation.
 

An estimated loss from a loss contingency shall be
 
accrued by a charge to income if both of the following

conditions are met:
 

a. 	 It is probable at the balance sheet date that an
 
asset has been impaired or a liability incurred.
 

b. 	 The amount of the loss can be reasonably
 
estimated.
 

Loss 	Contingency Disclosures
 

1. 	 The nature and the amount of the contingency should be
 
disclosed if material.
 

2. 	 For loss contingencies which are not to be accrued yet
 
a reasonable possibility of loss exists:
 
a. 	 Disclose the nature of the contingency.

b. 	 Estimate the possible range of loss.
 

3. 	 If a loss contingency develops after the balance sheet
 
date, but before the statements are issued, disclosure
 
of the nature and the amount of the contingency may be
 
necessary.


4. 	 Certain loss contingencies are to disclosed even if the
 
possibility of loss is remote:
 
a. 	 Guarantee's of others' debts.
 
b. 	 Standby letters of credit by banks.
 
c. 	 Guarantees to repurchase receivables.
 

General or unspecified business risks do not meet the
 
requirements for accrual, therefore no accrual for loss
 
should be made. The statement also addresses appropriations

of retained earnings which are not to be shown outside of
 
shareholders' equity. An appropriation of retained earnings
 



is a reclassification of retained earnings for a specified
 
purpose; management wishes to keep a portion of retained
 
earnings from being distributed as dividends. Some
 
enterprises have classified a portion of retained earnings
 
as appropriated for loss contingencies which is allowed when
 
shown within the stockholders' equity section of the balance
 
sheet. No costs or losses can be charged to an appropri
ation account nor may any appropriation be transferred to
 
income.
 

In accounting for a loss contingency, a debit is made
 
to a loss account (presented among other expenses in the
 
income statement), and a corresponding credit to an
 
estimated liability which is treated similar to a current
 
liability.
 

Gain cintingencies are not to be recognized in the
 
accounts, yet they should be adequately disclosed with due
 
care so as not to be misleading.
 

Other required disclosures per ARB and APB
 
pronouncements remain in effect.
 

FASB Statement No. 6 	 Classification of Short-term Obligations
 
Expected to be Refinanced, Effective
 
12/31/75
 

Short-term obligations should be classified as current 
liabilities ..less they are expected to be refinanced on a 
long-term basis. This expectation or intent should be 
supported by the actual issuance of a long-term obligation 
whole proceeds are to be used to retire the short-term 
obligation. The actual issuance of long-term debt is not 
necessary if prior to the issuance of the financial 
statements the company has entered into an agreement that 
enables it to refinance a short-term obligation on a long
term basis. The company cannot exclude from current 
liabilities any more than the actual proceeds used tc retire 
the obligation or the amount provided for in the financing 
agreement. "Short-term obligations that are repaid after 
the balance sheet date but before funds are obtained from 
long-term financing are to be classified as current 
liabilities at the balance sheet date ... in that current 
assets were used to satisfy the liabilities." 

FASB Statement No. 7 	 Accounting and Reporting by Development
 
Stage Companies, Effective 1/1/76
 



A company is a development-stage company if current
 
efforts are utilized to establish the organization or if
 
principle operations have not generated significant
 
revenues. The company's 	financial statement must be issued
 
in accordance with generally accepted accounting principles

which would govern, for instance, whether the company should
 
expense, capitalize, or defer their operating costs. It is
 
possible that an item may be expensed on the subsidiary's

financial statements and 	capitalized on the parent's.
 

Development-stage company financial statements include:
 

1. 	 A balance sheet with cumulative net losses termed
 
"deficit accumulated during development stage".


2. 	 An income statement with revenues and expenses for each
 
period being presented.
 
--disclose cumulative expenses and revenues from the
 
inception of the development stage.


3. 	 A statement of changes in financial position including

disclosure of a cumulative total of the sources and
 
uses of funds from inception.


4. 	 Statement of owner's investment including:
 
a. 	 Dates of issuance and number of shares, warrants,
 

etc.
 
b. 	 Dollar anounts must be assigned to each issuance
 

an for noncash consideration.
 
c. 	 Dollar amounts received for each issuance or basis
 

valuing non-cash consideration.
 
5. 	 Identification of statements as those of development
 

stage company.

6. 	 When normal operations commence, disclose that company
 

no longer in the development stage.
 

FASB Statement No. 8 	 Accounting for the Translation of
 
Foreign Currency Transactions and
 
Foreign Currency Financial Statements
 
(superseded by FASB-5), Effective 1/1/76
 

FASB Statement No. 9 	 Accounting for Income Taxes - Oil and 
Gas Producing Companies (superseded by
FASB-19, Effective 12/1/75 

FASB Statement No. 10 	 Extension of "Grandfather" Provisions
 
for Business Combinations, amends para

99 of APB-16, Effective 1/1/75
 



Paragraph 99 of APB-16 states that if a company holds
 
less than or equal to 50% of the common stock of another
 
company and then conducts a plan of combination with that
 
company, the resulting combination may be classified as a
 
pooling of interests if the combination is completed within
 
5 years after 10/31/70. FASB-10 deletes the wording "if the
 
combination is completed within five years after 10/31/70."
 

FASB Statement No. 11 	 Accounting for Contingencies
 
Transition Method (supersedes para 20 of
 
FASB-5), Effective 1/1/76
 

FASB Statement No. 12 	 Accounting for Certain Marketable
 
Securities, Effective 12/31/75
 

This 	statement deals with marketable equity securities

definer "any instrument 	 that represents an ownership share 
or the right to acquire or sell an ownership share at a 
determinable price." This includes stock options, warrants,
 
common, preferred, and other for capital stock. This
 
statement establishes the accounting procedure all
 
industries other than those following specialized practice.s.
 

Marketable securities should be classified as current 
or noncurrent with the total cost for each group carried at
 
the lower of cost or market. Unrealized losses for the
 
current group are deducted on the income statement in
 
determining net income for the period where as unrealized
 
losses for the noncurrent group are shown separately as a
 
reduction of shareholder's equity. Unrealized gains are
 
handled same manner, however, a group cannot be valued in
 
excess of its origin cost. Realized gains and losses
 
occurring through the actual sale of the securities are
 
reported in the income statement of the period of sale.
 

Required disclosures for 	marketable equity securities:
 

1. 	 As of the date of each balance sheet presented.

Aggregate cost and market value (each segregated

between current and noncurrent portfolios when a
 
classified balance sheet is presented) with
 
identification as to which is the carrying amount.
 

2. As of the date of the latest balance sheet date
 
presented, the following, segregated between current
 
and noncurrent portfolios when a classified balance
 
sheet is presented:
 
a. 	 Gross unrealized gains (losses) representing the 

excess market value over cost (cost over market) 
for marketable equity securities.
 



3. 	 For each period in which an income statement is
 
presented:
 
a. 	 Net realized gain or loss included in the
 

determination net income.

b. 	 The basis in which cost was determined in
 

calculating the above.
 
c. 	 The change in valuation allowance account included
 

in the equity section of the balance sheet during

the period an when a classified balance sheet is

presented, the amount of such change included in
 
the determination of net income.
 

FASB 	Statement No. 13 Accounting for Leases, Effective 1/1/77
 

A lease is defined as "...an agreement conveying the
right to use property, plant, and equipment (land and/or

depreciable assets) usually 
for a stated period of time."
Substance over (hinging on
form whether substantially all

the benefits and risks of ownership of the property have
been transferred) determines how a lease should be accounted
 
for on the balance sheet.
 

A lease shall be classified as a capital lease if one
of the following criteria has been satisfied:
 

1. 	 The lease transfers ownership of the property by the
 
end of the lease term to the lessee.
 

2. 	 The lease contains a bargain purchase option.

3. 	 The length of the lease term is 75% 
or more of the


estimated useful life of the leased property.

4. 	 The present value of the minimum lease payments


(minimum periodic rental payments, guarantee of the

residual value by the lessee, penalty 
payments for
failure to renew, etc at the inception of the lease is

90% or more of the fair market value of the leased
 
property.
 

If at least one of 
the 	above criteria has been
satisfied, 
the 	lessee follows capital lease accounting

procedures that is he accounts for it as if he had acquired

an asset and incurred a liability at the same time. The

lessee classifies all other leases other 
than 	capital as
operating leases. Under 
an operating lease, the lessor
basically 
 retains all the rights and obligations of
 
ownership.
 

If a lease meets one of the four criteria mentioned

above and both of the following criteria, it shall be
classified (to the lessor) as sales-type lease or direct
 
financing lease:
 



1. 	 Collectibility of the minimum lease payments are
 
reasonably predictable.
 

2. 	 No important uncertainties exist regarding costs to be
 
incurred by the lessor such as unusual guarantces of
 
Performance.
 

The basic differentiation between sales-type leases and
 
direct financing leases is the occurrence of manufacturer's
 
or dealer's profit on the part of sales-type leases. To
 
record a sales-type lease, following information is
 
necessary:
 

1. 	 Gross investment - the minimum lease payments plus the
 
unguaranteed residual value accruing to the lessor at
 
the end of the lease term.
 

2. 	 Unearned interest revenue - the gross investment less 
the sum of the present value of the two components of 
gross investment. 
--to be amortized to income over the lease term. 

3. 	 Sales Price of the asset - the present value of the 
minimum lease payments. This amount is included in 
income in the period of the sale. 

4. 	 Cost of goods sold - the cost of the asset to the 
lessor less the present value of the unguaranteed 
residual value. This amount is charged against income 
in the period of the sale. 

Another type of lease mentioned in this statement
 
describes a situation in which an owner sells property to
 
another and simultaneously leases it back from the new
 
owner, this is called a sales-leaseback. The seller-lessee
 
may deduct the lease payment for income tax purpose, which
 
could exceed his previous depreciation deduction had title
 
been retained. If the lease meets one of the four criteria
 
mentioned above for capitalization, the seller-lessee
 
accounts for the transaction as sale and the lease as a
 
capital lease. If the lease meets one of the criteria above
 
and both of the criteria specifically addressed to lessors.
 
the purchaser-lessor records the transaction as a purchase
 
ar the lease as a direct-financing lease.
 

FASB Statement No. 14 	 Financial Reporting for Segments of a
 
Business Enterprise, Effective 12/16/76
 

All enterprises which issue a complete set of financial
 
statements in accordance with GAAP are required to present
 
annual segmental information about their (1) different
 
industries, (2) foreign operation and export sales, and (3)
 
major customers. Three steps are required to determine
 
reportable segments (any part of a company for which segment
 
information is required):
 



1. 	 Identify the enterprise's products and services.
 
2. 	 Group products and services into industry segments.

3. 	 Select the industry segments significant to tile
 

enterprise.
 

The starting point for grouping the enterprise's

products and services is to determine the firm's profit

centers; then the significant industry segments are

selected. This is carried out by applying the following

series of 10% tests:
 

1. 	 The particular industry segment's revenue is at least
 
10% of the combined revenue of all the industry's
 
segments.
 
--an industry segment is a part of a company that
 
sells primarily to outsiders for profit.


2. Its operating profit or loss is 10% of the greater of:
 
a. Combined profit of all centers with profit or
 
b. 	 Combined loss of all segments with loss.
 

3. 	 Its identifiable assets exceed 10% or more of the
 
combined identifiable assets of all segments.
 

The number of industry segments should not exceed 10.

If a segment's revenue, profit or loss, and identifiable
 
assets all exceed 90% of the combined totals of all
 
segments, this segment is termed a dominant segment and
 
detailed disclosures need not be made if no other segments
 
meet any of the 10% tests.
 

The enterprise must report revenue, operating profit or
 
loss, and identifiable asset information concerning each of
 
its teportable segments. Intersegment transactions must be
 
separated out from sales outsiders. If a company makes 10%
 
or more of its revenue from sales to a single customer or
 
government, this information should be reported. Further 
information on disclosure is given within the statement.
 

FASB Statement No. 15 	 Accounting for Debtors and Creditors for
 
Troubled Debt Restructurings, Effective
 
12/31/77
 

Troubled debt restructuring occurs when a creditor
 
grants a debtor certain concessions in response to the
 
debtor's financial difficulties with the objective of
 
maximizing his investment recovery. FASB-15 applies in all
 
troubled debt restructurings, except those instances in
 
which the debtor restates most of his liabilities. A debtor
 
common restates his liabilities with the approval of the 
court and most of it 	creditors in quasi-reorganization,
 
corporate readjustment, and similar situations.
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Troubled debt restructures include situations in which
 
the creditor accepts a third-party receivable or an equity

interest in lieu of his receivable or allows for
 
modification of the terms of the debt. Restructuring

is not "troubled" when the debtor satisfies the debt by
 
giving assets of equal fair value or when the creditor
 
reduces the interest rate in response to general market
 
conditions.
 

The debtor's accounting treatment of the payable under 
a modification of terms is dependent upon whether the amount 
repaid is greater than (or less than) the carrying value of 
the debt. If the recorded amount of the debt exceeds the 
aggregate future principal and interest payments under the 
new terms, an extraordinary gain is recognized and the 
liability account is reduced by this same amount. If the 
total payments to be made are greater than the carrying
value of the debt, no adjustment is made to the liability 
account. 

When 	the debtor exchanges an asset or an equity account
 
in satisfaction of the debt, the transfer is recorded at the
 
fair value of the asset given up. Any gain recognized by
 
the debtor is recorded as extraordinary.
 

FASB Statement No. 16 	 Prior Period Adjustments - (supersedes 
Paragraphs 23 & 24 of APB-9), Effective 
10/16/77 

All profit and loss items are to be included in the
 
determination net income except for the following two items
 
which are to be accounted for and reported as prior period
 
adjustments:
 

a. 	 Correction of an error in the financial statements
 
of a prior period and
 

b. 	 Adjustments that result from realization of income
 
tax benefit of preacquisition operating loss
 
carryforwards of purchased subsidiaries.
 

An exception is listed in the statement regarding
 
certain adjustments that are related to prior interim
 
periods of the current fiscal year. These are adjustments
 
or settlements of litigation, renegotiation proceedings, or
 
of utility revenue under rate-making processes. These
 
adjustments must meet certain criteria:
 

a. Their effect is material in relation to income 
from continuing operations of the current fiscal 
year. 



b. 	 All or part of the adjustments can be specifically

identified with and are directly related to
 
business activities of prior interim periods of
 
the current fiscal year.
 

c. 	 These adjustments must not have been reasonably

estimable prior to the current interim period

(e.g. new retroactive tax legislation).
 

When an item of profit or loss occurs in other thn the
 
first interim period of the enterprise's fiscal year and all
 
of part of the item is an adjustment related to prior

interim periods of the current fiscal year, the item shall
 
be reported as follows:
 

a. 	 Any portion of the item that is related to the
 
cuitrent interim period should be included in the
 
net income of that period.


b. 	 Restate prior interim periods to pick up portions

related to the activities of the enterprise during
 
those prior period.
 

c. 	 Any portion of the adjustment related to prior
 
fiscal years should be included in the
 
determination of net income for the current first 
fiscal Period.
 

FASB Statement No. 17 	 Accounting for Leases -- Initial Direct 
N (Cost (Now in FASB-13) 

FASB Statement No. 18 	 Financial Reporting for Segments of a
 
Business Enterprise -- Interim Financial
 
Statements, Effective 12/1/77
 

Paragraph 4 of FASB Statement No. 14 provides for the 
inclusion of segment information in interim financial 
statements. This statement eliminateq this requirement. If 
interim segment information is presented, it should be per 
Statement No. 14. 

FASB Statement No. 19 	 Financial Accounting and Reporting by
 
Oil and Gas Producing Companies,
 
Effective 12/15/78
 

FASB Statement No. 20 Accounting for Forward Exchange 
Contracts (superseded by FASB-52), 
Effective 1/1/78 



FASB Statement No. 21 	 Suspension of the Reporting of Earnings
 
per Share and Segment Information by
 
Nonpublic Enterprises (An amendment of
 
APB Opinion No. and FASB Statement No.
 
14), Effective 12/15/
 

This 	statement susrends any requirement to disclose the
 
information specified by 	Opinion No. 15 and Statement Ho. 14
 
in a complete set of separately issued financial statements'
 
of a subsidiary, corporate joint venture, or other investee
 
that is a nonpublic enterprise.
 

-- L nonpublic enterprise is an enterprise whose debt or 
equity securities are not traded in a public market on a 
foreign or domestic stock exchange or in the over-the
counter market. The are not required to file financial 
statements with the SEC. 

Although not required, if nonpublic enterprises do
 
present earnings per share data and/or segment informatior 
in their financial statement they must be per Statement No.
 
14 and Opinion No. 15.
 

FASB Statement No. 22 	 Changes in the Provisions of Lease
 
Agreements Resulting from Re~undings of
 
Tax-Exempt Debt (Now in FASB-13)
 

FASB Statement No. 23 	 Inception of the Lease (Now in FASB-13)
 

FASB Statement No. 24 	 Reporting Segment Information in 
Financial Statements that are Presented 
in Another Enterprises's Financial 
Report (an amendment of FASB No. 14 -
Effective 1/1/79 retroactive to fiscal 
years beginning after 12/15/76) 

If consolidated financial statements are accompanied by
 
a complete set of separate parent company oe investee
 
financial statements, this statement eliminates the
 
requirement to disclose 	segment information in the separate 
financial statements of:
 

1. 	 The consolidated parent or affiliated companies

included in the consolidation.
 

2. 	 Certain foreign investee companies.
 



3. 	 Investee companies utilizing the cost or equity method,

if the segment information is not material to the
 
consolidated financial statements.
 

FASB Statement No. 25 	 Suspension of Certain Accounting
 
Requirements for Oil and Gas Producing

Companies, Effective 12/15/78
 

FASB Statement No. 26 	 Profit Recognition on Sales-Type Leases
 
of Real Estate, Effective 8/1/79
 

FASB Statement No. 27 	 Classification of Renewals or Extensions
 
of Existing Sales--Type or Direct
 
Financing Leases, Effective 9/1/79
 

FASB Statement No. 28 Accounting for Sales with Leasebacks
 
(now in FASB-13, codified through May

1980), Effective 9/1/79
 

FASB Statement No. 29 	 Determining Contingent Rentals (now in
 
FASB-l codified through May 1980)
 
Effective 10/1/79
 

FASB Statement No. 30 	 Disclosure of Major Information about
 
Major Customers, an amendment of FASB
14, Effective 12/16/79
 

Paragraph 39 of FASB Statement No. 14' "Financial
 
Reporting for Segments of a Business Enterprise." requires

disclosure of the amount revenue derived from sales to
 
domestic governmental agencies or foreign governments in
 
the aggregate when those revenues are 10% or more of the
 
enterprise's revenues. 'this statement amends that paragraph

to require disclosure of sales to an individual domestic
 
government or foreign government when those revenues are 10%
 
or more uf the enterprise's revenues. Effectively each
 
governmental unit is treated as a separate customer and
 
disclosures are like sales made to any other customer.
 



FASB Statement No. 31 	 Accounting for Tax Benefits Related to
 
U. K. Tax Legislation Concerning Stock 
Relief, Effective 7/26/79
 

FASB Statement No. 32 	 Specialized Accounting and Reporting
 
Principle and Practices in AICPA
 
Statements of Position Guides on
 
Accounting and Auditing Matters,
 
Effective 10/31/79
 

The Financial Accounting Standards Board (FASB) has
 
specified that specialized accounting and reporting
 
principles which appear in certain AICPA Statements of
 
Position and Guides on accounting and auditing matters are
 
"preferable accounting principles" for justifying a change
 
in accounting principle per APB-20.
 

FASB Statement No. 33 	 Financial Reporting and Changing Prices,
 
Effective 12/25/79
 

This statement applies to public enterprises (excluding
 
investment companies) having either (1) inventories and
 
property, plant. and equi'aent before depreciation amounting
 
to $125 million or more or (2) total assets after deducting
 
depreciation greater than $1 billion.
 

No changes are to be made to the primary financial
 
statements: the information required by this statement i. to
 
be presi_.nted as suppleventary information in the published 
annual reports.
 

An enterprise is required to disclose:
 

a. 	 Information on income from continuing operations 
on a historical cost/constant dollar basis. 
--constant dollar information neutralizes the 
effects of general purchasing power of the dollar. 
--the index used to compute constant dollar 
infozmation is the Consumer Price [index for All 
Urban Consumers. 
--convert items into constant dollars by 
multiplying historical cost by the following 
ratio: 
TO/FROM = Price index in year converting to /

Price index in year converting from.
 

b. 	 The purchasing power gain or loss on net monetary

items for the current fiscal year (which is not
 
included in income from continuing operations).
 



The following steps are necessary to compute

purchasing power gain or loss:
 
1. 	 Compute the total net monetary items at the 

beginning of the period. 
--monetary items are amounts by nature 
already stated in current dollars (e.g. cash,

accounts receivable, accounts payable, etc.)


2. 	 Restate monetary items in step 1 to end-of
year dollars.
 
-- current period monetary items are already 
state in end-of-year dollars.
 

3. 	 Restate sources (revenues) and uses
 
(purchases) to end-of-year dollars.
 
--multiply amounts by (end-of-year index/avg.

index.
 

4. 	 Add total net monetary items from step 1 to
 
sources monetary items, then subtract uses of
 
monetary item to arrive at net monetary items
 
at end-of-year.


5. 	 Compare net monetary items on restated basis
 
to net monetary items on historical basis to
 
arrive at purchasing power gain or loss. 
--historical basis follows same addition ana 
subtractions as step 4 except items are not 
restated. 

An enterprise is also required to disclose:
 

a. 	 Information cn income from continuing operations

for the current fiscal year on a current cost
 
basis.
 
--current cost income from continuing operations

is the difference between sales revenues and the
 
current costs of inputs.


b. 	 The current cost amounts of inventory and
 
property, plant, and equipment at the end of the
 
current fiscal year.
 
--the current cost of inventory is the current
 
cost to either purchase the goods or acquire the
 
resources to produce the qoods.
 
--the current cost of property, plant, and
 
equipment is the current cost of "acquiring the
 
same service potential as embodied by the asset
 
owned".
 

C. 	 Increases or decreases for the current fiscal year

in the current cost amounts of inventory and
 
property, plant, and equipment (net of inflation).
 
--the amount calculated above is not to be
 
included in income from continuing operations.
 

If there is no material difference in income from

continuing operations on either the constant dollar or
 
current cost basis, the current cost information need not be
 
disclosed.
 



Whichever method is chosen to disclose information on

income from continuing operations (on a historical

cost/constant dollar basis or on 
current cost basis) should

also include, unless immaterial, amount or adjustments to
cost of goods sold, depreciation, depletion, and the case of

the historical cost/constant dollar basis reductions the
-
amounts of inventory and property, plant, and equipment to
 
lower recoverable amounts.
 

An enterprise shall disclose in the notes to the

supplementary information the following:
 

a. 
 The principal types of information used to

determine the current cost of inventory, property,

plant, and equipment, cost of goods sold, and
 
depreciation, depletion, and amortization expense.
 
--two types: indexation and direct pricing are
 
given as examples in the statement. Indexation

(application of price indices to original cost)
 
are internally or externally generated by the
 
class of goods. Direct pricing pertains to
 
current invoices, vendor's price quotations, and
 
other similar information.
 

b. 	 Any differences between the depreciation methods,

estimates of useful lives, and salvage values of
 
assets reflected in the depreciation expense

calculation as a result of applying historical
 
cost/constant dollar, historical 
 cost/nominal

dollar or current cost methods.
 

c. 
 The exclusion from the computations of
 
supplementary information of any adjustments to or

allocations of the amount of income tax expense in
 
the primary financial statements.
 

An enterprise is required to disclose the following

information each of its five most recent fiscal years:
 

a. 	 Net Sales and Other Operating Revenues.
 
b. 	 Historical Cost/Constant Dollar and Current Cost
 

information
 
(1) 	Income from continuing operations.

(2) 	Income per common share from continuing


operations.

(3) 	Net assets at fiscal year-end.

(4) 	Increases or decreases in the current cost
 

amounts of inventory and property, plant, and
 
equipment (net of inflation). (Line 4
 
applies to Current Cost information only)
 

c. 	 Other Informatioi
 
(1) 	Purchasing power gain or loss on net monetary
 

items.
 
(2) 	Cash dividends declared per common share.
 
(3) Market price per common share at fiscal year

end.
 



All enterprises shall report in a note to the five year
summary, average or the end of the year 
level of the

Consumer Price Index for each of the years.
 

FASB 	Statement No. 34 Capitalization of Interest Cost, amended
 
by FASB-42 and FASB-58, Effective
 
12/16/79
 

Interest costs, when material, incurred in acquiringthe following types of assets, shall be capitalized:
 

1. 	 Assets that are constructed or otherwise produced for an enterprise's own use (including those produced by
others requiring deposits or progress payments.2. 	 Assets intended for sale or lease that are constructed
 
as discrete projects (e.g. ships).
 

However, interest costs shall not be capitalized on the
 
following:
 

1. 	 Inventories that are routinely produced in large

quantities on a repetitive basis.
2. 	 Assets that are in use or ready for their intended use.
3. 	 Assets that are not being used and 
are not be readied
 
for use.
 

4. 
 Land that is not undergoing activities necessary to get

ready for its intended use unless it is being

developed.
 

The objectives of capitalizing interest costs are:
 

1. 	 To obtain a measure of acquisition cost that more
closely reflects the enterprise's total investment in
 
the asset.
 

2. 	 To charge a cost that relates to the acquisition of a
 resource 
that will benefit future periods against the
 
revenues of the periods benefitted.
 

The amount of interest cost to be capitalized should be
that portion of the interest cost incurred during the
assets' acquisition period theoretically could have been
avoided if the expenditures for the asset had not been made.
The 	amount capitalized in an accounting period 
shall be
determined by applying interest
an 	 rate (which may be a
specific rest rate associated with a qualifying asset 
or
based on total borrowing outstanding during the period) to
the average amount of accumulated expenditures for the asset
during the period. The total 
amount of interest cost
capitalized in an accounting period shall not exceed total
 



amount of interest cost incurred by the enterprise during
 
that period.
 

--the capitalization period begins when the
 
expenditures for the asset have been made, activities
 
to get the asset ready for its intended use are in
 
progress, and an interest cost ha been incurred.
 

--the capitalization period ends when the asset is
 
substantially complete.
 

Disclosures in Financial 	Statements or Notes:
 

1. 	 For an accounting period in which no interest cost is
 
capitalized, the amount of irterest cost incurred and
 
charge expense during that period.
 

2. 	 For an accounting period in which some interest cost is
 
capitalized, the total amount of interest cost incurred
 
during the period and the amount thereof that has been
 
capitalized.
 

FASB Statement No. 35 	 Accounting and Reporting by Defined
 
Benefit Pension Plans, Para 30 amended
 
by FASB-59, Effective 12/15/80.
 

This statement covers all defined benefit pension plans
 
such as governmental, private, ERISA (Employee Retirement
 
Income Security Act and non-ERISA plans). A defined benefit
 
pension plan is a plan in which the company provides its
 
employees with benefits upon retirement (ordinarily, monthly
 
payments) that can be determined in advance by provisions of
 
a document. This statement does not include terminate plans
 
or governmental social security plans. The financial
 
accounting standards in this statement are unique to defined
 
benefit pension plans and other accounting principles not
 
covered may be applicable.
 

The primary objective of any pension plan statement is
 
to provide information to the financial statement user
 
concerning the plan's ability to pay accumulated benefits to
 
its participants. This requires information on:
 

1. 	 The financial resources available to pay benefits and
 
stewardship thereof.
 

2. 	 The participant's accumulated benefits.
 
3. 	 Results of the plan's financial transactions.
 
4. 	 Any other factors that may be pertinent to the plan's
 

ability to pay benefits.
 

The following information is included in pension plan
 
financial statements:
 



1. 	 Statement of Net Assets available for benefits.
 
--this would include contributions receivable from
 
employers and participants.
 
--Fund investments are presented at their current
 
value.
 
--Operating assets are presented at cost less
 
accumulated depreciation.
 
--the accrual basis of accounting shall be used.
 

2. 	 Statement Changes Net Assets available
of in for
 
benefits.
 

Minimum disclosure would include:
 
a. 
 Net change in current value of investments held at
 

year 	end.
 
b. 	 Contributions from employers, participants, and
 

other sources.
 
c. 	 Benefits paid, administration expenses, and
 

payments to insurance companies.

3. 	 Information on the present value of accumulated
 

benefits as of a benefit valuation date.
 
--the present value of accumulated benefits are those
 
attributable to employee service prior to the benefit
 
valuation date which are expected to be paid to
 
present, retired, or terminated employees or their
 
beneficiaries.
 

4. 	 Information on significant changes in actuarial present

value of accumulated benefits.
 
--any changes in actuarial assumptions are considered
 
changes in estimates.
 
--if significant, individually or in the aggregate,

disclose factors affecting changes in actuarial
 
present value, including:
 
a. 	 Plan amendments.
 
b. 	 Changes in the nature of the plan.
 
c. 	 Changes in actuarial assumptions.
 

Other required disclosures include:
 

1. 	 Assumptions to determine investment current values.
 
2. 	 Assumptions to determine accumulated benefit present


value.
 
-'-this includes information on the assumed rate of
 
return of the ongoing plan, inflation rate, and
 
retirement ages.


3. 	 General description of the plan which would include
 
vesting and benefit provisions.


4. 	 Funding policy and compliance with ERISA if applicable

and other specialized disclosure requirements included
 
in the statement that may be necessary depending on the
 
plan.
 



FASB Statement No. 36 	 Disclosure of Pension Information
 
(amends para 46 of APB No. 8), Effective
 
12/15/79
 

To improve uniformity and comparability of pension plan

information employers shall make the following disclosures
 
about their defined benefit pension plans:
 

1. 	 Actuarial present value of vested and non-vested
 
accumulate plan benefits.
 

2. 	 Net assets available for benefits.
 
3. 	 The assumed rates of return used for the above.
 
4. 	 The date as of which the benefit information was
 

derived.
 

The disclosures shall be as of the most recent benefit
 
information date. The data may be reported in total,

separately, or in the most useful combination of the two.
 
If the above data is not available, the employer shall
 
disclose the excess, if any, of the vested benefits
 
(present or actuarial value) over the sum of the pension

fund and balance sheet pension accruals, less any pension
 
prepayments.
 

FASB Statement No. 37 	 Balance Sheet Classification of Deferred
 
Income Taxes (amends para 57 of APB No.
 
11), Effective 12/15/80
 

In paragraph 57 of APB No. 11. deferred income tax
 
debits and credits are classified on the balance sheet as to
 
the asset or liability to which they relate. There is no
 
mention in paragraph 57 as to the procedure to follow should
 
a timing difference arise that is not related to a
 
particular asset or liability. This statement specifies

that a deferred income tax charge or credit is related to a
 
particular asset or liability if a decrease is expected in
 
that asset or liability upon reversal of the timing
 
difference. If there appears to be a relation,

classification is the same as the related asset or
 
liability. If there does not appear to be a relation,

classification (current or noncurrent is determined by the
 
date the timing difference is expected to reverse.
 

As mentioned in paragraph 57 of APB No. 11, the
 
requirement of offsetting or netting current debits against
 
current credits and noncurrent debits against noncurrent
 
credits remains in effect.
 



FASB Statement No. 38 	 Accounting for Preacquisition
 
Contingencies of Purchased Enterprises

(amends para 88 of APB No 16), Effective
 
12/16/80
 

A preacquisition contingency is a contingency acquired

from an enterprise in a business combination accounted for

by the purchase method and that was in existence before the

consummation of the combination (e.g. contingent asset'
 
contingent liability, etc.).
 

A preacqui3ition contingency shall be included in the

purchase allocation at its fair value if determinable during

the allocation period (the period that is required to
 
identify and quantify the assets acquired and liabilities
 
assumed in combinations accounted for by the purchase

method). If the fair value cannot be determined during the

allocation period, a reasonable estimate should be made if 
it is probable that an asset has been impaired or a
liability incurred as of information available before the 
end of the allocation period.
 

FASB Statement No. 39 	 Financial Reporting and Changing Prices:
 
Specialized Assets - Mining and Oil and 
Gas (supplements FASB-33), Effective 
12/25/80 

FASB Statement No. 40 	 Financial Reporting and Changing Prices:
 
Specialized Assets - Timberland and
 
Growing Timber (supplements FASB-33),

Effective 12/25/
 

FASB Statement No. 41 	 Financial Reporting and Changing Prices:
 
Specialized Assets - Income-Producing

Real Estate (supplements FASB-33),

Effective 12/25/80
 

FASB Statement No. 42 	 Determining Materiality for
 
Capitalization of Interest Cost (amends

SFAS No. 34> - Effective 12/16/79 unless
 
adoption of SFAS No. 34, 	then 10/16/80
 

When the benefits in terms of information about an
 
enterprise's resources 
and earnings upon capitalization of

interest do not justify the additional accounting and
 



administrative cost involved, interest shall not be
 
capitalized.
 
--e.g. interest cost shall not be capitalized for
 
inventories that are routinely manufactured or otherwise
 
produced in large quantities on a repetitive basis because
 
the informational benefit is outweighed by the cost.
 

FASB Statement No. 43 	 Accounting for Compensated Absences,
 
Effective 12/15/80
 

FASB Statement No. 44 	 Accounting for Intangible Assets of
 
Motor Carriers, Effective 12/19/80
 

FASB Statement No. 45 	 Accounting for Franchise Fee Revenue,
 
Effective 6/15/81
 

Franchise fee revenue from individual sales shall be
 
recognized when all material services or conditions relating

to the sale have been substantially performed or satisfied
 
by the franchisor.
 

--Franchisor - party who grants business rights. 
--Substantially performed - Franchisor has no obligation to 
return money, substantially all initial services have been 
performed, and no other conditions or obligations exist. 

If a large initial franchise fee is required and
 
subsequent franchise fees are small in relation to future
 
services, then a portion of the initial fee should be
 
deferred and amortized over the life of the franchise. If
 
the franchisee is allowed to make bargain purchases, then
 
likewise a portion of the initial franchise fee is to be
 
deferred and offset against the selling price of the
 
purchases.
 

If a franchise fee includes a portion applicable to
 
tangible assets that portion shall be based on fair market
 
value and the fee may be recognized before or after the
 
revenue from the initial services.
 

Continuing franchise fees are consideration for the
 
ongoing rights of the franchise agreement and for any
 
general or specific services that might occur during the
 
duration of the agreement. The fees are recognized when
 
earned and receivable from the franchisee. If an agency

relationship is set up and a designated portion of the
 
continuing franchise fee is for a specific purpose, that
 



segregated portion is to be recorded as a liability with any

later costs incurred charged against that liability.
 

If a franchisor upon repossessing the franchise refunds
 
the consideration previously paid, the franchisor shall
 
reduce the sales of the current period by the refunded
 
amount. If no refund is made, no adjustment is made to the
 
previous recorded revenue although an adjustment may be
 
necessary to the allowance for uncollectible account.
 

There should be disclosure of all significant

commitments and obligations that have not been substantially

performed. Notes to the financial statements should
 
disclose whether the installment or cost recovery method is
 
being utilized to recognize revenue. Initial franchise fees
 
shall be segregated from other franchise fee revenue if
 
significant.
 

FASB Statement No. 46 	 Financial Reporting and Changing Prices:
 
Motion Picture Films, supplements SFAS
 
No. 33, Effective 3/31/81
 

FASB Statement.No. 47 	 Disclosure of Long-Term Obligations,
 
Effective 6/16/81
 

Per APB No. 4, exchanges between enterprises or
 
individuals are recorded when the actual transfer of
 
resources, services, and/or obligations occur. An exception

is made for unfulfilled purchase commitments as to the
 
future transfer of resources;these exchanges are not
 
recorded until the commitment is at least partially
 
fulfilled.
 

This statement concentrates on unconditional purchase

obligations which are defined as obligations whereby 
one
 
party is required to transfer funds to another party in
 
return for future delivery of specified quantities of goods
 
or services at specified prices. Unconditional purchase

obligations having a remaining term <= to one year are
 
excluded from the provisions of this statement.
 
--an unconditional purchase obligation may be cancelable by
 
a remote contingency, permission of other party, replacement
 
agreement signed by both parties, or by provision of penalty

and still be governed by this statement.
 

Disclosure of Unrecorded 	Unconditional Purchase Obligations
 

If these obligations are (1) substantially
 
noncancelable, (2) related to the costs of specific goods or
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services, and (3) for a remaining term in excess of one
 
year, disclosure must be made by footnote the
a 	 in

purchaser's financial statements. 
This 	would include:
 

1. 	 A description of the nature and term of the
obligation.
 
2. 	 The total determinable amount of unrecorded
 

unconditional purchase obligations 
 as of the
 
latest balance sheet date and for each of the five
 
years after the latest balance sheet date.
 

3. 	 A description of the nature of any variable
 
component of the unrecorded unconditional purchase
 
obligat.ons.


4. 	 Amounts purchased under the obligations for each
 
year an income statement is presented.
 

This statement further encourages presenting the
 
present value of the 
 total determinable amounts of

unrecorded unconditional purchase obligations for each of

the five years after the latest balance sheet date. The

discount rate to be used is usually the effective interest
 
rate at the inception of the borrowings that financed the
 
project or the rate associated with the obligations.
 

FASB-47 reaffirms the economic substance of a
transaction should be recorded, rather than the legal 
form

of the transaction. Furthermore, the following information
 
should be disclosed for each of the next five years:
 

1. 	 Aggregate amount of payments for unconditional
 
purchase obligations that meet criteria for
 
balance sheet recognition.


2. 	 Combined aggregate amount of maturities and
 
sinking fund requirements for all long-term

borrowings.
 

FASB Statement No. 48 	 Revenue Recognition When Right of Return
 
Exists, Effective 6/16/81
 

Specification is given 	in this statement to
as the

accounting for sales in which a product may be returned for

refund, credit applied to amounts owed, or in exchange for
other products. The 	following criteria 
are 	given for

recognizing revenue when 	right of return exists:
 

1. 	 If an enterprise sells its product but gives the buyer

the right to return the product, revenue from the sales
 
transaction shall be recognized at time of sale only if
 
all of the following conditions are met:
 
a. 	 The seller's price is substantially fixed or
 

determinable at the date of sale.
 



b. 	 The buyer is obligated to pay the seller and the
obligation is not contingent upon resale.
C. 	 The buyer's obligation to the seller is not
changed by theft or destruction of the product.
d. 	 The sale was not made to a party solely for
 
recognizing sales revenue.
 

e. 	 The seller 
 does not have any 	 significant
obligations for future performance concerning

resale.
 

f. The amount of future returns can be estimated.
 

Sales revenue 
and cost of sales not recognized due to
failing to meet the above conditions shall be recognized
when the return privilege has substantially expired or upon
meeting the above conditions, whichever occurs first. If
the above conditions are met, record sale and cost of sales
and (1) reduce sales revenue and 
cost 	of sales to reflect
estimated returns 
(2) accrue expected costs losses
or in

accordance with FASB-5.
 

Certain factors may the 	 to
impede ability make 
a
reasonable estimate of returns. 
 Tha susceptibility of the
product to external factors (: 
changes in demand), a long
return privilege, 
or absence of experience with similar
products are some of these factors.
 

FASB Statement No. 49 	 Accounting for Product Financing
 
Arrangements, Effective 6/16/81
 

A product financing arrangement is defined in the
statement as "a transaction in which an enterprise sells and
 agrees to repurchase inventory with the repurchase price
equal to the original sale price plus carrying and financing

costs, or other similar transactions."
 

The enterprise shall record a liability at the time the
proceeds are received 
from the other enterprise to the
extent the product is covered by the 
financing agreement.
The selling party shall neither record sales 	 from
revenue
the 	transaction 
nor 	remove the covered product from its

balance sheet.
 

FASB 	Statement No. 50 Financial 
Reporting in the Record and
 
Music Industry, Effective 12/16/81
 

FASB 	Statement No. 51 
 Financial Reporting by Cable Television
 
Companies, Effective 12/16/81
 



FASB Statement No. 52 
 Foreign Currency Translation (Supersedes

FASB-8 & FASB-20), Effective 12/15/82
 

This statement Provides "standards for foreign currercy
translation 
that are designed to (a) provide information
that is generally compatible 
with the expected economic
effects of a rate change on an enterprises's cash flows and
equity and (b) reflect in consolidated statements the
financial results and relationships as measured 
in the
primary currency in which each entity conducts its business

(referred as its functional currency)."

--functional currency currency= of the primary economic
environment in which the entity operates.
-- a currency in a highly inflationary environment (3-yearinflation rate 
of 100% or more) is not considered stable
enough to be used as the functional currency, therefore the
more stable currency of the reporting parent should be used.
 

Objectives of Translation
 

Financial statements are intended to present
information in financial terms 
about the performance,
financial position, and cash flows of an enterprise. Thisexplains consolidating the financial statements of separate
entities with different economic and currency environments

into one statement for measurement purposes. Through
effective operation of an enterprise's constituent parts,
the enterprise as whole achieve
a can its goal. The
following objectives 
 should be when commencing the

translation process:
 

a. Provide information that 
is generally compatible with

the expected economic effects of 
a rate change on an
enterprise's cash flows and equity.
b. Reflect in consolidated statements the 
 financial

results and relationships of 
 the individual
consolidated entities 
as measured in 
their functional
currencies in conformity with U.S. generally accepted

accounting principles.
 

For purposes of determining the functional currency of
an entity self-contained foreign operations 
are segregated
from those that 
are direct and integral component or
extension of the parent company's operation. The functional
 currency of the former 
is its foreign currency while the
latter its parent company's. If 
the parent company's
currency was the U.S. dollar then the functional currency of
the latter would this also.
 

The following guidelines &Le suggested to determine the

function currency:
 



1. 	 Cash flow indicators
 
a. 
 If the foreign operation's cash flows are mostly
in a foreign currency, the functional currency is
the foreign currency.


2. 	 Sales price or market indicators
 
a. 	 If the foreign operation's sales price 
for 	its
products primarily determined by local
competition, or 
local government regulation, the
functional currency 
is the foreign currency,


otherwise, the parent's.

b. A local sales market for the operation would also
suggest that the functional currency should be
that of the foreign operation.


3. 	 Financing indicators
 
a. 
 If the financing for the foreign operation is in
its 	local currency and the funds 
generated by
operations are sufficient to service 
these debt
obligations, the 
functional currency should


that of the foreign operation. 
be
 

b. 	 Likewise, if the financing is provided by the
parent company or in U.S. dollars, the functional
 currency should be that of the parent's.
 

If a foreign entity's bookkeeping is not done 
in the
functional 
 currency, remeasurement 
 into the functional
currency is required. That remeasurement is required before
translation into the reporting currency.
 

The translation 
 of 	 foreign currency financial
statements (those incorporated in the financial 
statementa
of 
a reporting enterprise by consolidation, combination or
the 	equity method of 
accounting) should a
use current
exchange rate 
if the foreign currency is the functional
 
currency.
 

1. 
 Assets and liabilities - exchange rate at the balancesheet data is used to translate the functional currency

to the reporting currency.
2. 	 Revenues (expenses) and gains (losses)  exchange rates
when the transactions 
were recorded shall 
be used to
translate from the functional currency tc the reporting
 
currency.


3. 	 Translation adjustments 
 will result from the
translation process the
if functional currency is a
foreign currency. These adjustments are not an element
of net income of the reporting entity but 
 are
accumulated and reported as part of the 
reporting

entity's owner's equity.

--the accumulated adjustments remain part of the
owner's equity until the reporting entity disposes of
the foreign entity.
 

Foreign currency transactions 
are 	those which are
denominated in other than the entity's functional currency.
 

22-' 



--

As a general rule, gains and losses 
on foreign currency
transactions are recognized in current net income. 
However,
the following currency transactions may require different
 
treatment:
 

1. 	 Gain or loss resulting from a foreign transaction that

is designated as 
an economic hedge of a net investment
 
in foreign entity.
2. 	 Forward exchange contract_ are agreements to exchange

different currencies at a specific future rate on a
specified f'ture date. 
FASB-52 specifies gain and loss
treatment on 
two specific forward exchange contracts.

A gain or loss on a hedge forward contract is computed
by multiplying the foreign currency 
amount of the

forward contract by the difference between the spot
rate at the balance sheet date and the spot rate at the

date of inception of the forward contract.
 
spot rate is the exchange rate for immediate delivery


of currencies exchanged.
 

A gain or loss on a speculative forward contract is
computed "multiplying the 
foreign currency amount of the
forward contract by the difference between the forward rate
available for the remaining maturity of the contract and the

contracted forward rate."
 

Gains and losses on forward contracts are disclosed on
the income statement during the periad in which the spot
rates (rates for immediate delivery of the currencies
 
exchanged) change.
 

Financial statement disclosures required:
 

1. 	 Aggregate transaction gain or loss that is included in
 
entity's net income.
 

2. 	 Analysis of changes in 
 accumulated translation
adjustments, which are reported as part of the entity's

owner's equity.


3. 	 Significant rate changes subsequent to the date of the
financial statements including 
effects on unsettled
 
foreign currency transactions.
 

FASO 	Statement No. 53 Financial 
Reporting by Producers and
 
Distributors of Motion Picture Films,
 
Effective 12/16/81
 

FASB Statement No. 54 Financial Reporting and Changing Prices: 
Investment Companies, amends FASB-33 



Effective 1/27/82 retroactive to fiscal
 
years ending after 12/25/79
 

FASB Statement No. 55 	 Determining Whether a Convertible
 
Security Common Stock Equivalent -

Effective for convertible securities
 
issued after 2/28/82
 

APB No. 15 used the bank prime interest rate in the

cash yield for determining common stock equivalents (CSE).

Accordingly, a convertible security was a CSE if at the time

of issuance based on its market price, it had a cash yield

of less than 66 2/3 % of the bank interest rate.
 

Recent bank interest rates have been volatile and often

higher long-term interest rates. Following the above
 
classification would result in convertible securities

becoming CSE's contrary to the int of APB No. 13. 
 Therefore
 
in the cash yield test, "bank prime inter rate" is replaced

by "average Aa corporate 	bond yield".
 

FASB Statement No. 56 	 Designation of AICPA Guide and Statement
 
of Position (SOP) 81-1 on Contractor
 
Accounting a, SOP 81-2 Concerning

Hospital-Related Organizations as
 
Preferable for Purposes of APPlying APB
 
Opinion No. 20. amends FASB-32,
 
Effective 1/1/82
 

FASB Statement No. 57 	 Related Party Disclosures, Effective
 
6/15/82
 

In general, a related party is 
one which can exercise
 
control or significant ilfluence over the management 
or
 
operating policies of another party, which may inhibit the

other party from pursuing its separate interests. Related

parties include the reporting entity, its affiliates,

principal owners, management' and members of their immediate
 
families.
 

Statement on Auditing Standards No. 6 (SAS-6) requires

that significant related party transactions be disclosed.
 
The disclosures should include:
 

1. The nature of the related party relationship.
 



2. 	 A description or summary of the related party
transaction, including amounts and other pertinent

information.
 

3. 	 The effects of any changes in terms between the related
 
parties from the terms used in prior periods and the
 
dollar amounts of the transactions for each period in
 
which an income statement is Dresented.
 

4. 	 If not apparent in the financial statements, the terms,
 
manner of settlement, and amounts due to and from other
 
parties from related party transactions.
 

5. 	 When a control relationshiD eXists, disclose such
 
relationship even though no transactions have occurred,
 

(The underlined Portions reflect modifications to
 
reflect FASB-57)
 

FASB-57 requires that material related party

transactions which are not eliminated in consolidated
 
financial statements be disclosed in the financial
 
statements of the reporting entity (this does not include
 
related party transactions involving compensation

arrangements, expense allowances, etc. incurred in the
 
ordinary course of business).
 

FASB 	Statement No. 58 Capitalization of Interest Cost in
 
Financial Statements 	 that Include
 
Investments Accounted for by the Equity

Method, amends Para 9,10,&20 of FASB-34,
 
Effective 7/1/82
 

Interest costs shall be capitalized for investments
 
(equity, loans and advances) accounted for by the equity

method while the investee has activities in progress
 
necessary to commence its planned principal operations

(provided that the investee's activities include the use of
 
funds to acquire qualifying assets for its operations).

Interest costs shall not be capitalized for investments in
 
regulated investees that capitalizing both the cost of debt
 
and equity capital.
 

For parent company and subsidiaries, only the
 
qualifying assets appearing in the consolidated balance
 
sheet shall be eligible for that interest capitalization.

If the investee which was not consolidated the past is
 
consolidated, do not restate capitalized interest costs.
 

FASB Statement No. 59 	 Deferral of the Effective Date of
 
Certain Accounting Requirements for
 



Pension Plans of State and Local
 
Governmental Units, amends FASB-35 
-

Effective 4/82 retroactive for fisc
 
years after 12/15/80
 

FASB Statement No. 60 	 Accounting and Reporting by 
Insurance
 
EnterPrises, Effective 12/16/82
 

FASB Statement No. 61 	 Accounting for Title Plant, Effective
 
12/16/82
 

FASB-61 stipulates 
 the accounting principles and
practices to for title plants. A title plant is a
collection of records that displace the chain of ownership
of a parcel of real estate. A title insurance company will
utilize 
a title plant to research a particular parcel
real estate for any liens 	
of
 

or defects that may hinder the
subsequent purchase or sale of the real estate.
 

All direct costs incurred up until the time the title
plant is full operational shall be capitalized. Subsequent
costs to modernize or otherwise modify the title plant shall

be expensed or deferred.
 

FASB Statement No. 62 	 Capitalization of Interest Cost 
 in
 
Situation Involving Certain Tax-Exempt

Borrowings and Certain Gifts and Grants,

amends Para 
 10, 13 17 of FASB-34,

Effective 9/1/82
 

Interest earned shall 
not be offset against interest
cost in 
 determining either capitalization rates 
 or
limitations on the amount of interest cost to be capitalized
except in situations involving acquisition of qualifying
assets financed with the proceeds of tax-exempt borrowings.
 

--the proceeds must be externally restricted to finance
acquisition of 
specified qualifying 
assets or to service
 
rhe related debt.
 

"The amount of interest 	cost capitalized on qualifying
assets acquired 
 from the proceeds 	 of tax-exempt
borrowings...shall be all interest 
cost of the borrowing
less any interest earned related
on 	 interest-bearing
investments acquired with proceeds of the related tax-exempt
borrowings from the date 
of the borrowing until the date
assets are ready for their intended use."
 

in 



This statement does not permit capitalization of
 
interest cost on assets acquired with gifts and grants whose
 
use is restricted by the donor or grantor.
 

FASB Statement No. 63 	 Financial Reporting by Broadcasters,
 
Effective 12/16/82
 

FASB Statement No. 64 	 Extinguishment of Debt Made to Satisfy
 
Sinking-Fund Requirements, amends Para 8
 
of FASB-4, Effective 10/1/82
 

Under FASB-64, gains or losses from the extinguishment

of debt made within one year to meet sinking-fund

requirements shall not be classified as extraordinary items,

but shall be included in income from continuing operations.

However, gains or losses from the maturation serialized debt
 
are classified as extraordinary items.
 

FASB Statement No. 65 	 Accounting for Certain Mortgage Banking
 
Activities, Effective 1/1/83
 

FASB Statement No. 66 	 Accounting for Sales of Real Estate,
 

Effective 12/31/82
 

Real 	Estate Sales (not including Retail Land Sales)
 

FASB-66 requires that in order for a seller to report

the total profit on a sale of real estate by the full
 
accrual method, the transaction must meet the following

criteria:
 

1. 	 A sale must be completed.

2. 	 The initial and continuing payments by the buyer must
 

be adequate.

3. 	 Seller's receivable shall not be subject to future
 

subordination.
 
4. 	 All the benefits and risks of ownership in the property
 

must be substantially transferred to the buyer by the
 
seller.
 

5. 	 The seller must not have a substantial continued
 
involvement with the property after the sale.
 

When all the above criteria are not met, the profit on
 
the sale must be recognized by either (a) the deposit
 



method, (b) the installment sales method 
(3) the cost
 
recovery method, or (4) the reduced profit method.
 

Under the deposit method, the seller neither recognizes
profit nor records a note receivable from the sale. The
seller continues to report the property and any related debt

in its financial statements, then discloses that 
 the
property and related debt are 
subject to a sales contract.

Cash received from the buyer is accounted for as a deposit.
 

Under the installment method, the seller apportions

each cash receipt from debt assumed by the buyer (to

purchase the property) between recovery of cost and profit
in the same ratio as total cost and total profit bear to the
sales value. On the income statement of the seller; sales

value, unrecognized gross profit, and the total cost of the
 
sale is disclosed.
 

No profit is recognized under the cost recovery method
until cash payments by the buyer exceed the seller's cost of

the proPerty sold. The income statement for the period of
the sale includes the sales value, unrecognized gross profit

from the sale, and the total cost of the sale Unrecognized

gross profit is offset against the related receivable on the
balance sheet. The remaining gross profit not previously

recognize is recorded as a separate item on the income 
statement when earned. 

The reduced-sales method utilizes present value 
concepts to determine the seller's profit.
 

FASB-66 requires that the profit on retail land sales
be recognized by either 	the 
(a) full accrual method, (b) %
of completion method, ,(c) the installment sales method, 
or
 
the (d) deposit method.
 

FASB Statement No. 67 	 Accounting for Costs and Initial Rental
 
Operations of Real Estate 
 Projects,
 
Effective 1/1/83
 

FASB Statement No. 68 	 Research and 
Development Arrangements,
 
Effective 1/1/83
 

In Research & Development (R&D) arrangements that are

partially or completed funded by third parties, the nature

of the obligation an enterprise incurs has an effect on the
accounting and reporting 	of R&D costs. 
 If the enterprise is
required to repay any of the funds provide to them by third

parties, the enterprise shall estimate and recognize a
 



liability with an offsetting charge to an expense account.
If the enterprise substantially transfers the financial

risks involved with the R&D arrangements to a third party, a
 
liability need not be recognized.
 

To the extent that the financial risk associate? :ith
the R&D has been transferred because repayment of any of the
funds Provided by the third parties is dependent on having
future economic benefit, 	no liability is recorded.
 

A loan or advance made by the enterprise to other
parties should be expensed if repayment depends solely on
R&D results having future economic benefits. It should be
classified as R&D expense unless related 
to some other

function (e.g. marketing or advertising), in which case
should be accounted for in accordance with the other
 
function.
 

An enterprise that accounts for 
its obligation under
R&D arrangements as a contract to perform R&D for others
should disclose the following:
 

a. 	 The terms of significant agreements under the R&D
 
arrangement (inc. royalty arrangements, purchase

provisions, license arrangements, etc.) as of the

balance sheet presented.


b. 	 The amount of the compensation earned and the
 
costs incurred under such contracts for each

period for which income statement is presented.
 

FASB Statement No. 69 	 Disclosures About Oil and Gas Producing
 
Activities, amends and supersedes FASB
19, pa: 48_59; FASB-25, Paras 4-9;

FASB-33, 
 Paras 51-53, Effective
 
12/16/82
 

FASB Statement No. 70 	 Financial Reporting and Changing Prices:
 
Foreign Currency Translation' amends
 
FASB-33. Effective for fiscal years

ending after 12/15. when enterprise

applied FASB-52
 

If the U.S. dollar is the functional currency for allof the entity's significant operations, reporting of
supplementary information concerning changing prices remains 
per FASB-33.
 

If the U.S. dollar is not the functional currency for
 
all of the entity's significant operations:
 



1. 	 The entity is not required to report historical cost
 
information measured in units of constant purchasing
 
power for either current or prior years, if current
 
cost information is disclosed for those years.


2. 	 Entities having insignificant amounts of inventory, and
 
property, plant, and equipment may continue to use
 
constant dollar information as a substitute for current
 
cost information.
 

When an operation has a functional currency other than
 
the U.S. dollar they should first measure current costs
 
amounts and increases decreases and then translate these
 
into U.S. dollar equivalents. Effects of general inflation
 
on the current cost amounts shall be measured either by the
 
"translate-restate methud" or by the "restate-translate
 
method". The method used should be disclosed in the current
 
cost supplementary information.
 
--in the translate-restate method, the effects of general

inflation on the current costs amounts are measured after
 
translation based on the U.S. CPI(U).
 
--in the restate-translate method, the effects of general

inflation on the current costs amounts are measured before
 
translation, based on a reasonably reliable functional
 
currency general price-level index.
 

If significant portions 	of an enterprises's operations
 
are measured in one or more functional currencies other
 
than the U.S. dollar, the enterprise shall disclose the
 
chosen index to reflect general inflation the current cost
 
amounts.
 

FASB Statement No. 71 	 Accounting for the Effects of Certain
 
Types of Regulation, Effective 12/16/83
 

FASB-71 supersedes the Addendum to APB-2 (Accounting

Principles for Regulated Industries), and amends APB-30
 
(Reporting the Results of Operations) to provide new
 
promulgated GAAP for regulated enterprises that is
 
enterprises in which a regulator approves the rates that an
 
enterprise can charge to its customers for services or
 
products. The approved rates (those which are reasonable
 
and likely to be recovered allow the enterprise to recover
 
specific costs of products or service supplied.
 

Regulated industries must comply with current or future
 
accounting pronouncements unless they conflict with FASB-71,

in which case FASB shall apply. FASB-71 applies to
 
financial statements issued for external purposes (not those
 
submitted to regulatory agencies).
 



FASB Statement No. 72 Accounting for Certain Acquisitions of
 
Banking or Thrift Institutions, amends
 
APB-17 and FASB-InterPretation 9,

Effective 10/1/82
 

FASB Statement No. 73 	 Reporting a Change in Accounting for
 
Railroad Track Structures, amends APB
20, para 20, Effective 7/1/83
 

FASB Statement No. 74 
 Accounting for special Termination
 
Benefits Paid to Employees, amends APB
8, Effective 7/1/83
 

An employer may offer for a short period of time
 
special benefits its employees in connection with their
 
termination of employment. The special termination benefits
 
can 
take the form of a lump-sum payment of periodic future
 
payments to a employee who for instance reached an early

retirement age.


The employer should recognize a liability and an
 
expense when the employees accept the offer and the amount
 
can be reasonably estimated. 
 The amount recognized should
 
include any lump-sum payments and the present value of any

future payments.
 

The termination of employees under a special

termination benefit arrangement 
may effect the estimated
 
costs of other employee benefits, .ie. pension benefits,

because of differences between past assumptions and actual
 
experience. These effects, if reliable, should be included
 
in measuring termination 	expense.
 

FASB Statement No. 75 
 Deferral of the Effective Date of
 
Certain Accounting Requirements for
 
Pension Plans of State 
 and Local
 
Governmental Entities, supersedes FASB
59, Effective 11/83 retroactive for
 
fiscal years beginning after 12/15/80
 

FASB Statement No. 76 	 Extinguishment of Debt, amends APB-26, 
Effective 1/1/84 



A debtor shall consider his debt to be extinguished for
 
financial reporting purposes when:
 

a. 	 The debtor pays the creditor and is relieved of
 
all its obligations with respect to the debt.
 

b. 	 The debtor is legally released from being the
 
primary obligor either judicially or by the
 
creditor's assent and it is probable that the

debtor will not be required to make any further
 
payments with respect to that debt.
 

C. 	 The debtor irrevocably places cash or other assets
 
in a trust to be used solely for satisfying

scheduled payments of both interest and principal

of the debt and it is a remote possibility that
 
the debtor will make any further payments.

Further conditions surrounding the trust include:
 

1. 	 The trust shall be restricted to holding only

risk-free monetary assets and they shall be
 
denominated in the currency in which the debt
 
is payable (e.g. direct obligations of the
 
U.S. government or guaranteed by the U.S.
 
government).


2. 	 The monetary assets held by the trust shall
 
provide cash flows that coincide with the
 
scheduled interest and principal payments of
 
the debt being extinguished. It is also
 
assumed that they will cover and trust
 
management fees, it not, the debtor shall
 
accrue a liability for those probable future
 
payment. In the period that the debt is
 
recognized as being extinguished.
 

If the debt is to be considered extinguished by placing

the assets in a trust as described above (in-substance

defeasance), a general description of the transaction and
the amount of debt that is considered extinguished at the 
end of the period shall be disclosed so long as that debt
 
remains outstanding.
 

FASB Statement No. 77 	 Reporting by Transferors for Transfers 
of Receivables with Recourse, amends 
FASB-13 & FASB-32, Effective 1/1/84 

The transfer of receivables with recourse shall be

recognized as sale if all the following conditions are met:
 

a. 	 The transferor surrenders control of the future 
economic benefits inherent in the receivables.
 

b. The transferor's obligation under the 
recourse
 
provision can be reasonably estimated.
 



c. 	 The transferee cannot require the transferor to
 
repurchase the receivables except pursuant to the
 
recourse agreement.
 

If the transfer qualifies to be recognized as a sale,

all probable adjustments in connection with the recourse
 
obligations to the transferor shall be accrued in accordance
 
with FASB-5 (Contingencies) The difference between the sales
 
price (adj. for the accrual for probable adjustments) and
 
the net receivables shall be recognized as gain or loss on
 
the sale of receivables.
 

If any of the above conditions are not met' the amounts
 
of the proceeds from the transfer of receivables shall be
 
reported as a liability.
 

For transfer of receivables with recourse reported as a
 
sale, the transferor shall disclose:
 

1. 	 Proceeds received during each period for which an
 
income statement is presented.


2. 	 Balance of receivables transferred that remain
 
uncollected at date of each balance sheet presented.
 

FASB Statement No. 78 	 Classification of Obligations that are
 
Callable by the Creditor, amends ARB-43
 
yet does not modify FASB-6 or FASB-47,
 
Effective date 12/1.
 

The current liability classification is also to include:
 

1. 	 Obligations due on demand or will be due on demand with
 
one year (or operating cycle if longer) from the
 
balance sheet date, even though the actual liquidation
 
may not be expected within that period.


2. 	 Long-term obligations that are or will be callable by
 
the creditor either because
 
a. 	 the debtor's violation of the debt agreement


provision at the balance sheet date makes the
 
obligation reliable or
 

b. 	 a violation that if not cured within the grace

period will make the obligation callable.
 

Callable obligations should be classified as current
 
unless one of the following conditions is met:
 

1. 	 Creditor has waived or subsequently lost his right to
 
demand repayment for more than one year (or operating

cycle if longer) from the date of the balance sheet
 
date.
 



2. For long-term obligations containing grace period
a

within !-hich the debtor may cure the violation, it is

probable that the violation will be cured within that
 
period (this should be disclosed).
 

FASB Statement No. 79 	 Elimination of Certain Disclosures for
 
Business Combinations by Non-Public
 
Enterprices, amend: APB-16, Para 96,

Effective 12/16/83
 

Nonpublic enterprises 
 are no longer required to
disclose pro forma results of operations when engaged in
business combinations utilizing the purchase method.
 

FASB Statement No. 80 	 Accounting for Futures Contracts,
 
Effective 1/1/85
 

FASB-80 establishes the standards 
of accounting for
exchange-traded futures 
 contracts, it not
does cover
contracts for foreign currencies. A futures contract is a
legal agreement between 
 a buyer or seller and the
clearinghouse of a futures exchange.
 

The change in the market value of an open futures
contract shall be recognized as a gain (loss) in the period
of change unless the contract qualifies as a hedge of
certain exposures to price or interest rate risk. 
Immediate
gain (loss) recognition is also required if the item (anasset to be acquired or 	liability to be incurred) hedged by
the futures contract is reported at FMV (e.g. futures
contracts used as a hedge by investment companies, pension
plans, and broker-dealers).
 

If the contract qualifies as a hedge, a change in the
market value of the contract is either reported as an
adjustment of carrying amount of the hedged item or included
in the measurement of 	a related subsequent 
transaction.

"Enterprises are required to cease accounting for a contract
as a hedge if high correlation of changes in the mark value
of the futures contract and the effects of price or interest
 
rate changes on the hedged item has not occurred."
 

FASB Statement No. 81 
 Disclosure of Postretirement Health Care
 
and Life Insurance Benefits Effective
 
for period after 12/15/84
 



--

The statement establishes the required disclosures for
health 
care 	and life insurance benefits 
when provided by
individual employers to 	retirees, the retiree's dependents,
or survivors of the retiree. 
Health care benefits encompass
all 	 health-related 
 aid (ie. dental, hearing, vision
 
benefits).
 

This 	statement does not apply to 
death benefits that
are present being accrued and disclosed as part of pension
costs' benefits provided by multiemployer sponsored plans,
and government-required employer contributions to a national
 
health plan.
 

The following disclosures are required by 
 the
 
statement:
 

1. 	 Description of benefits provided and the employee group

covered.


2. 	 Description of accounting and funding policies followed
 
those benefits.


3. 	 The costs for the benefits recognized for the period
unless it is not reasonably possible to separate out
benefits between active employees and retirees or the
costs cannot be approxiated.
 
--disclosure 
 of methods to determine costs is
 
encouraged


if the costs cannot be separated between active and
inactive employees, disclosure 
of cost of providing
total benefits and the number of employees covered each

plan is required.


4. 	 Any significant matters 
that 	might effect comparisons

of costs between periods.
 

FASB Statement No. 82 	 Financial Reporting and Changing Prices:
 
Elimination 
 of 	 Certain Disclosures,

amends FASB-33, Paras 2S(a) 
and 	35(b).

Effective on or after 12/15/84
 

This 

for 

statement eliminates the requirement of FASB-33
historical cost/constant dollar 
 information for
enterprises disclosing 
 current cost/constant purchasing
 
power information.
 

This statement does not change the 
acceptability of
adjusting historical cost using 
 an index of general
purchasing power 
to provide substitutes of the following

specialized assets:
 

1. Timberlands and growing timber.
 
2. Income-producing real estate.
 
3. Motion picture films.
 



4. Oil and gas mineral resource assets.
 

A firm may substitute historical cost/constant dollar

purchasing power information for current cost/constant

dollar purchasing power information if there are no material

differences 
between the amount of 	income from continuing

operations that would be disclosed by the two methods.
 

FASB Statement No. 83 	 Designation of AICPA Guides and
 
Statement of Position on Accounting by

Brokers and Dealers in Securities by

Employee Benefit Plans, and by Banks as
 
Preferable for Purposes of Applying APB
 
Opinion 20, Effective 3/31/85
 

FASB Statement No. 84 	 Induced Conversions of Convertible Debt,
 
amends APB-26, para 2., Effective
 
3/31/85 

FASB Statement No. 85 	 Yield 
Test for Determining Whether a
 
Convertible Security is 	a Common Stock
 
Equivalent, amends APB-15, Para 33.,
 
Effective 4/1/85
 

FASB-85 replaces the 	 "cash-yield test" with the
"effective-yield test" for determining whether convertible
 
securities are common stock equivalents in the primary

earnings per share computation (effective for securities
 
issued on April 1, 1985 or later).
 

For an example. if a company issues a $1000 bond (par

$100) at 102 that pays 10% interest, the cash yield is:
 

Interest expense (10%) $i00 - 9.804 %
 
Market price of bond (102) $ 1020
 

The effective-yield calculation not only takes 
into
consideration the stated interest 
rate (refer to above

example) but also any discount or premium. The cash or
effective-yield (depending on whether 
the security in

question is issued before or after 4/1/85) will be compared

with 2/3 of the average Aa corporate bond to determine
 
whether the security in substance is a common stock
 
equivalent (CSE).
 



FASB Statement No. 86 	 Accounting for the Costs of Computer
 
Software to be Sold, Leased, or
 
Otherwise Marketed, Effective 12/16/85
 

FASB-86 specifies the accounting for the costs of
 computer software to be sold, leased, or otherwise marketed
 
as a separate product. It applies to internally developed

and externally purchased 	software.
 

Costs incurred to internally develop software shall be
charged to expense when incurred as research and development

"until technological feasibility established
is 	 upon

completion of a detail program design or, absence,
in its

completion of a working model." Thereafter, all computer

software production costs shall be capitalized (amortization

based on current and future revenue with an annual minimum

equal to straight-line 	amortization) 
and 	reported at the

lower of unamortized cost or net realizable value.
 

FASB Statement No. 87 	 Employers Accounting for Pensions,
 
Effective 12/15/86
 

This 	statement supersedes all prior GAAP. The Board
cites significant changes in interest rates and the passage

of ERISA among the reasons to issue this statement.
 

Recognition of net periodic pension cost shall include:
 

1. 	 Service cost-actuarial present value of benefits.
 
2. 	 Interest cost-increase in projected benefit obligation


due to passage of time.
 
3. 	 Actual return of plan assets, if any-fair value change


adjusted for contributions and benefit payments.

4. 	 Amortization of unrecognized prior service cost, 
 if
 

any-based on future benefits 
of employees active at
 
amendment (including initiation) date.


5. Gain or loss recognition-may be immediate or spread
 
over up to five years if done on a systematic basis
 
consistently applied.


6. Amortization of the unrecognized net obligation of net
 
asset existing at date of initial application of this
 
statement.
 

The statement specifies disclosure including:
 

1. 	 Plan description including funding policy.

2. 	 Net periodic pension cost showing service 
 cost,


interest cost, actual return, and the balance.
 
3. 	 Reconciliation of funded statement to amount on balance
 

sheet showing:
 
a. 	 fair value of plan assets.
 

1) 



b. 	 projected benefit 
 obligation identifying the
accumulated benefit obligation and the vested
 
benefit obligation.
 

c. 	 amount of unrecognized prior service cost.

d. 	 amount of unrecognized net gain or loss.
 
e. 	 amount of any remaining unrecognized


obligation or asset 	
net
 

existing at initial
 
application of statement.
 

f. 	 amount of additional liability pursuant to
 
paragraph 36.
 

g. 	 amount of net pension assets or liability on

balance sheet resulting from a) through f).
4. 	 Weighted-average assumed discount rate and rate of
 

corporate increase used.

5. 	 Amounts and type of employer securities in plan assets.
 

FASB 	Statement No. 88 
 Employers' Accounting for Settlements
 
and Curtailments of Defined Benefit

Pension Plans and 
 for Termination
 
Benefits (supersedes FASB-74, Effective
 
12/15/88)
 

FASB Statement No. 89 	 Financial Reporting and Changing Prices
 
(supersedes FASB-33 
 and amendments,
 
Effective 12/2/86)
 

This statement removes the 
 requirement that
supplementary information be provided and gives guidance for
those electing to disclose. The suggested disclosLre is for
 a five year summary of selected financial data adjusted
using either a) average-for-the year or end-of-year units or
constant purchasing power or b) the Consumer Price Index for

All Urban Consumers (CPI-U).
 

FASB Statement No. 90 	 Regulated Enterprises-Accounting for
 
Abandonments and Disallowances of Plant

Costs (amends FASB-71, Effective
 
12/15/87)
 

Due to public utility problems, immediate recognition
of loss is required for assets disallowed into rate base
 
(partial disallowances at NPV).
 

FASB 	Statement No. 91 
 Accounting for Nonrefundable Fees and
 
Costs Associated with Originating or
 



Acquiring Loans and Initial Direct Costs
 
of Leases (amends FASB-13, 60, 65 and
 
rescinds FASB-17, Effective 12/15/87)
 

This statement requires originator of loans to
 
recognize the fees over the life of the loan/lease and
 
permits certain expenses to be similarly recognized.
 

FASB Statement No. 92 	 Regulated Enterprises - Accounting for 
Phase-in Plans, Effective 12/15/87 

This statement specifies the way in which utility

companies should account for costs deferred by regulators

under "phase-in" plans. These plans spread increases in
 
utility rates related to expensive new plants, which, in
 
effect, delays charging utility customers for the cost of
 
electricity produced by those plants.
 

In the past, when a new plant was built, regulators

would establish new rates that the utility company could
 
charge its customers, allowing a return on the utility's

investment and recovery of the costs of the plant.

Historically, rates sometimes were lowered because the new
 
plants were more efficient. The recent higher costs of
 
building new plants, particularly nuclear plants, have
 
resulted in higher rates. To avoid dramatic increases in
 
customer billings in a single year, these new rates have
 
often been phased in over a period of years.
 

Utilities may capitalize costs deferred by regulators

under a phase-in plan if the following restrictions are met:
 

1. 	 The regulator must have approved the plan.

2. 	 The plan specifies when recovery of the costs deferred
 

under the plan will occur.
 
3. 	 Recovery should not take more than 10 years from the
 

time the utility started deferring the costs.
 
4. 	 Each year, the rate increases must not be higher than 

the percentage increase in the previous year. 

FASB Statement No. 93 	 Recognition of Depreciation by Not For-
Profit Organizations, Effective May 15, 
1988 

FASB Statement No. 94 	 Consolidation of All Majority-owned
 
Subsidiaries (amends ARB-18, 43
 
(Chapter. 12), Effective 12/15/88
 



This statement requires consolidation of all majority
owned subsidiaries unless control is temporary 
or does not
rest 	with majority owner. This requirement applies to "non
homogeneous" operations, ones with a large 
 minority
interest, and foreign locations. Statements of subsidiaries
 now consolidated must also continue to be issued separately.
 

FASB 	Statement No. 95 Statement of Cash Flows 
(supersedes APB
 
19), Effective 7/15/88
 

This 	requires a statement of cash flows as part of a
full set of 
 financial statements for all business
enterprises in place of a statement of changes in financial
position. A statement of cash flows 
should classify cash
receipts and payments according to whether they 
stem 	from
operating, investing, 
or financing activities. Cash flows
from operating activities is reported by employing either
"the direct method" 
or "the indirect or reconciliation
 
method."
 

A statement of cash flows should report the reporting
currency equivalent of foreign currency cash flows, using
the current exchange rate at time of cash
the 	 the flows.
Information about investing 
and 	financing activities not
resulting in cash receipts or payment in the period should
 
be provided separately.
 

FASB 	Statement No. 96 Accounting for Income Taxes 
(supersedes
 
or amends APB 11 
 and other
 
pronouncement), Effective 12/15/88
 

This 	statement requires an asset and liability approach
for 	financial accounting and reporting income
for taxes.

The following major changes have been made:
 

1. 	 Adopts balance sheet oriented liability method.
2. 	 Replaces income statement oriented deferred method

under which deferred taxes were measured by rates

effect in your tempozary differences arose. 

in
 
3. 	 Prohibits presenting deferred tax benefits beyond


certain limitations.
 

FASB 	Statement No. 97 Accounting and Reporting by 
Insurance
 
Enterprises for Certain Long-Duration

Contracts and for Realized Gains and 
Losses from the Sale of Investments
 



(supersedes APB 30 footnote 8 and 
FASB
 
60 paragraph 15), Effective 12/15/88
 

This statement establishes standards of accounting for
certain long-duration contracts issued by insurance

enterprises, 
referred to in this Statement as universal

life-type contracts, that were not addressed by FASB
Statement No. 60, Accounting and Reporting by Insurance
Enterprises. This also establishes standards of accounting

for limited-payment long-duration insurance contracts and
investment contracts amends Statement 60 
to change the

reporting of realized gains and losses on investments.
 

The retrospective depogit method should be used to
account for universal life-type contracts. Premium receipts

are not reported as revenues when the retrospective method

is used. Capitalized acquisition costs associated with
universal life-type should be amortized based on a constant
 
percentage of the present value of estimated gross profit

amounts from the operation of a book of those contracts.

Any gain or loss resulting from a policyholder's replacement
of life insurance contracts with universal life-type

contracts is recognized in income of the period in which the

replacement occurs. Revenues and income from 
limitedpayment contracts should be recognized over the period that
benefits are provided rather than on collection of premiums.
 

FASB Statement No. 98 Accounting for Leases (amends SFAS 
13,
 
66 and 91), Effective, 6/30/88
 

This statement specifies the accounting by a sellerlessee for a sale-leaseback transaction involving real
estate, including real estate with equipment. Lease term is
redefined as the term include all period during which loan

from lessee to lessor is outstanding. Definition of
penalty, as referred to under lease term, is added: that is,

any requirement that can be imposed 
on lessee that would
 cause lessee to forego economic benefit or suffer economic
 
detriment.
 

FASB Statement No. 99 Deferral of 
 the Effective Date of
 
Recognition of Depreciation by Non-for-

Profit Organizations
 

This Statement amends 
FASB No. 93, Recognition of
Depreciation by Not-for-Profit -rQanizations. It defers the

effective date of Statement 93 
to fiscal years beginning on
 
or after January 1, 1990.
 



FASB Statement No. 100 	 Accounting for Income Taxes - Deferral 
of the Effective Date of FASB Statement 
No. 96, an amendment of FASB Statement 
No. 96 

This Statement amends FASB Statement No. 96, Acjjig
for Income Taxes, to defer the effective date of that

Statement to fiscal years beginning after December 15, 1989.
 

FASB Statement No. 101 	 Regulated Enterprises - Accounting for 
Discontinuation of Application of FASB
 
Statement No. 71
 

This Statement specifies how an enterprise that ceases
to meet the criteria for application of FASB Statement No.
71, Accounting for the Effects of Certain 
Types ofR ion, to all or part of its operations should reportthat event in its, general-purpose external financial 
statements. 

Effective for discontinuous of application of Statement
71 occurring in fiscal years ending after December 15, 1988,
but its adoption may be delayed until the issuance of annual

financial statements for the 
fiscal year that includes

December 15, 1989. Retroactive application prior to fiscal
 
years ending after December 15, 1988.
 

FASB Statement No. 102 	 Statement of Cash Flows 
- Exemption of 
Certain Enterprises and Classification 
of Cash 
Flows from Certain Securities
 
Acquired for Resale an amendment of FASB
 
Statement No. 95
 

This Statement amends FASB Statement No. 95, Statement
of Cash Flows, to exempt from the requirement to provide a
statement of cash flows 
(a) defined benefit pension plans

covered by FASB Statement No. 35, Accounting and ReDortin

by Defined Benefit Pension Plans, and certain other employee
benefit plans and 
(b) highly liquid investment companies

that meet specified conditions.
 

Effective 
 for financial statements issued after
February 28, 1989, with earlier application encouraged.
 



FASB Statement No. 103 	 Accounting for Income Taxes - Deferral 
of the Effective Date of FASB Statement 
No. 96, an amendment of FASB Statement 
No. 96 

This Statement amends FASB Statement No. 96, Accounting

for Income Taxes, to defer the effective date of that
 
Statement to fiscal years beginning after December 15, 1991.
 

FASB Statement No. 104 	 Statement of Cash Flows Net Reporting
-
of Certain Cash Receipts and Cash
 
Payments and Classification of Cash
 
Flows from Hedging Transactions, an
 
amendment of FASB Statement No. 95
 

This Statement amends FASB Statement No. 95, Statement
 
of Cash Flows, to permit banks, savings institutions, and
 
credit unions to report in a statement of cash flows certain
 
net cash receipts and cash payments for (a) deposits placed

with other financial institutions and withdrawals of
 
deposits, (b) time deposits accepted and repayments of
 
deposits, and (c) loans made to customers and principal

collections of loans.
 

This Statement also amends Statement 95 to permit cash
 
flows resulting from futures contracts, forward contracts,

option contracts, or swap contracts that are accounted for
 
as hedges of identifiable transactions or events to be
 
classified in the same category as the cash flows from the
 
items being hedged provided that accounting policy
 
disclosed.
 

Effective for fiscal years after June 15, 1990, with
 
earlier application permitted.*
 

FASB Statement No. 105 	 Disclosure of Information about
 
Financial Instruments with Off-Balance-

Sheet Risk and Financial Instruments
 
with Concentrations of Credit Risk
 

This Statement establishes requirements for all
 
entities to disclose information principally about financial
 
instruments with off-balance-sheet risk of accounting loss.
 
It is the product of the first phase on disclosure of
 
information about financial instruments. This first phase

focuses on information about the extent, nature, and terms
 
of financial instruments with off-balance-sheet credit or
 
market risk and about concentrations of credit risk for all
 
financial instruments. Subsequent phases will consider
 



--

disclosure of other information about financial instruments.

The disclosure phases are interim steps in the Board's

project on financial instruments and off-balance-sheet

financing. Recognition and measurement issues are currently

being considered in other phases of the project.
 

This Statement extends present disclosure practices of
 some entities for some financial instruments by requiring

all entities to disclose the following information about

financidl instruments with off-balance-sheet risk of
 
accouting loss:
 

--The face, contract, or notional principal amount
 
The nature and terms of the instruments and a discussion


of their credit and market risk, cash requirement, and
 
related accounting policies
 
--The "accounting loss" the entity would incur if any party
to the finpncial instrument failed completely to perform

according to the terms of the contract and the collateral or

other security, if any, for the amount due proved to be of
 
no value to the entity
 
--The entity's policy for requiring collateral or other
security on financial instruments it accepts and 
 a
description of collateral on instruments presently held.
 

This Statement also requires disclosure of information

about significant concentrations of credit risk from an

individual counterparty or groups of counterparties for all
 
financial instruments.
 

Effective for financial statements issued for fiscal
 
years ending June 15, 1990.*
 

FASB Statemen. No. 106 
 Employers' Accounting for Postretirement
 
Benefits Other Than Pensions
 

FASB 106 establishes financial accounting and reporting
standards for employers that offer postretirement benefits

other than pensions (postretirement benefits). Most

employers have accounted for postretiremert benefits on 
a
 
pay-as-you-go basis. The FASB considers such plans 
to be

deferred compensation arrangements an
whereby employer

promises to exchange future benefits for employees' current

services, and believes 
 that the cost of providing

postretirement benefits be
should recognized over those
employee service periods. The objectives of FASB 106 are to

improve employer's financial reporting benefits in the
 
following manner:
 

a. To enhance the relevance and representational

faithfulness of the employer's reported results of
 



operations by recognizing net periodic! postretirement

benefit cost as employees render the services necessary
 
to earn their postretirement benefits.
 

b. 	 To enhance the relevance and representational

faithfulness of the employer's statement of financial
 
position by including a measure of the obligation to
 
provide postretirement benefits based on the terms of
 
the underlying plan.


C. 	 To enhance the ability of users of the employer's

financial statements to understand the extent and
 
effects of the employer's undertaking to provide

postretirement benefits to its employees by disclosing

relevant information about the obligation and cost of
 
the postretirement benefit plan and how those amounts
 
are measured.
 

d. 	 To improve the understandability and comparability of
 
amounts reported by requiring employers with similar
 
plans to use the same method to measure their
 
accumulated postretirement benefit obligations and the
 
related costs of the postretirment benefits.
 

Effective for fiscal years beginning after December 15,

1992, except that for plans outside the US and certain
 
small, nonpublic employers it is effective for fiscal years

beginning after December 15, 1994.
 

Summary taken from Grant Thornton's New Developments Summary.
 

* Summaries taken from publications of FASB Statements. 



STATEMENTS ON AUDITING STANDARDS GAAS
 

This summary is based on the AICPA Professional Standards as ofJune 1, 1988 except for BAB62 which is based on the Jan., 1990
issue of Journal of Accountancv.
 

1: Nov. 1972 CODIFICATION OF AUDITING STANDARDS AND PROCEDURES
 
'Procedures' relate to acts to be 
 performed, whereas
'standards' deal with measures of the quality of the performance
of those acts and the objectives to be attained by the use of the
procedures undertaken. Auditing standards refer to the auditor's
 

performance of the examination and in the report. 
This 	statement
identifies the three 
General Standards, the three Standards of
Field Work, and the four Standards of Reporting.

The three General Standards are:
(1) The person performing the audit must have adequate technical


training and proficiency as an auditor.

(2) Independence of mental attitude must be maintained by all
 
persons on the audit.
 
(3) Due professional care must be 
exercised throughout the
engagement [before, during and after the work]


The three Standards of Field Work are:
(1) 	The planning and supervision of the audit is thorough.
(2) The internal accounting controls are properly studied and
 
evaluated.
 
(3) 	Sufficient competent evidential matter is to be obtained.
 

The four Standards of Reporting are:

(1) The financial statements must follow GAAP--Generally Accepted

Accounting Principles.

(2) These principles must be consistently observed in the current
 
period.

(3) Informative disclosures are considered to be reasonably

adequate unless otherwise stated in the report.

(4) 	The auditor's report will contain an expression of an opinion
on the financial statements or an explanation for no expression of
 
opinion.


'Materiality' and 'relative risk' underlie the application of
these standards. Materiality is the degree of relative importance
of the client's likelihood of error in the fair representation of

the client's financial position.


This training and proficiency of the independent auditor must
enable the person to possess adequate technical expertise with some
 
degree of proficiency.


The auditor must be and appear to be independent and therefore
must 	not be associated financially with the client. 
Due care must
be 	 exercised in the performance of work which 
 requires
comprehensive supervision during the audit and adequate experience

to assure appropriate judgment.


The auditor may take on an engagement after year-end, though
early appointment is preferable for the planning of the engagement.

The study and evaluation of internal control 
is quite
extensive. 
The second standard of field work requires establishing
 



a basis of reliance or no reliance for the internal controls.
Receivables and inventories must be confirmed in accordance
to GAAP. 
GAAS must be applied to audit the long-term investments
of a firm under the cost or equity methods. If procedures are not
sufficient, the report opinion is qualified or disclaimed.

GAAP adherence refers to the policies and 
to the methods
suggested to 
achieve GAAP, which must be consistently applied.
Lack of conformity with GAAP usually results 
in a qualified or
adverse opinion: Any lack of conformity should be reported.

The audit report should be dated as of the completion of field
work. The statements should be adjusted for material subsequent
events occurring after the completion of field work but before
 

issuance of the report.

In cases where part of the examination is made by other
independent auditors, is
this acceptable depending on the


circumstances.
 
Inadequate disclosure will usually result in 
a qualified or


adverse opinion.

Internal controls for, public warehouses and auditing
procedures for goods held are important 
to assure reasonable
 

accuracy.
 

2: Oct. 1974 
 REPORTS ON AUDITED FINNCIhL STATEMENTS
 
Effective Date: 1/1/75

This standard provides guidance for the issuance of
appropriate auditors' reports for 
examinations of financial
statements. 
 However, it does not apply to any unaudited or any


special presentation financial statements.
 
The opinion expressed is justified by its conformity with GAAS
and audit findings. 
 GAAS identify four standards of reporting.
This standard describes how the auditor's report should relate to
the fourth standard which can be summarized as follows: The report
must contain an opinion expressed on the financial statements
wholly or an explanation for not expressing an opinion. 
It should
include clarification on what was done in the examination and what
amount of responsibility the auditor is assuming. 
Note that the
auditor is allowed to state different opinions on different
financial statements in the same report if the situation calls for
 

it.
 
The auditor's report should include at least two paragraphs.
The scope paragraph is first and describes 
the nature of the
examination while the opinion paragraph is last and contains the
expression of the auditor's opinion. 
The report is addressed to
the company audited, its board of directors, or its shareholders.
 
A departure from the auditor's standard report occurs 
when
the financial statements do not accurately present the company's
position or do not properly conform to GAAP. 
Any qualification or
disclaimer of opinion should be described in the report.

The auditor's judgment determines the departure from the
standard report. if the auditor is retained to report on part of
the financial statements, the report objectives will be considered
 

limited, not the scope of the engagement. If the opinion is based
in part by another auditor, the division of responsibility, not the
 
scope will be affected.
 



Inadequate disclosure affecting the fair presentation of the
financial statements will result in a qualified or adverse opinion.
The auditor should explain any departures from GAAP and issue 
a
qualified or adverse opinion unless this departure is necessary for
a more 
 accurate presentation. 
In such an event, this should
be explained in a separate paragraph of tt.e auditor's report.
Emphasizing matters 
without qualifying the report 
 are
permitted and should be expressed in a separate paragraph. These
various items affecting the auditor's report were described through

example.
 

3: Dec. 1974 (Superseded by SAS 48)
 

4: 
 Dec. 1974 (Superseded by SAS 25)
 
5: July 1975 

GENERALLY 

THE MEANING OF "PRESENT FAIRLY IN CONFORMITY WITH
ACCEPTED ACCOUNTING PRNCIPLES" IN THE INDEPENDENT

AUDITORIS REPORT
 

The independent auditor should apply GAAP to achieve anobjective conclusion as to the 'fairness' of the overall financialstatement preparation. The final determination is based on theauditor's judgment within the GAAP framework. This conclusion isbased on (1] if the accounting principles applied follow GAAP; and
(2] are appropriate for application; (3] The financial statements
and notes must 
be useful in content; [4] This data must be
appropriately summarized, 
and (5] The financial position is
presented with an acceptable degree of error. 
Note--if the auditor
seeks a pronouncement on 
a topic which has not been addressed,
other accounting literature may be sought.
The auditor should 
be assured that the substance
transaction is properly represented in its form. 
of the
 

In the auditor's
application of GAAP, the accounting principles should be chosen to
assure the 
financial statements taken 
as a whole are not

misleading.
 

6: July 1975 (Superseded by SAS 45)
 

7: Oct. 1975 COMMUNICATIONS BETWEEN PREDECESSOR AND SUCCESSOR
 
AUDITORS
 

Effective Date: 
 After 11/30/75
The successor auditor is 
responsible for initiating either
oral or written communications with his/her predecessor before
and/or after accepting the engagement. The information obtained
is confidential. 
It should initially be authorized by management.
The auditor should assure 
that accounting principles have been
consistently applied and a reasonable basis exists for expression
of an opinion. Matters of 
continuing accounting significance
should also be reviewed. 
 The goal is to identify the integrity
level of management. If management 
refuses to allow the
predecessor and 
successor to communicate, the successor Puditorshould consider whether to accept the engagement. 



8: Dec. 1975 OTHER INFORMATION IN DOCUMENTS CONTAINING AUDITED

FINANCIAL STATEMENTS


Other information in documents containing audited financial
statements is the responsibility of auditors only to the extent of
the financial material of other
the information.
identified in the audit report. This is
The obligation of auditors is to
determine 
if material inconsistencies 
exist with the 
financial
statement data. 
Inconsistencies should be eliminated or explained
in a financial statement 
revision 
and/or a revision of the
auditor's report. 
Any material misstatements should be discussed
with the client. 
The auditor should seek legal counsel about the
matter, particularly if the misstatement is The
not corrected.
auditor should notify the client in writing of his/her views -nd
should encourage the client to seek its legal counsel for advice.
 
9: Dec. 1975 THE EFFECT OF AN INTERNAL-AUDIT FUNCTION ON THESCOPE OF THE INDEPENPENT-AUDIT RIS EXAMINATION
In an examination made in accordance with GAAS, the internal
auditor's work 
cannot be substituted 
for the
independent auditor. This 

work of the
standard relates 
to the study and
evaluation of internal control because this is commonly reviewed
by internal auditors. The extent of this and other work done by
internal auditors will influence the nature, timing, and extent of
the independent auditor's procedures. 
 Thus, if it is found that
the internal auditor's work will affect the independent auditor,
the internal 
auditor's competence and objectivity should be
evaluated. 
This would involve finding out the internal auditors'
qualifications, the cli,;nt's managing practices of the internal
auditors with respect to their hiring, training, and supervision,
and to whom the internal auditors report.
In evaluating internal auditors' work, it is appropriate to
test some of their results and compare their 
findings to the
independent auditors' findings.

The internal 
auditor may provide direct assistance to the
independent auditors in substantive tests and tests of compliance,
granted that their work will 
be tested to the extent deemed


appropriate.

The independent auditor must make the judgments 
on matters
affecting the auditors' report on the financial statements such as
the effectiveness of the tests performed and the structure of the
internal accounting controls and the transactions.
 

10: Dec. 1975 (Superseded by SAS 24.)
 

11: Dec. 1975 USING THE WORK OFA 
SPECIALIST
This standard provides guidance on using the work of a specialist,
an expert in a field other than accounting or auditing. Often this
expertise will be needed to assure 
the fair presentation of the
financial statements. Competent evidential matter gathering may
include the work of a specialist according to GAAS.
Selecting a specialist requires assurance of the competency
and objectivity of the individual[s]. Thus, qualifications should
be reviewed. 
If the client and the specialist know each other,
additional tests may be warranted to assure that the specialist is
 



not biased.
 
The auditor must determine if the specialist's conclusions
support the conclusions related to the specialist's work in the
financial 	statements. 


procedures 	
The auditor may decide to apply additional
and subsequently, may 
hire another specialist. A
qualified opinion or disclaimer of opinion may be necessary.
GAAP is considered 	 If
to not be followed, a qualified 
or adverse
opinion will result. 
The work of the specialist will be used if
it appears reasonable. 
No reference to the specialist is made in
the audit report 
unless the report was a qualification 
or
disclaimer or other modification.
 

12; Jan. 1976 
INQUIRY OF A CLIENT'S LAWeR CONCERNING LITIGATION
CLAIM, AND ASSESBMENTS

This standard holds management responsible for recognizing,
analyzing, and 
 accounting for any litigation, claims, and
assessments. 
 It is the auditor's responsibility to obtain
evidential matter on any possible losses from such actions. 
 The
auditor must inquire of management, examine documents, descriptions
and evaluations of litigation, claims, and assessments, and obtain
assurance that management has told them everything affecting the
financial statements. 
 The client's 
legal counsel should 
be
consulted.
 
The inquiry of a client's lawyer should be in writing and
contain a list prepared by management with respect to pending and
unasserted claims. Evidontial matter on the period in which the
cause for 	legal action occurred, the degree of probability of an
unfavorable outcome, and the range or potential loss should be
obtained. Management 
is the primary source of 
contingency
information. 
 Other audit procedures which may reveal pending or
possible contingencies include 
reading the Board of 
Directors,
meeting minutes, contracts, 
leases, correspondence, 
and other
similar 	 documents. 
 Guarantees 
 of indebtedness
confirmations and other documents should be inspected. 

on bank
 

13: May 1976 (Superseded by SAS 24)
 

14: Dec. 	1975 (Superseded by SAS 62)
 
15: Dec. 	1976 
REPORTS ON COMPARATIVE F 
NCN.AL STATEMENTS
Effective 	Date: 
 For periods ending after 6/30/77.
This standard provides guidaace to the auditor when preparing
comparative financial 
statements. 
 All financial 
 statements
prepared 

periods. 	

for the current period should be available from prior
The report should be dated as of the completion date of
the most recent audit work. 
Prior period adjustments on the prior
period financial statements should be considered when updating the
report. 
Zxamples were provided on Auditor's Reports whose opinions
differed from year to year.

In some cases, the 
prior period
performed by a different auditor. 

audit[s] may have been
In the issuing of comparative
financial statements, the predecessor auditor may agree to reissue
the report--once the appropriateness of such action is considered.
Prior period events or transactions should be considered. 
The date
 



of the auditor's previous report should be used. 
If the report has
been revised, a dual-date should be given for the report.
If the previous report of the predecessor auditor will not be
presented, the successor auditor should state the situation in the
 
scope paragraph.
 

16: Jan. 1977 THE 
 INDEPENDENT A11ITORI'S RESPONSIBILITY FOR THE

DETECTXON OF ERRORS OR IRREGULaRITIES
 

The relationship of independent audits to other businesscontrols is described. The purpose of these controls is to provide
reasonable assurance that no errors or irregularities exist that
would materially misstate the financial statements. The auditor's
responsibility and the possibility of errors or irregularities are
 
described.
 

The auditor rust examine 
the financial statements in
accordance with GAAS in order to form an accurate opinion on them.
The audi4
-or must search for material errors and irregularities.

The auditor's report implicitly indicates his/her belief that the
statements are not materially affected by errors and/or
irregularities. 
This is assured by conducting the audit with an

attitude of professional skepticism.


Internal accounting controls can affect the 
degree of
substantive tests necessary to gain 
assurance in the financial
statements depending on the integrity of management despite the
inherent limitations of an audit. 
Internal accounting control is
management's responsibility. If management is devious, it is more
difficult to detect the problem. The auditor should assume
management 
 has not been deceitful and overridden control
procedures. Note that the auditing process is subject to inherent
limitations such as cost and collusion. 
The auditor conducts the
examination in accordance with GAAS and thus fulfills his/her
professional responsibility, which 
is not to be an insurer or
 
guarantor.


Procedures appropriate when the examination indicates that
errors or irregularities may exist 
was described: The matter
should be discussed with the appropriate level of management--at

least one level above those 
involved. 
 The board of directors
and/or its audit committee may also be contacted and sufficient
supporting evidential matter should be obtained. 
 Legal counsels
 may be consulted by client and auditor at this point.


The opinion should be qualified or disclaimed when the auditor
is unsure of the materiality of the errors or irregularities. If
the problem is immaterial, 
the matter should be referred to
management at least one level higher than the level of management

involved in the discrepancy.
 

17: Jan. 1977 ILLEGAL ACTS BY CLIENTS
 
Examinations in accordance with GAAS are not meant to provide
assurance that illegal acts will be detected. Procedures that may
identify illegal acts were presented to assist in the evaluation
of the materiality of an illegal act. 
Tests of transactions and
balances and the study and evaluation of internal accounting
control were mentioned to bring out some illegal acts, 
as would
some inquiries of management. 
Legal counsel should be consulted
 



for advice on consulting management about the problem. 
The effects
on the Auditor's Report vary depending on the extent and degree of
the illegal act[s].

The materiality of the illegal act should be evaluated. 
The
effects on the financial statements are of most importance. Often,
loss contingencies and the 
adequacy of disclosure are involved.
The act should be reported at a high enough level 
of management
that appropriate action can be taken.

It may be difficult to discern the scope of the act's effect
on the financial statements. 
 Thus, a qualified or disclaimer of
opinion should be 
issued due to the scope limitation. In some
cases, an adverse opinion would be appropriate. If the client will
not accept the report, the auditor 
should withdraw from the
engagement and write an explanation to the board of directors. In
addition, the auditor should use his/her professional judgment on
whether to contact his/her legal counsel.

If the act is immaterial,


attention, the 
but does not get appropriate
auditor 
should consider withdrawing from the
engagement and/or dissociating from any further client involvement,
depending on what the auditor deems appropriate. The auditor is
under no obligation to notify anyone.
 

18: May 1977 (Withdrawn by Auditing Standards Board)
 

19: June 1977 
CLIENT REPRESENTATIO,_f

Effective Date: 
 Periods ending on or after 9/30/77.
Management 
 must furnish the 
 auditor with
representations of managenent written


in order to comply with GAAS.
Written representations should be addressed to auditors dated as
of the date of the auditor', 
report and signed by chief operating
and chief financial officers. 
This provides written confirmation

of management's intent.
 

This representation by management should acknowledge their
responsibility for 
the fair presentation of their 
financial
statements and therefore their purported financial position. 
It
also represents the assumption of responsibilty for the supporting
documentation 
and availability 
of that documentation. 
 Thus,
assurance is provided on that fair presentation that there are no
known illegal acts, errors, 
and/or irregularities of a material
nature. Anything having a material affect on 
the financial
statements is claimed to be included.

Management's 
 refusal to cooperate in furnishing such
assurances 
is a scope limitation and precludes 
an unqualified
opinion. 
The opinion should then be qualified or disclaimed.
 

20: 
 August 1977 REOUIRED COMMUNICATION OF MATERIAL WEAKNESSES IN
INTERNAL ACCOUNTING CONTROL
 
Effective Date: 
 For Periods ending after 12/24/77.
For examinations 
 of the financial statements made in
accordance with GAAS, material weaknesses in internal accounting
control which the auditor becomes aware of must be communicated to
senior management, and the of
board directors 
or its audit


committee.
 



Material weaknesses of internal accounting control influence
the nature, timing, and extent 
of audit tests. GAAS does not
require every material weakness to be identified or every control
to be evaluated. 
 Internal accounting control is 
management's

responsibility.


Material weaknesses should be reported. 
Once reported, they
need not be repeated in later reports. The auditor may decide to
report that no 
material weaknesses were discovered. Only how
weaknesses affect the study and evaluation of internal accounting
control is the auditor's concern. 
 The form of communication is
optional, and the corrective action may be suggested to the client.
 
21: Dec. 1977 
 SEGMENT INFOPATION


SFAS 14 require the disclosure of segment information. That
is, data on operations in different industries, foreign operations
and export sales, and major customers should be included. It is
used not for comparison between firms in 
one industry, but as a
tool to analyze and interpret an entity's financial statements and
financial position in the past and speculated future.
Segment audit procedures are described which include inquiry
of management and analytical review. 
 The auditor must consider
materiality in determining the 
nature, timing, 
and extent of
auditing procedures. Inquiry should be made 
on the sales and
transfers between industry segments. 
 The audit should also test
the generation of segment information by examining the percentages
used and analytical review procedures utilized. 
The comparability
to last year's calculations and budget projections should also be
considered. Basically, the 
 segment information should be
scrutinized for reliability or "believability," i.e. the likelihood
of a fair presentation should be pzovek).

Reporting on segment data was also outlined: 
 Consistency is
very important with segment information. 
 Unless the segment has
a misstatement or omission, it is not referred to in the report.
The segment's importance depends on its impact on the entity as a
whole. 
If the entity has segments and does not provide information
on them, a scope limitation occurs and 
the opinion should be
qualified. If segment information 
is reported separately,
materiality should 
 relate only the
to segment. Whether
presentation 
of segment information is voluntary or required,
conformity with GAAP should be noted.
 

22: Mar. 1978 
 PLANING AND SUPERVISION
 
Effective Date: Beginning after 8/31/84
This standard provides guidance for auditors followirg GAAS
in their planning and supervision of an audit. 
 Planning for an
audit is a game plan overseeing the forecasted conduct and extent
of the examination. 
 Planning requires careful consideration of
the firm's operating structure.
 
The auditor should be aware of the firm's accounting policies,
procedures, and internal controls, as well as being aware of the
industry in which the firm operates. The auditor, in planning the
audit, must estimate risk levels and materiality concerns in order
to forecast what type of report will be issued. 
 Therefore, s/he
will review files, inquire of personnel, and read interim financial
 



statements in order to grasp the big picture of the audit. 
In so
doing, s/he can then establish the timing of the audit work and the
staff requirements of the audit. 
This 	preliminary work can be sent
to management in a memorandum if the auditor so chooses.
The goal in the planning state is to develop an audit program
that 	will enable a sufficient knowledge of the business and the
industry in which it operates to assure the auditor that all
transactions and 
events significantly influencing the financial
statements are presented fairly. 
This 	knowledge often comes from
experience. 
 If the services of a specialist are required, the
auditor should retain the expert as needed.

Supervision involves overseeing the audit work of assistants
and reviewing the work they complete.
 

23: 	 Oct. 1978 ANALYTICAL REVIEW PROCEDURES
 
This standard concerns 
analytical review procedures, which
are substantive tests used to analyze relationships between data.
Analyzing these relationships will generate evidential matter and
indicate the need for any additional work.

Analytical procedures are used in the study and comparison of
financial information. The degree 
and 	extent of testing are
determined according to the auditor's judgment. 
These procedures
also 	apply to the nature of the entity 
and 	the scope of the
engagement as well as to the 
availability, reliability, and
comparability of financial information.
 
Investigating significant fluctuations is also 
a result of
analytical review procedures. The 
degree of fluctuation is
important as is the reasonableness of what the tests concluded.
The nature and extent of procedures depends on the objectives of
the testing, the internal accounting controls, the results of other
auditing procedures, the auditor's experience and the nature of the


item.
 

24: 	 Mar. 1979 (Superseded by SAS 36)
 

25: 	 Nov. 1979 THE RELATIONSHIP OF GENERALLY ACCEPTED AUDTING
STANDARDS TO QUALITY CONTROLSTANDARDS

The auditor must comply with GAAS which will 
affect audit
engagements s/he conducts. 
GAAS 	relates to audits on an individual
basis. 
 The 	firms it audits must also comply. Quality control
standards should be established by the firm because it must adhere
to GAAS. These standards relate to the audit program as a whole.
The nature and extent of these standards vary depending on the size
and needs of the firm. Such standards [for quality control] will


help.
 

26: 	 Nov. 1979 ASSOCIATION WITHFINANCIAL STATEHENTs

The fourth standard of reporting requires an expression of
opinion or explanation for no opinion in the auditor's report.
The purpose of this standard is to prevent misinterpretation of
the level of responsibility the auditor assumes when his/her name
is associated with the statements. When accountants are associated
with anything that has not been audited, the presentation of the
financial statements must clearly set forth that the statements are
 



unaudited or unreviewed on each page of the report. 
Note that in
such a situation, the auditor has no responsibility beyond merely
reading the statements and looking for obvious material errors.

The same rules 
apply for unaudited financial statements
prepared on a comprehensive basis of accounting other than GAAP.
The second general standard requires the auditor to be independent.


Therefore, any bias for or against the client in substance or form
is inappropriate and would preclude the expression of a valid and
 
useful opinion.


If the unaudited financial statements are known to not adhere
to GAAP disclaimer opinion expected,
and a of is a modified

disclaimer is permitted if disclosure is adequate and revision is
 
agreed to by the client.
 

If the financial statements, audited or unaudited, are
prepared in comparative form, it should clearly be identified which
 years were audited and which were not. 
A separate paragraph in the
auditor's report should identify divisions of responsibility for
the various years. 
The auditor is to provide negative assurance
 
on the financial statements taken as a whole.
 

27: Dec. 1979 (Superseded by SAS 52)
 

28: June 1980 (Withdrawn by SAS 52)
 

29: July 1980 
 REPORTING ON INFORMATION ACCOMPANYING THE BASIC

FINANCIAL STATEMENTS IN AUDITOR-SUBMITTED DOCUMENTS
 

Effective Date: 
 For periods on or after 12/31/80.

This standard regards information provided in addition to the
financial statements. When 
the auditor submits a document
containing audited financial statements, s/he has the
responsibility to reporv on all information included in the client

prepared document.
 
The auditor's report is always a means to convey division of
responsibility and an expression of opinion. 
This also applies to
information accompanying 
the basic financial statements. The
reporting of 
it requires the auditor to ascertain the level of
materiality of the information 
on its influence/affect on the
 

financial statements.
 
The auditor's report on information accompanying basic
financial statements in auditor-submitted documents has the same
objectives as the auditor's report on basic financial statements.


The examination is done in 
order to form an opinion on the
financial statements taken as a whole. 
The identified accompanying
information should be presented for purposes of additional analysis
and is not required. An opinion or disclaimer of an opinion should

be included on the accompanying information.
 

Supplementary information required by FASB or GASB that the
client must report 
on should be assessed by the auditor. The
information should be analyzed and an opinion or a disclaimer of

opinion expressed on it.
 

As for consolidated information, GAAP should be followed and
 an opinion or a disclaimer of an opinion expressed. Any coexisting

financial statements must follow GAAP and be in accordance with
each other. Adequate disclosure must be determined.
 



30: July 1980 
REPORTING ON INTERNAL ACCOUNTING CONTROL

This standard identifies and describes the various reports
from the different kinds ot engagements that the auditor may
utilize in the assessment of an entity's internal control
structure. 
Different forms of accountant's reports were described
which would be issued in connection with such engagements.

Internal accounting control can be reported on merely by
auditors expressing an opinion or by a report on the system itself
in conjunction with the reality of its functioning.

The purpose of the control review is 
to provide assurance,
within reason, that the control system is in place and functioning
properly. This will assure 
management that the accounting
procedures are reasonably accurate and can be relied upon.
reliability thus established is for the sake of the owners. 	

The
 
The
system should be reviewed regularly due to the dynamic nature of
business. 
Changing times requires changing controls structure to
minimize the inherent 
limitations in the internal 
accounting
controls. It is appropriate for such a review of the controls to
be more extensive than the audit review of the controls.
This audit of internal accounting controls begins with
planning the engagement's 
scope. This will involve acute
observation and inquiry as well as an element of speculation. The
design of the system should then be reviewed allowing the auditor
to assess the efficiency of usefulness of and 
reliance on the
system. Administrative and managerial elements of 
the control
 

structure are also reviewed.
 
Third, compliance with prescribed procedures is tested to
assure the auditor of the functioning of the system. Lastly, the
results of the review of the system design and tests of compliance
are evaluated. 
 In this stage, weaknesses should be identified.
This involves a risk assessment on the probability of errors and
 

irregularities.

Management 
should usually be required to provide written
representation to their acceptance 
 of responsibility and
cooperation with the auditors.
 
Auditors' experience will determine the extent of their
working papers. 
The report itself should contain an expression of
opinion, its conformity to GAAP, and a reporting of any material
weaknesses, scope limitations, 
part of the report prepared by
another accountant or subsequent information.

When the report is based on a study and evaluation made aspart of an audit, the report should clearly identify what was
reviewed in the work so as not to purport an in depth analysis.
Other aspects of the report are basically the same as the study
and evaluations conducted separately.

In the event of special purpose reports, the scope and nature
of the auditor's examination should be described. 
The system as
a whole has not been reviewed, and therefore 
a disclaimer of
opinion on it is necessary. The conclusions of what was analyzed
should be 
set forth and the limited distribution should be
identified. 
 Material weaknesses should be communicated to upper
management, the board of directors, and the audit committee.
 



31: 	 Aug. 1980 EVIDENTIAL MATTER

This standard expounds upon the third standard of field work
and analyzes the decision process auditors follow in obtaining and


evaluating evidence.
 
To assist the preparation of the audit procedures, five
assertions were 
identified: (1] Presentation and disclosure of
the financial 
statements must be appropriate, [2] Existence or
occurrence of assets or 
liabilities must be investigated, [3]
rights and obligations of the assets 
and liabilities of a firm
should be considered, [4] Completeness of all transactions and
accounts should be considered, and (5] Valuation or allocation with
regard 
to whether financial statement elements 
are 	properly


disclosed should be reviewed.
 
These assertions can assist the auditor in developing audit
objectives and designing substantive tests. The specifics depend
on the entity under review--the extent of reliance on the system
of accounting and the relationship between the internal accounting
controls and the risk of errors and/or irregularities. The nature,
timing, and extent of the procedures is a result of professional


judgment.

Evidential matter the
is supporting documentation to the
financial statements. It is gathered through analysis and review.
The more objective and independent the source of evidential matter,
the more it can be relied upon. The sufficiency of it depends on
the auditor's experience and judgment to determine if the matter
is persuasive enough to justify their conclusions, though -*h may
not be convincing enough. The auditor must be aware of the costs
and benefits of obtaining additional supporting documentation. In
evaluating the evidential matter, the auditor will consider the
level of objectivity of the evidence, the accordance to GAAP, and
its correlation to the financial statement assertions drawn.
 

32: 	 Oct. 1980 
ADEOUACY OF DISCLOSURE OF FNANCIAL STATEMENTS

Adequate disclosure is required under GAAP. 
Disclosure is to
be considered adequate unless otherwise stated in the auditor's,
report. This is in conformity to the third standard of reporting.
If 
 disclosure is inadequate due to management 
withholding
information, the auditor 
will express a qualified or adverse
opinion. In addition, the information left out by the client
should be included in their audit report if the data is readily
accessible or easily compiled.

The auditor must obtain information from the client in
confidence so as 
to enable free disclosure of all matters. 
 The
accountant is allowed to not report something if it is permitted


by GAAP.
 

33: 	 Oct. 1980 (Superseded by SAS 45)
 

34: 	Mar. 1981 
THEAUDITOR'S CONSIDERATIONS WHENA OUBSTION ARISES

ABOUT AN ENTITY'S CONTINUED EXISTENCE
 

This standard provides the 
auditor with guidance when the
inability of the 
entity to continue as a going concern is
identified. Usually, this means the company has failed to meet
its obligations as they become 
due 	in the ordinary course of
 



business. 
The ability of the firm to continue as a going concern
is assumed unless information is found to negate this assumption.
The auditor therefore assumes the longevity of the business in the
generation of his/her opinion.

Contrary information is contradicting data discovered at any
time through the date of the report. Usually, such data relate to
the going concern 
of the company. Some factors mitigate the
information's significance. This commonly relates to
flexibility of the client to assume a new course of action. 

the
 
The
auditor must examine contrary information and mitigating factors
to conclude the nature of the situation, i.e. the longevity of the
situation, as well as any legal aspects to consider. 
Management's
planned action is also important, when and if they plan on taking


action on the situation.
 
The auditor should also analyze management's attitudes and
plans with regard to forecasted information. The auditor should
disclose the conditions which make the firm's ability to continue
as 
a going concern a debatable issue. Substantive tests may be
conducted to support any conclusions. The auditor must weigh the
effects the auditor's report will have 
on the situation when


determining what to disclose.
 

35: Apr. 1981 SPECIAL REPORTS--APPLYING AGREED-UPON PROCEDURES
TO SPECIFIED ELEMENTS, ACCOUNTS, OR 
ITEMS OF A FINANCIAL STATEMENT

Auditors are allowed to accept limited scope engagements as
long as both parties know and understand the extent of the
procedures that will be applied, and both parties agree that the
distribution of report be
the will limited to named parties.
Typically, the scope limitation will 
prevent the auditor from
applying extensive audit procedures. Commonly, only 
a limited


number of accounts or items will be audited.
 
This requires the auditor to 
satisfy him/herself that the
parties involved know what is going to be included in the audit
report. This is usually done through a meeting for all related
parties. 
 If this is not possible, the communication can be made
through substitutes, i.e. legal counsel 
or a representative such
 as a trustee or a creditor's committee. Tne second and third
standards of 
field work do not apply to engagements limited in
scope 
like special reports. The accountant's report should
identify the scope of 
the engagement, intended distribution,
procedures used and the conclusions drawn, and disclaim an opinion
on the financial statements taken as a whole.
 

36: Apr. 1981 
Ri'VIEW OF INTERIM FINANCIAL INFORMATION
 
The auditor's report should state that the procedures followed
and the data provided are in accordance with AICPA standards in the
event of interim financial information review. The auditors should
also describe interim date audit procedures and identify the lesser
scope of the examination. No opinion is expressed, and a statement
assuring conformity with GAAP is provided. 
The date is as of the
completion of the review. 
The audit report is usualiy not modified
unless there is a departure from GAAP. In addition, every page is
marked *unaudited,' and the interim data required by the SEC is
 

provided.
 



The accountant should only allow the use of his/her name if
there are no restrictions on the scope of the review and the extent
of the work done is clarified. A review report example was given.
This review report should be modified if the financial information
presentation departs from GAAP or there is inadequate disclosure.

The client'. representation concerning a review of 
interim
financial information must accurately depict 
the nature of the
auditor's report. 
 If it in any way does not, the auditor's name
 
should not be used.
 

37: Apr. 1981 
FILING UNDER THE FEDERAL SECURITIES STATUTE
 
Accountants associated with a set of financial statements have
the responsibility of presenting statements that are not misleading


or wrong according to the Securities Act of 1933. As self-defense,

the accountant should take 
care in the wording of their audit
 
report so as not to infer greater responsibility than was actually

assumed.
 

Subsequent 
events should be tested for through the audit
procedures from the sudit report date up to the effective date.
Inquiries should 
be wade and any appropriate tests should be
conducted to assure fair presentation on prior period information.

It may be appropriate for the auditor to withhold consent for the
 use of the report--This decision should be made with the advice of
 
the auditor's attorney.
 

38: Apr. 1981 (Superseded by SAS 49)
 

39: June 1981 AUDIT SAMPLING
 
Effective Date: 
Periods on or after 6/25/83; SAS 43 made this


effective retroactively to 6/25/82.

This standard provides guidance on the use of sampling in an
audit of financial statements. Audit sampling is done in order to
characterize an account or class of transactions. Nonstatistical


and statistical sampling require that 
the auditor use his/her
professional judgment 
in drawing conclusions on the financial
 
statements being audited.
 

Sufficient competent evidential matter must be obtained. 
The
competence of it is a matter of auditor judgment. 
 Inherent
uncertainty in audit sampling is known as audit risk. 
The .-aditor

also has sampling risk--the risk of drawing the wrong cohclusion
 
either positively or negatively.


Sampling in substantive tests of details begins with planning
samples in order to achieve the objectives of the audit. A sample

must be selected and the performance and evaluation procedures
should be established. The same definitional basis 
applies

internal accounting controls. 

to
 
It is acceptable for samples to have
 

dual purposes.

The sampling approach selected should be the most efficient
and effective means to identifying the situaLtion the client is in.
The costs and benefits of determining the extent of the sampling


should be weighed.
 

40: Feb. 1982 (Superseded by SAS 52) 



41: 	 Apr. 1982 WORKING PAPERS

Effective Date: Engagements beginning after 5/31/82
Working papers are maintained and designed to verify that the
objectives of the engagement are being met. 
The functions, nature,
and content of working papers were defined.
The 	functions and nature 
are to provide support for the
auditors' conclusions and to aid the direction and overseeing of
the engagement. 
The nature of the work will affect the auditor's
judgment on it. 
 The content should be sufficient to verify the
conclusions of the auditor and prove the comprehensiveness of the
agreed upon report. The working papers 
are the property of the
auditor, subject to ethical limitations relating to confidential
 

client relationships.
 

42: Sep. 1982 
 REPORTING ON CONDENSED FINANCIAL STATEMENTS AND

SELECTED FINANCIAL DATA
 

Effective Date: 
 On or after 9/30/82

This standard provides guidance on reporting in a client
prepared document which contains information derived from complete
audited financial statements and are 
reported as [1] condensed
financial statements, and 
(2] selected financial data. For the
former, the complete financial statement report should be given in
addition to the type of cpinion expressed. The information should
fairly present in all material respects the information from which
it was derived. For the latter, the 
same rules apply. If a
different auditor prepared some of the data, this should be stated
and no expression of an opinion on that data should be made by the


auditor.
 

43: 	 Aug. 1982 9MNIBUS STATEMENT ON AUDITING STANDARDS

Effective Date: 
 After 8/31/82; This statement made SAS 39
retroactively effective to 6/25/82.

Accounting control within scope
is the of the study and
evaluation of 	 control
internal 	 contemplated by GAAS, while
administrative control is 
not. The study for the evaluation of
internal control should include both an understanding of the system
and 	assurance that the 
system is being utilized. This will
determine reliance on the system of internal controls. 
 Internal


controls of a public warehouse-were also discussed.

The GAAS was cited because this standard amended that services
other than examinations of financial statements be subject to GAAS.
Inventories held in public warehouses should be confirmed by
(a) the custodian directly, [b] 
reviewed control procedures, [c]
personal observance of the physical counts of goods.

This standard also identified control elements and auditing
procedures for 
goods stored in public warehouses: Reasonable


safeguards should be provided.

This standard went into 
depth on the study of internal
control--its scope and procedures 
in system review. It also
covered tests of compliance. The standard provided guidance on
report considerations for uncertainties affecting the 
financial
statements, which requires a separate paragraph for disclosure in


the auditor's report.
 

23 



44: Dec. 1982 SPECIAL-PURPOSE REPORTS ON INTERNAL ACCOUNTING
CONTROL AT SERVICE ORGANIZATIONS 

Effective Date: Periods beginning after 12/31/82.
This standard provides guidance on the independent auditor's
use of special-purpose reports on certain aspects 
of internal
control of organizations that provide the following services to an
auditor's client: 
 [1] Executing transactions and naintaining
related accountability; (2] Recording transactions and p:ocessing
related data; and (3] 
Various combinations of these services.
Service organizations that maintain controls that do or do
not interact with client organization controls influence special
purpose reports on internal control. 
Auditors must determine the
adequacy of the controls to decide if there is 
a basis for

reliance.
 

This service auditor's report was analyzed. Basically, the
goals are basically the same as regular audit reports. 
Reports on
the system were discussed through example.
 

45: Aug. 1983 
 OMNIBUS STATEMENT ON AUDITING STANDARDS--1983

Effective Date: 
 Periods ended after 9/30/83.
This standard regards substantive tests prior to the balance
sheet date and 
involves appropriate auditing procedures. This
concerns audit testing at the interim dates and does increase that
risk of errors at the balance sheet date will go undetected. The
cost and benefits of the substantive tests important.
are 
 The
auditor must consider existing conditions in the business and its
industry as well. Substantive tests should be designed then to
extend audit conclusions to the balance sheet date. 
The timing of
the auditing procedures should be coordinated for related party
transactions and testing of interrelated accounts and accounting


cutoffs.
 
This standard also provides guidance on related party
transactions. 
 The auditor should consider related party
transactions similarly 
to regular transacticns when GAAS is
followed. Some such transactions may not be detected. 
The auditor
should be wary for conditions favorable to related party
transactions--such as significant litigation, obsolescence dangers,
a declining industry, optimistic (excessive] earnings forecasts,
etc. Specific audit procedures 
can be applied to determine the
existence and to identify transactions with related parties. 
 It
is not uncommon for related 
party transactions to not 
be


detectable.
 
When it is material, the evidential matter should be reviewed.
Professional judgment determines adequate disclosure.
 

46: Sep. 1983 CONSIDERATION OF OMITTED PROCEDURES AFTER THE
REPORT DATE
 

Effective Date: 10/31/83.

This standard provides 
 guidance on the auditor's
responsibility when s/he realizes, subsequent to the date of the
audit report, that one or more necessary procedures may have been
omitted. 
In such an event, the auditor must assess the importance
of the omission to determine the appropriate course of action. If
the auditor is unable to perform the appropriate procedures, and
 

19 



attorney should be consulted.

The auditor has no responsibility to retrospectively review
the work. If the situation is that a procedure was omitted that
is now important, the auditor should comply with the procedure in
an attempt at supporting the original opinion.
 

47: Dec, 1983 
AUDIT RISK AND MATERIALITY IN CONDUCTING AN AUDIT
Effective Date: 
 For periods beginning after 6/30/84.
This standard gives guidance on audit
(1] zisk, and
materiality when planning and performing an audit. 
[2]


The components
of audit risk were defined: (1] Inherent risk--Is the risk that
there is an innate problem in the records and 
the problem is
undetected- [2] 
Control risk--Is the risk that the auditor would
not prevent or detect a material error in his/her audit; and [3]
Detection risk--Is the risk that the management's system will fail
to detect a material error.

Detection risk varies inversely with the inherent and control
risks. 
It is not appropriate to rely completely on assessments of
inherent risk and control risk. 
 Substantive 
tests for material
accounts are necessary. 
When total likely error is material, the
auditor must either issue a qualified or an adverse opinion.
 

48: July 1984 THE EFFECTS 
OF COMPUTER pROCESSING ON THE
EXAMINATION OF FINANCIAL STATEMENTS
 
Effective Date: 
 For periods beginnin after 8/31/84.
Audit objectives do not 
change whether accounting data is
processed manually 
or by computer.


evidential matter will change. 
The methods of gathering


The auditor should consider how
using the computer will affect the audit engagement. Analytical
review procedures will be
also affected. 
 Internal accounting
control procedures and segregation of duties will be affected and
assessed differently. Some functions can be performed by a
computer that would be incompatible if done manually. 
The auditor
may require the assistance of specialized skills to conduct the
audit 
on computer processing. 
 This can be met from his/her own
audit staff. Analytical review procedures are similar.
 

49: Sep. 1984 
 LETTERS FORUNDERWRITE-g

Effective Date: 
 On or after 10/31/84.
When a CPA has audited the historical fina.ncial statements,
s/he may give a comfort letter primarily through negative assurance
of the reliability appropriate 
to be placed on the financial
statements taken as a whole. 
This is only with regard to matters
in which his/her professional competence is substantially relevant.
The SEC usually accepts only unqualified reports, including those
with explanatory languages on uncertainties. Basically, the same
procedure applies for unaudited reports.
 

50: July 1986 
REPOATS ON THE APPLICATION OF ACCOUNTING PRINCIPLES
This statement provides guidance on 
the development
accounting principles, often important of
 
when re!iting such
procedures in connection with a proposal to obtain a new client.
It applies 
to oral and written advice 
on the application of
accounting principles. This 
does not apply to the accountant
 



reporting on financial 
statements or to accountants writing

position papers.


Performance standards require comprehension of the form and
substance of transactions and adherence to GAAP. 
 Reporting
standards 
require engagement and transaction descriptions. The
applicable accounting principles supporting the opinion should be
stated, along with both a statement on management being responsible
for the financial statements and a statement that any changes in
the data as presented could change the auditor's opinion.
 

51: 	 July 1986 
RMPORTING ON FINANCIAL STATEMENTS PREPARED FOR USE

IN OTHER COUNTRIES
 

Effective Date: Periods beginning after 7/31/86.
This 	standard provides guidance for an auditor practicing in
the U.S. who is engaged to report on the financial statements of
a U.S. entity that have been prepared in conformity with accounting
principles of another country. 
The report issued for use outside
of the U.S. may either be a [1] modified U.S. report. or 
[2] if
appropriate, a report of another country.If the report conforms to requirements of the other country,then the audit still must comply to GAAS with respect to theprescribed basis of 
accounting. The auditor should 
use 	the
standard report form if the report will be used in the U.S.
 
52: 	 Apr. 1988 
 OMNIBUS STATEMENT ON AUDITING STANDARDS--1987


When 	supplementary information is required by the FASB or GASB
pronouncements, if it is presented outside the basic 
financial
statements in an auditor-submitted document, the auditor should
disclaim an opinion on this information unless engaged to do so.
This standard provides the independent auditor with guidance on the
nature of procedures to be applied to supplementary information
required by the FASB or GASB, and described the circumstances that
would require the auditor to report such information.
 

53: 	 Apr. 1988 
 THE AUDITOR'S RESPONSIBILITY TO DETECTAND REPORT

ERRORS ADIRREGULARITIES
 

Errors are unintentional 
mistakes. Irregularities are
intentional deviations 
from fact. Due and
care professional
skepticism must be utilized in order to have a properly designed
and executed audit which will not, though it may, miss a material
irregulax ity, especially a misrepresentation involving fraud, such
 
as collusion or forgery.


Factors were listed to 
assist the auditor's alertness to
possible material misstatements. Evaluation of the audit
results 
must consider the level of materiality 	
test
 

of errors or
irregularities. 
The effect of irregularities on audit reports is
requested revision. 
 Errors or irregularities that 
are material
must be communicated. Concealment is commonly involved in cases

of irregularity.
 

54: 	 Apr. 1988 IbLEGALACTS BY CLIENT8
 
Effective Date: Periods beginning on or after 1/1/89.
The auditor's responsibility for illegal acts having a direct
and material effect on financial statements [except disclosure of
 



contingencies] 
is the same as for errors and irregularities.
Audits normally do not include 
procedures designed 
to detect
illegal acts, but other procedures could identify them. 
Consider
contacting legal counsel after inquiring of management at least one
level above those involved. The audit committee should be fully
informed through either oral or written communication.
 
55: Apr. 1988 CONSIDERATION OF THE INTERNAL CONTROL STRUCTUR 
IN
A FINANCIAL STATEMENT AUDIT
 

Effective Date: Beginning on or after 1/1/90.
An entity's internal control 
structure consists of the
policies and procedures established to provide reasonable assurance
that specific entity objectives will be achieved. 
Its ability to
record, process, summarize and report 
financial data consistent
with assertions in financial statements is important.
environment and the The control
accounting system were 
outlined along with
control procedures and the effect of the internal control structure
elements on assessments of risk components. 
 The relationship of
understanding the control structure to assessing control risk was
considered 
with the degree of evidential 
matter considered
sufficient to support the assessment of control risk.
In the assessing of control risk 
on
structure, the financial the internal control
statement assertions--presentation

disclosure, existence or
 or occurrence, completeness, rights
obligations, valuation and
or allocation, 
and presentation
disclosure and
are elements 
the auditor 
should consider in the
conducting of their audit. 
 Evidenticl 
matter should 
be as
objective as possible.
 

56: Apr. 1988 ANALYTICALPROCEDURES
 
Effective Date: 
 Periods beginning on or after 1/1/89.
Analytical procedures 
consist of evaluations of f nancial
information 
made by a study of plausible relationships among
financial and nonfinancial data. Analytical procedures in planning
and substantive tests were outlined. 
The more independence from
the entity with the data used to develop an expectation, the more
relial-ility 
is placed on the concluLsions 
from that data. In
overall review, the conclusions 
reached are assessed and the
overaLl financial statement presentation is evaluated.
 

57: Apr. 1988 
AUDITING ACCOUNTING ESTIMATES

Effective Date: 
 Periods beginning on or after 1/1/89.
This standard provides guidance on obtainii.g and evaluating
evidential matter to support accounting estimates in historical
financial statements. The accounting estimates in the financial
statemerts are management's responsibility. They are developed on
the basis of subjective and objective criteria.
The auditor's evaluation of accounting estimates
developed through sufficient should be
competent evidential matter, be
reasonable on the basis to historical estimates, and should follow
GAAP. 
The auditor should develop his/her own expectation for the
estimate(s]. 
 An adequate internal control structu~re will reduce
the chance of material misstatements, which estimates attempt to
approximate. 
To assure the evaluation, the auditor should review
 



subsequent events and transactions.
 

58: Apr. 1988 
 REPORTs ON AUDITED FINANCI 
 O
Effective Date: 
 Periods beginning on or after 1/1/89.
The auditor may 
issue a variety of reports 
on audited
financial statements. His/her justification for the expression of
opinion in the report is based 
on 
the entity's conformity with
GAAS. 
 The fourth standard of reporting must be adhered to: 
 The
report shall contain an expression of an opinion or an explanation
for no opinion being expressed. The primary concern of the auditor
in issuing the report is to fairly represent the financial position
of the company. 
The auditor does not want to mislead or confuse
the readers of the financial statements.
The auditor's standard report should include 
an address to
the company, board of directors or shareholders. It should state
that 
the financial statements 
present fairly, in all material
respects, the entity's financial position, results of operations,
and cash flows in conformity with GAAP.
There are f:,ve possibilities in issuing a report:
unqualified opinion, [1]
[2] explanatory language 
added to
auditor's the
standard report, (3] qualified opinion, 
[4] adverse
opinion, and (5) disclaimer of opinion.
If the opinion is based on the work 
of
reference should be to 
another auditor,
made h-Im/her


paragraphs. in all three standard
A departure from a promulgated accounting principle
requires a separate paragraph of explanation. Uncertainties may
require an explanatory paragraph, 
depending on the auditor's
judgment. Most 
uncertainties 
relate to contingencies
entity, however, they of the
also can include problems of inadequate
disclosure, materiality considerations, and departure from GAAP.
Uncertainties are usually expected to be resolved in the future.
Inconsistencies usually refer to changes in accounting principles.
This situation should be set forth in an explanatory paragraph.
Qualified opinicns 
are situations that 
state
particular event except for a
or circumstance, 
the financial statements are
fairly presented. 
An example of such a circumstance is a lack of
sufficient competent evidential matter, a scope limitation, or a
departure from GAAP.
Adverse opinions represent situations where the financialstatements do not fairly represent the financial statements of an
entity. 
In the event of a disclaimer of an opinion, the auditor
is not expressing any opinion on the financial statements.
In the event of comparative financial statements, the auditor
must assure a fair presentation for the 
statements taken 
as a
whole--for all the periods represented.
 

59: Apr. 1988 
THE AUDITOR'S CONIDERTATIONOFAN WMITY,8ABILITY
TO CONTINUE AS A GOING CONCERN

Effective Date: 
 Periods beginning on or after 1/1/89.
The standard provides guidance on evaluating whether there is
substantial doubt about the entity's ability to continue as a going
concern, which is assumed in absence of significant information to
the contrary. 
The auditor's responsibility is to evaluate whether
there is substantial doubt for a reasonable period of time, and
 



they are 
not responsible 
for predicting
events. future conditions and
When substantial doubt exists, modify the report 
to
include an explanatory paragraph following the opinion paragraph.
 
60: Apr. 1988 COMMUNICATION OF INTERNAL CONTROL BTRUCTU 
 RZL_ 

MATTERBS NOTED IN AN AUDIT
Effective Date: 
 Periods beginning on or after 1/1/89.
This standard provides guidance in identifying and reporting
conditions that relate to an entity's internal control structure
that were observed during an audit. 

any reportable conditions reported 

The audit committee iill have
 
to tem by the
Reportable conditions are considered to be 

auditors.
 
.ignificant
deficiencies
in the design or operation of the internal control structure. The
auditor is not responsible for searching out reportable conditions,
however, over the 
course of the audit, s/he may become aware of
such situations. 
 In that event, these conditions 
should be
reported.


These inadequacies 
 could detrimentally 
 affect the
organization's ability to record, process, summarize and report
financial data consistent with the assertions of management in the
financial 
statements. 
 In some cases,
significant, the condition may be so
that the matter is considered
weakness to be a material
in the internal 
 control structure.
circumstances, Under such
reporting the 
matter separately 
is left to the
auditor's discretion.

The auditor may also choose to 
communicate. other matters.
Usually, the client and the auditor will establish an agreed-upon
criteria by which 


report 
an ad hoc standard is set regarding what to
to the audit committee. 
 This communication 
should be
highlighted as specifically for the audit committee.
 

61: Apr. 1988 COMMUNICATION WITH 
UDIT COMMITTEES
Effective Date: 
 Periods beginning on or after 1/1/89.
This standard requires the auditor
matters to those who have 
to communicate certain
responsibility
audit. for oversight of the
Normally, this is the audit committee. 
This only applies
to SEC engagements and other entities that have audit committees
or equivalent oversight groups. 
 Communication 
can be oral or
written, and it is incidental to the audit. 
The report should be
presented on a timely basis.
Matters which should be communicated include (1] the auditor's
responsibility, 
 [2] the significant accounting policies
accounting estimates and
 

structure 
of the entity, (3] the internal control
of the entity, 
(4] the assurance that the 
financial
statements are free of material misstatement, (4] consultation with
other accountants, (5] any auditor disagreements with management,
or (6] any other difficulties encountered in performing the audit.
(7] The audit committee should receive additional information on
the scope of the engagement.
 

62: 
 June 1989 SPECIAL REPORTS
This statement prescribes 
a new special report 
form which
parallels the form of the auditor's standard report in SAS #58.
It requires a statement that the financial statements were prepared
 



in conformity with a comprehensive basis of accounting other than
GAAP. 
There is no requirement to describe in the auditor's special
report how the presentations 
differ from a presentation
conformity with GAAP. in
However, there are requirements for issuing
a special-purpose report on special or 
incomplete presentations.
The distribution of some reports is restricted 
 (1] Reports with
presentations that are either not in conformity or are incompletg
in accordance with GAAP 
or another comprehensive basis of
accounting; and 
 [2] Reports on compliance with aspects of
contractual agreements or 
regulatory requirements related
audited financial statements. to

[Journal of Accountancy, January


1990]
 



FINANCE MODULE 
May 14-16, 1992 

Prague, Czechoslovakia 

Si n "ay IMay 14 Day 2- May is Day 3- May16 

8:30-10:00 Introduction Investment Opportunities Financing Operations 

Break 

10:15-11:45 The Financial Investment Opportunities Conclusion 
Environment 

Lunch 

1:30-3:00 Financial Performance Investment Opportunities 

Break 

3:154:45 Financial Performance Financing Operations 



FINANCE 
PRAGUE, CZECHOSLOVAKIA 

I. Inroduction (Professor Karolyi) 

The finance module is designed to teach managers about corporate financial decision making. We need to outline 
corporate objectives within the context of a firm operating in a market-based economy, primarily that of maximizing
the value of the owner's stake in the firm. We also want to understand the role of finance within the corporate
organization including budgeting, raising funds, evaluating investment projects and long-term planning of the futtre 
costs and financing needs for future operations. 

A. Welcome and Introduction of Instructors 
1. Introduction of Instructors, Materials, etc. 
2. Review of Schedule 

B. The Goals of Financiai Management 
1. The Corporate Objective 
2. The Role of the Financial Manager 

C. Overview of the Finance Module Organization 

H. The Financial Environment in Czechoslovakia (Professor Viertl) 

This module segment should provide an overview of the financial system in Czechoslovakia. A general introduction 
into the size and structure of state and private enterprises in the economy should be followed with an outline of the 
types of financial institutions and assets available and the means to create and transfer those financial assets. The 
focus should be on the banking system, both domestic and foreign, as well as the domestic stock excbange and 
foreign exchange markets. Some broad perspectives on the magnitude of foreign capital investment in 
Czechoslovakia through direct investments (acquisitions) and joint ventures should be discussed. Finally, a general 
discussion of the privatization process and the most recent reforms should conclude the session. 

A. The Size, Stri-ture and Nature of State and Private Enterprises 
1. Nature of State Enterprises - Size and Structure 
2. Nature of the Private Sector - Size and Structure 
3. The Shadow Economy 

B. The Financial System 
1. The Domestic Banking System 
2. The Foreign Banks 
3. Domestic Foreign Exchange Market 
4. The Market for Share Capital and Vouchers 

C. Foreign Capital Investment in Czechoslovakia 
1. Regulatory Governance of Foreign Capital 
2. Size and Form of Foreign Capital Investments 

D. Privatization in Czechoslovakia 
1. Conversions to Joint-Stock Companies 
2. Liquidations and Bankruptcy Sell-offs 
3. Recent Reforms 

- @9
 



M. Analyzing Corporate Financial Performance (Professor Longstaff) 

The accounting module which precedes the finance module in the program will have introduced the basics of 
fivmcial reporting. A review of the structure of the balance sheet, income statements and statement of changes in 
finncial position report should, however, be included. The main objective is to introduce financial statement 
inFlysis which is the art of analyzing and interpreting financial statements to be able to assess corporate financial 
?erformance. Analysis will focus on financial ratios, their comparability with other companies and industries. (One
idea here is to adapt the famous Harvard "Unidentified Industries" case from the Butters et al. textbook for a set 
of lo-.al companies). We also need special emphasis on understanding the impact of inflation on the assessment of 
performance. Finally, an introduction to financial forecasting for planning would be useful. 

A. Review of Financial Statements 
1. The Balance 
2. The Income Statement 
3. The Cash Flow Statement - Source and Uses Statements 

B. Evaluating Financial Statements 
1. Ratio Analysis 
2. Comparative Analysis of Ratios 

C. Forecasting Future Financial Performance 
1. Business Planning - The ProForma Statement 
2. Simulation Techniques 

IV. Evaluating Investment Opportunities (Professors Karolyi and Longstaff) 

We examine how managers allocate scarce capital among different investment opportunities for the firm. In the 
process, we focus on the time value of money and discounting future cash flows, future uncertainty and accounting
for risk and the process of ranking projects. A useful illustration would be in terms of the lease v. buy decision. 
Finally, we extrapolate our techniques to the valuation of a business. 

A. Valuation I - Capital Budgeting 
i. Cost-Benefit Analysis of Proposed Investments 
2. Simple Valuation Methods - Benefit-Cost Ratios, Payback 
3. Timing and the Process of Discounting Cash Flows 
4. Ranking Alternative Projects - A Lease v. Buy Decision Example 
5. Dealing with Risk 

B. Valuation II - Business Valuation 
1. Present Value Analysis of Cash Flows from a Business Operation 
2. Earnings-Valuation Methods 
3. Other Techniques - Book Value, Liquidation Value, etc. 



V. Fln~rcing Operations (Profexrors Longstaff and Viertl) 

The objective is to highlight the different sources of financing available for operations. We focus on the importance
of workirg capital policies (managing current assets and liabilities) and the sources of short-term financing in the 
form of trade credit, accruals, notes payable, factoring etc. The impact of inflation on cash management should 
be discussed. We also outline the sources and forms of long-term financing in the banking sector, intermediate and 
long-term debt market, equity financing. Vie also consider internationAl sources of financing, primarily via joint
venture operations. Finally, we discuss the process of choosing among different sources of financing by introducing
the concept of the cost of capital and different ways to measure it. 

A. Working Capital Management 
1. Working Capital Policy - Inventory Control, Credit Policy, etc. 
2. Cash Management 
3. Short-term Financing of Working Capital Needs 

B. Long-term Financing - Sources and Costs of Financing in Czechoslovakia 
1. The Money and Capital Markets - Bank Debt 
2. Long-tenn Debt Market 
3. Preferred and Common Stock Market 
4. Foreign Investments - International Joint Ventures 

C. Long-term Financing - The Cost of Capital 
1. The Cost of Debt Financing 
2. The Cost of Equity Financing 
3. The Weighted-Average Cost of Capital 

VI. Summary and Review (Professor Karolyi) 

The objective of this last session will be to provide an overview of the basic principles of financial management that 
we have examined in the entire module. One way to motivate this would be an all-encompassing case study drawn 
from a Czechoslovakian context that will also be relatively open to potential feedback from the session participants 
to the instructors about what they think is important in financial decision making. 

A. An Integrative Case Study - Czechoslovakian Example 

B. Summary Overview 

C. Feedback Session from Participants 



FINANCE 

MATERIALS FOR THE FINANCE MODULE SESSION
 

WILL BE HANDED OUT DURING CLASS
 



STRATEGY MODULE 
June 8-10, 1992 

Prague, Czechoslovakia 

Sessin Day I.- June 8 Day2-June9 Day3-Jie:10.10 

8:30-10:00 
Break 

Break 

Entrepreneurship: 
Myths and Realities 

Managing Growth in the 
Emerging Firm 

Joint Ventures 

10:15-11:45 Strategic Management 
for Emerging Firms 

Operational 
Effectiveness for 
Achieving Growth 

Privatization Case Wrap 
Up 

Lunch 

1:30-3:00 Strategic Management 
and the Management of 
Change 

Funding Startup and 
Growth 

Break 

3:15-4:45 Preparing the Business 
Plan 

Funding Startup and 
Growth 



STRATEGY 
PRAGUE, CZECHOSLOVAKIA 

Entrepreneurship: Myths and Realities 
- changes in Czechoslovakia 

Strategic Management for Emerging Firms 
- case discussion 

Strategic Management and the Management of Ch ge 

- large firm emphasis 

Preparing the Business Plan 

Managing Growth in the Emerging Firm 
- Czechoslovakia application 

Operational Effectiveness for Achievin_ Growth 
- Czechoslovakia application 

Funding Startup anu Growth 
- emphasis on growth 
- Czechoslovakia application 

Joint Ventures 

Privatization Case 

Wrap up 



STRATEGY 

MATERIALS FOR THE STRATEGY MODULE SESSION
 

WILL BE HANDED OUT DURING CLASS
 



HUMAN RESOURCE MANAGEMENT 
June 10-12, 1992 

Prague, Czechoslovakia 

.nDay1 June 10 Day 2 - June 11 

8:30-10:00 Outdoor Challenge/ 
Leadership Course 

Break 

10:15-11:45 Outdoor Challenge/ 
Leadership Course 

Lunch 

1:30-3:00 	 Enhancing Productivity Outdoor Challenge/ 
Through Effective Leadership Course 
Employee Selection 
Systems 

Break 

3:15-4:45 	 Enhancing Productivity Outdoor Chal!enge/ 
Through Effective Leadership Course 
Employee Selection 
Systems 

MODULE
 

Day 3 - June 

The Role of Training in 
Improving Organization 
Effectiveness 

The Role of Training in 
Improving Organization 
Effectiveness 

Critical Issues in 
Managing the 
Czechoslovakian 
Workforce 2000 

Critical Issues in 
Managing the 
Czechoslovakian 
Workforce 2000 

(I 



HUMAN RESOURCE MANAGEMENT
 
PRAGUE, CZECHOSLOVAKIA
 

BACKGROUND 

The opening of Eastern European countries to free market systems and the global economy will undoubtedly
catse many dramatic changes in the lives of managers in these countries over the next decade. Although some 
of these changes will require managers to come to a better understanding of the "technical" or "quantitative" 
aspects of running a business (e.g., Market Ec3nomics, Accounting, Finance, Operations Management,
Logistics/Distribution), other changes will require the managers to learn more about how to effectively utilize 
human "resources." 

The primary objective of this module is to provide the participants in the program with a better undeistanding of 
some fundamental issues in Human Resource.s Management. Specifically, the material present.d in this part of' 
the program will be designed to help the mnagers: (a) improve their'abilities to identify, recruit, and select 
those individuals who are likely to be the mnost productive employees, (b) learn more about the role that 
employee training plays in organizational effectiveness, (c) develop strategies for fostering more cooperative
relationships between managers and workers, and (d) deal more effectively with the critical human resource 
management issues facing them. Although the discussion of soma conceptual/theoretical issues will be 
unavoidable, the major focus of this module will be on providing managers with practical tools and techniques
that they can be applied to their present human resource problems. 

The pedagogical approaches to be used in this module will include traditional methods such as classroom 
lectures and in-class simulations, as well as non-traditional methods, such as outdoor experiential initiatives and 
exercises. 

MAJOR PROGRAM COMPONENTS: 

I. 	 ENHANCING PRODUCTIVITY THROUGH THE DEVELOPMENT OF EFFECTIVE 
EMPLOYEE SELECTION SYSTEMS 

The major focus of this component of the program will be to discuss techniques designed to improve 
the participants' abilities to identify and select those individuals who are likely to make the most 
effective employees. Topics to be addressed in this session include: (a) the economic utility of 
effective employee selection systems, (b) how to identify the prospective employee who "matches" the 
job the best, and (c) how to improve the employee interview to make it a more effective selection tool. 

A. 	 BASIC OBJECTIVES OF EMPLOYEE SELECTION SYSTEMS 

- Discussion of basic goals of effective selection systems 
- Identification and discussion of potential predictors ofjob success 
- Examination of the economic utility of making good selections 

B. DESIGNING EMPLOYEE INTERVIEWS TO IMPROVE EMPLOYEE SELECTION 

- Why interviews fail
 
- The importance of developing structured interview p.x'cedures
 
- How to improve interview processes
 
- Conducting effective interviews
 
- Summary, Qu,".tions, Discussion
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I MTHE ROLE OF TRAINING AND DEVELOPMENT IN IMPROVING ORGANIZATIONAL 
EFFECTIVENESS 

This module will provide an overview of employee training and development. Particularly in the 
context of rapid technological change, increasing competition, and changing labor markets, effective 
training is of crucipl importance to firm success. The session will include discussions of training
fimdamentals such as need assessment, training design and evaluation, and will conclude with a focus 
on applying effective training techniques in Eastern European organizations. Pdrticipants will be 
exposed to a variety of learning materials including videotaped segmeats, experiential exercises, and 
case examp!.s designed to enhance professional competence in employee training. 

A. TRAINING AND ORGANIZATIONAL EFFECTIVENESS 

- Why -aining is so important
 
- Why training is so difficult
 
- Common pitfalls in organizational training
 

B. CHARACTERISTICS OF EFFECTIVP TRAINING 

- Determining training needs
 
- Principles of training design
 
- Maximizing training transfer
 
- Evaluating training effectiveness
 

C. APPLYING TRAINING TECHMQUES 

- A review of training tools available
 
- Motivating people to learn
 
- Creating a learning environment
 
- Review: Ten Training Commandments
 
- Summary, Questions, Discussion
 

. LEADERSHIP/TEAM BUU. 'ANG COURSE 

The focus of this purt of the program will be to discuss the types of human resource concerns the 
participants currently face, and to identify some of the major issues that they think that they will 
encounter as th.y move to privatization. 

For this particular portion of the module, we will develop a "portable" outdoor team building/challenge 
course. Basically, this portion of the module is designed to address several important issues: 

A. AWARENESS 

All of the challenge at:tivities are designed to promote an increased awareness on the 
managers' part regarding: (a) their interpersonal and leadership skills, (b) how effectively they 
interact within a work-group, and (c) what it takes to develop "high performance" work teams. 

B. GOAL-SETING 

Most of the exercises in the challe-ae course require the group to develop and become committed 
to a specific goal that they want to achieve. The goal-setting process that occurs on the course is 
not unlike the goal-setting that goes on in many organizations, and should help the managers 
understand the critical role played by goals in producing organizational effectiveness. 



C. GROUP PROBLEM-SOLVING 

On the challenge course, groups of managers are given a problem or "initiative" that is difficult, if 
not impossible, for one individual to solve by him/herself. As a result, the group must "pool' 
their efforts in order to arrive at a wution. The group effort required is similar in many respects 
to the kinds of activities that occur in many organizations, such as the group effort required to 
coordinate a management team. Thus, the group problem-solving aspect of the course should help
the participating managers to achieve a better understanding of how t work together with others 
to solve organizational problems. 

D. IMPROVED COMMUNICATION 

Virtually all of the challenge course activities require the managers to communicate effectively
within their groups in order to be effective. These are the same skills that managers need to 
successfully to manage others. 

E. DEVELOPING HIGH PERFORMANCE WORK GROUPS 

Much has been written recently on the importance and potential impact of employee 
empowerment, participation, team building, and "self-directed" or "self-managed" work teams on 
enhancing organizational effectiveness. Indeed, it has been noted by several leading management
writers that the importance of "cross-functional" teams comprised of people with different skills, 
abilities, and perspectives, will become even more critical to managerial and organizational 
success in the year 2000 and beyond, because organizations wi!l be required to interact with ever 
more complex technologies and changes in the environment, and because many of these 
environmental changes will demand more interdependencies among organizational work units. In 
addition, team building and self-managed work teams have also been identified as key components
of the much talked about Japanese management concepts of "Kaizen" (continuous productivity
improvements) and "Wa" (developing team spirit and harmony). 

However, despite many of the ringing endorsements of employee empowerment and team 
building, several problems remain for those leaders who want to incorporate such concepts into 
the organization. Among the most critical of these problems is identifying strategies that might be 
successfully used to develop such work teams, and to use these teams effectively. Thus, the final 
goal of the challenge course activities is to get participants to explore the "transfeiabi!;ty" of 
concepts like "self-managed" work teams and discuss methods for improving work group 
effectiveness. 

IV. CRITICAL ISSUES IN MANAGING THE CZECHOSLOVAKIAN WORK FORCE 2000 

The major focus of this component of the program will be devoted to a discussion of how *he "profile" of 
the Czechoslovakian work force will change over the next decade (in terms of attitudes, demographics, and 
technological skills and abilities), and how these changes will impact on the recruitment practices that will 
be necessary to gain a competitive advantage. 

22 
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STRUCTURED INTERVIEWING: AVOIDING 
SELECTION PROBLEMS* 
Elliott Pursell, Michael Campion, and Sarah Gaylord 

Con0mlii,'s al ]nlongr affrd thelsur of making poo)r personnel selection 
('cisions Organizational goals are dearly affected every time a personnel selectin decision is made. These selection decisions include the hiring, transferring. promoting, and terminating of employees. Maximizing the effectiveness 
of these decisions do-li, zlT,ct; training time, turnover, absenteeism, safet,and satisfaction--in addition to job performance. Organizations have histori-cally used tests and uihei sele'-tior procedures to assist in making these impor-tantperonnl deisins.reliability 
tat personnel decisions. 


LEGAL DEVELOPMENTS INFLUENCING TESTING--A TIKiTRADITIONAL INTERVIEW TO THE 
Trformance 

There have been three major legal developments that have severely influenced
the use of testing in industry. First, Title VII of the Civil Rights Act of1964, asamended in 1972, prohibited employment discrimination based t,- -e, color,religion, sex, or national origin. This does not prohibit the use ofprofessionally
developed ability tests, but the tests must not be designed, intended, or usedto discriminate against protected groups. This legislation laid the groundwork
for submitting testing to closer legal scrutiny.

The second legal development was the impact of court cases Zha! resulted 
from Title VII. Particularly 'oteworthy were Griggs v. Duke Poi.rCo.' and 
Albermarle P.per Co. v. Moody. The net consequence of cases like these isthat tests and other selection criteria are prohibited if they have an adverseimpact on protected minorities and are not directly job-related.

The third legal development significantly affecting testing was the UniformGuidelines on Employee Selection Procedures.' These guidelines define strin-gent prociedural and documentation requirements for the design and imple-
mentation of selection systems. In essence, these guidelines operationallydefine job-relatedness and validation. 

*F:-l,,n
D. Pmrsrl. \ hhl,.Campion. and Sarah A.Avoiding Selectin Cavlord. -Structured Interviewing:Prnbhms. Prrinnel Journal. Novernh r 1980. pp. 907-912.with the pcrmissir n tr'uer nnrl Reprinted'n97rnal.C40ta Ntsa. Calif Atl rights reserved.' ari:vD ke Pourr C (1971).401 U.S.424. 

2Allremarle Pagwr Cr, v. .Sltrrly (W, 51. 422 U.S. 407."F.rtrul Emphrmnt Opp,.rtninht, Cnom iion.Cil Se'te, Commission. Department oflabir an& I) .Drrtincit, I J sltr.. -Arlrptn b% Fonr Agencies of Unifoarm GuidelinesonFmplm......Ii s',, r' ,. 'r n,','al oistrRr 43 (1978). pp. 3 8M29)-315. 

IUe to the i..erea~d diffiult%of developing and maintaining tests and
nIh~rs~~)I~tt"re a~did , (m.Iljective) iliteovi.w a 
ari,n'turning it)theltradodiial clio procedures.many personnel specialistsd'CkI.. Thyv apparentlv feel that testing has t--high a legal 

hi 

risk and that testtraditional injilntalvalidatirn re'quirn.iutsinterviewsare too exthensive.also consideredthey,, failare. Whatsubjett hothe sam, as tests.toThus,realizethe"is thatvalidation recuirenwnts and prohaly carr area greater legal 

risk due to their subet tve nature. 

PROBLEMS WITH TRADITIONAL INTERVIEWING 
The traditional interview has a host of additional problems aside from its beingsusceptible to the same legal scrutiny as any other test. Early reviews on theand validity of the traditional selection interview were not encour
aging.4 The reliability of the interviewers was very low, and evidence ofvaliditywas either scarce or nonexistent. 

Research on the selection interview has attributed alarge part of this poor
to rating or evaluation errorsresponses. The various types oferrors identified and studied include halo, first 

in the judgment of interviewees' 

impression, contrast effect, similarity, leniency or severity central tendency,
and stereotypes.

As noted earlier, the traditional interview may be accompanied by a highdegree of legal risk due to its subjectivity and susce-'ibility to bias. In a recentanalysis of unfair discrimination in the employment interview, it was concludedthat 'the interview is highly vulnerable t !egal attack and one can expect more 
future litigation in this area."s 

Some of the disadvantages of the traditional, informal selection interview 
are that: 

0It is highly susceptible to distortion and bias.* It is highly susceptible to legal attack. 
0 It is usually indefensible if legally contested. 
0 It may have apparent validity but no real validity.
0 It is rarely totally job-related and may incorporate personal items that 

infringe on privac"
0 It is the most flexible selection iechnique---therbY being highly 

inconsistent. 

M ost no ted otth sercarrh re vi s nclud e . %agnr.A Critical Summan .Personnel .'syr-helrry2 1949). Me Emplosmen Interie:pp. 17-46. E. C. Webster. Decision Alak.ne -i.,:A Re "luaion ofPuhlished(Nontral: Eagle. 1964).
lg in the Employntent Intcrrrieu. ea1. 194). , .
E- C,%Mayfield, MTe..s.dSelection 

and L. Ul'rich surd D. TumIhospp.) -T1he Selecion Intrnlrw' Psychoogica Buletipp.Jan.-16. -'jcno0lrrl 63 9-65,Bulletin 63 
"R.1). Anr ,,."i'nfjirliwrim nII,aih,I t.- EnirrVmeni Interv-iew: Legaland Psrr.holrgiral

As vs.Ps.,rA, lr ial ulee, I16(1979) p 7U , 

NI I 
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* There is a ti.iuenv for the interviewer to look for qualities that he or 
she prefers and then to justify the hiring deeision based on these 

" often. the interviewer does not hear about the selcion mistakes. 

" There is an unsbstantiated confidenc-e in the traditional interview-

THE STRUCTURED INTERVIEW.-AN ALTERNATIVE 
THE STRUCTUREDIE.A ieIlieilERl ALTERNAT E 

ou ot iiirl is here slamathat it probably has littleGsen tatl n ie loh prsnoperational otility in its present form, and that it islikely to be the subject of 

lgal focus. im provem ent of the in terv iew is a high -priority per-.em uch luture
sonnel issue. Both ,artv .' and more recent research on the interview have 

%i 
recommended the used of a structured interview format, since it increant 
reliability and accuracy by reducing the subjectivity and inconsistency inherent 
in the inform+,l interview. A structured interview may be defined as a 'series of 
job-related questions ,!". ,predetermined vnswers that are consistently applied 
across all interviews for a particular job."' 

The structured interviewing process has the foil -wingcharacteristics: 

* 	 It is base.] exclusively on job duties and requirements that are critical to 
job performance. 

" it has four different types of questions: situational questions. job-
knoledge qouestions, job samplesimulation questions and worker-

knedgireen questions jexample, 
requirements questions. 

" It is actually a selection test and may include three sections: oral, writ-
ten. and ph ,.;.ai. Each job requirement is measured in one or more of 
these three se,:tions depending on the most appropriate assessment 

* 	It has sample answers to each question determined in advance. Inter-
viewee responses are rated on a five-point scale defined explicitly in 

advance.
 

e 	 It is consistently applied to each applicant. For example, the same com-
mittee menbers are used; one member asks all the questions each time, 

and the same scoring methd is used. All procedures are consistently
followed to ensore that each applicant has exactly the same chance asei erv other applicant. 

e 

7 of Resarch on the Setection Inter' 
view since 1964.- Prrtnirl Pzsvehlogy 22 (1969). pp. 391-413; D.P Schwab. and H. G. 

Heneman. "triationship between Intterview Structure and Interrater Reliability In an Empk-;-
meint Siiuatinn.'Journal ofApplied Psyrholonv 53 (1969), pp. 214-17. R. E. Carlson. P.W. 

ttepresenttis atitesinclude t.%Wright. 'Summary 

Thaver. E, C. avfiehl. and t). A Peterso. "-Researchon the Selection Interview.- Ferwoands 
J,rnal.5) 1o971).pp 2Pi-75. and N. Schmitt. 'Social and Situational r7rertenants of Inter-

',.'nIm p t'aticins (c rthe Fmployn ent Interview,. Prrsonnrl P zVcholoa 29 (1976).
siewt )e i 
pp. 
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a 	 It is d(l.tted for futt referenc ' =-in -L.s"of legal challenge. 
components oftle provs-5s that should Ibe,dtoumnented inlude the cu
plteness if te job aialysis. tlhe jot relatedness of the questions. the 
fairness and consitent-v of the application, and other important compo. 

nents of the process. 

JBAAYIJOB ANALYSIS 
obijettive of th- job auals sis is to guncrate a description of the job in terms 

er characterofjoh duties, required knnviedge, skills, abilities, and other e...,istics (KSAOs). Jo1) aoual. sib is nt orel essential to test develuprnei t. hot the 
g ( uid el. es s sis not onh - e sen ti to t es e uir so e 

leg a obdlsi s a itip.'e s elen ofedures requie s . 
a 	o nlsis as a necesssarv comnponent of all types of validation.formea 

Further, there is evidence that a selection system developed on the basis ofjob 
analysis is more valid and less biased against minorities than a selection proce
dure developed without the benefit of job analysis.9 

The actual techniques used to collect job information, suc" as question
naires, interviews, or observations, depend on the specific job and selection 

situation. However, the following point should be noted abou 2n%job analy

sis. First, do not randomls recrLit job-analysis participants. Select them on the 
basis of their extensive knowledge of the job. Inclusion of both supervisors 
and incumbents is often useful. Second. produce specific job-duty and job
requirement information. Job duties and requirements that are too general (for 

assists the machine operator or requires knowledge of data process
ing) are of little use. 1.rd, the purpose of the job analysis is to get a picture of 

the jo6 as it exists at the present time, not how the job could be changed or 
improved. Fourth, identify all the job requirements that are needed to perform 
all the specifi job duties. TIs latter step is necessar sinc,, once the job dutes 

are evaluated on relevane, to the job, there must be a means of identiing 
which KSAOs are requied to perform each o! thejob duties. 

EVALUATING THE JOB DUTY INFORMATION 
The Uniform Guidelines on Employee Selection Procedures require that 
KSAOs assessed in a selection procedure be necessary prerequisites to per
formance of critical work.'o In order to determine the importance of the work, 
the job duties could be evaluated by using ajob duty infoirmation form. Essen

tiall): each job duty is rated on its importance to job success and in terms of 

the amount of time required to perform it compared to other tasks. These two 

'EEOC, et al.. op. cit.. rp 3".5 3P&3)306 
'C. A. Iess'tman. and F. E Loez. 'The Ip't or Job Anal.uis on Ernptnyment Test 

Vidat.n fur Miiritv and .EnniinrityA'miunting Personnel. Personnel zlouhnonr 3 

(1g;9) p. "7 . p . Aitupi. 

M-iti r A.. Ad,-pti n I'mir Ar.nii,. p.'w n-2 

P. 
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194 ChapterFar-
Seftlon 135 

ratings corstit itean v"alration of imnportance. Several supervisors and incum- 0 job samploIsinulatinn questioi.t. In general. the closer the questionsbent, shll pro%ide tlt-st, ratings iu order to obtain assessments from different approxinate the content of tlh il,. the more valid the selection instru-PcrPls'ti' v%. 
lnit hecomres. Sumetinme, "tNspossible to have thc, applicant actuallywhernc'ombining tne multipe evaluation, a summran rating is developed pI'riorlm a sanple task frot :;iw job. When carefully developed aadhy calculating ar average-inirdrtanct rating and average-Iime-spent rating for properly standardized, job sample.' 3 are apparently valid and lack racialeach jol drrty. This summary impritanct, rating would he displayed on the job bias. 14Frcquently. how"-er air actu"I jolb sample is not possible, std aduly ch.rt lht joh doty chart is divided into four sections: siulation nf critical asplitt, of the job. therefore, In-comes an alterna

" The. nrioher of tire- job didtiev that ar. important and that consume a ti, e. jrrhr-sinrlat in r|rstinns imy rait, from,,lo(r.-Up)S of job samples]arrtZe-nriironiit nil tin.,
lare l of th. d ar 	 to questious rsing th.. eriinlogy of thte job. In fact, raost questionsrtn ntnueashoid

"Th' nuither of the job 	 Ibe s'vcloped ii such a way as to represent, in content anddtiv that arc important hut do not consume a language, exrmple jolt tasks. 
Thenoul of thodt iestaa 
suime a large atunt of time. 	 Worker requirements questionv. These usually take the form of 'willing

hess" questions. Examples often include questions on the applicant'swillingness to work in various environmental conditions, willingness PI " Th- number of the jnh duties that are lower in importance and do not 
consume a large amount of time. 	 do repetitive physical work, and willingness to travel or rebocate. These

questions are frequently placed a! the beginning of the oral section C,4 
Since these sections are ranked from ihe most critical to the least critical. the interview, since they act as good "wa'ren-up" questions and help putthey provide assistance in the development of the interview questions. the applicant at ease. Furtherore, since these questions often refer tothe characteristics and duties of the job, they serve as a realistic jobpreview for the applicant and may aid self-selection.DEVELOPMENT OF INTERVIEW QUESTIONS There are seven essential cz"teria for the devejopment and evaluation of 

The employees who helped to develop and evaluate the jcb duties and require- interview questions:
 
ments are used in the development of intervew questions. Interview questions 
 * Questions nmust be accurate, complete, ard unambiguous. Having toare based on the job requirements that correspond to the important job duties. clarify questions during the interview redoces standardization and intro-
The important job duties are identified on the job-duty chart. duces bias.A structured interview typically contains the fbllowing fbur types of * Questions must be stli-tly and clearlyjob-related. "Nice to know quesquestions: tions are not permitted. 

" Situational questIOns. These are questions that pose a hypothetical job * Questions must assess only KSAOs that are needed at entry into tl.'e job.situation to the applicant. The applicant must respond with what he or KSAOs which will be learned during training on the job should no;Lshe wnuld do in the situation. The critical incident job analysis assessed. However. KSAOs that are necessary in order to be able to lertechnique" readily lends itself to the development of this type ofques- the job should be assessed.tion. Recent empirical evidence has validated interviews based exclu- 0 Questions must assess onlyJob requirements directly related to job dutiessively on this type of question (for both supervisory and entry-level that are significant in terms of importance and the amount of time spentproduction jobs).'1 Situational quest;on" are usually oral. on them. 
" job knowledge questions. These questions assess job knowledge that is * Questions should reflect as nearly as pos.-ible the content of the job. Forbootl: essential to job performance and must be known prior to entering example, questions can often be stated in terms of example job tasks tothe job. These questions often deal with the technical aspects of the job increase job-relatedness. Further. job terminology can often be usedor basic knowledge that is essential to learn the job. Questions of this when it is a prerequisite to learning the job.nature are often posed in awrittenr form as well as orally. * Ouestion should be geared to tie appre priate complexity level of the 

1
"J. C. Flanagan. -Th- Crilical Incidrnt Trechn-que." Psynchdogict Bulletin 51 (1954). 13j. E. Campiou. -lnrL Sampling fi Personnel Selrction.-nour.r IfAppltrdPsychologu56pp 327-4 

(I972). pp. 40-44.11(. t.araIninn.I_ %1. Saari. E t) Pura-I-. arid N, A. Campion. 'The Situational Interview." 14G. A. Hnr rnoii. J. E. (ampion. and I A oae,. "atcia nia, or :he use o Work Samples 
ror Perminnn-I S4hnt'inm rnial .4pgnlin ,rdPl%- 19-23. 

)nmnunnalpf.pptnrd Pwrho,,. it prrin 
rhlcufi4(i1979r. 



196 Chatper row 

job. In other words, the questions should assess the job requirements at 
the same level as the job reclcirtements needed on the job. 

a (muesion must be,carfully rctiesued to eliminate any bias that might 
tend to make them discriminatory. 

Ever question must be ieveloped with these criteria in mind, and ever 
(ciestimci sliocld lie rcsiewt-d linidependent job) expe-rts with respect to these 
ritria.Also. care shotld he taken to avoid any (cetiimis that can be answered 

with a sic cph"ytnor ciii..ae 

DEVELOPMENT OF SAMPLE ANSWER TO INTERVIEW QUESTIONS 

It i' advisable to develop the sample answers to the interview questions as the 
questions themselves are developed. For each question, a five-point answer 
rating scale is constncted with specific samples developed for a "good' answer 
(a five rating), a -marginal" answer (a three rating), and a "poor' answer (aone 
rating). One way to develop the answers is through group brainstorming, 

The answers to the questions must be scaled to the requirements of the 
job. For example. the very best possible answer may be farabove what is 
required for the job and would distort the evaluation of the applicants. It should 
also be noted that occasionally questions will only have one correct answer (for 
example, a mathematics question). This is most likely to occur fbr written 
questions. 

The sample answers should not be scaled so that additional job require-
ments, which have not previously been included, become a part of the answer. 
This is distorting the question in order for a "nice to have- requirement to be 
included. For example, business school (or equivalent training or experience) 
may be a necessary requirement for an executive-secretary position. Listing a 
college education as a number-five answer and listing a business school educa-
tion as a number-three answer to an education question would be incorrect, 
This would clearly be altering the job requirements. 

The development of the sample answers is an evaluative measurement of 
the question. If there is difliculty in determining what any of the answers 
should be for a particular question, then the question should be reviewed for 
possible refining. restructuring. or eliminating. 

INTERVIEW COMMITTEE AND iMPLEMENTATION 

An interview committee should consist of four to six members. The committee 
members are preferably the same employees who participated in the job anal-
ysis and the construction of the interview questions and answers. Members of 
the committee may be from levels of supervision above the job to be filled, or 
include the job incumbent. peers. and personnel representatives familiar with 
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the joh. The saive interview members should be used thrn.,ghout the inter
viewing fijra siigh' job. 

The iotervies toninit:ee is assembled well in advance of the first inter
view.: During this time. it is trained in how to conduct the interview. First, the 
job dties, the requirements, the questions, and the interview answers are 
distributed to cmittee membelr ad reviewed. Second. the group discuses 

thtaiu ye frtcgeestattoba aii n o na-ile. nthe varioes type, of ratiig ericro that van bia.sratings, and how to aidt 
wi- adlittrig to the raticti-s-ale athor point.Finally the iitecrie-w committe incetmers are divided aicxirdic to the part! 

of the interview Thie three parts tif the interview are admninistered as folows. 
Oral. This part of the interview is administered by apanel of three or 

more of the committee members in a quiet, comfortable room. The interview 
setting should be casual and nonstressful. One selected member of the panel 
introdutes the applicant to the panel members. The same (selected) pa, c! 
member asks the questions with all the applicants and conducts everv interview 
to ensure consistency. The-.:- must be no cues, questioning, or confirmation 
after the applicant has responded. All panel members reccrd and rate the 
applicant's answers.on the rating scale sheet. This recording must be exactly as 
the applicant responded, but clear abbreviations are acceptable. This recording 
becomes a critical part of the documentition, and it must be possib!. to recon
struct any applicant's response to any question. Between interviews, the panel 
members must not discuss the questions, the answers, or the applicants. 

Weritten. This portioi, is administered by one of the committee members 
in a quiet roo- away from distractions. Any necessary supplies must be secured 
i.'livanct. 'lime limits are usually not applied to the written questions. "Extra 
help' is not allowed for applicants who do not understand the questions. Com
plete standardization .mustbe maintained. The scoring of the written questions 
may b,'&,ne by one of two methods: either the committee member adininis
tering this part may score each answer based on a predetermined answer key, 
or :he questions may be given an independent rating by each committee mem
ber based on the predetermined answers tLit were developed prior to the 
inlerview. 

Physical. This is administered by two or more of the committee members 
on the work site or In a r.e.srly identical (job-simulatfan) setting. Each member 
records observations, applicant statements, performance levels, and rates all 
Items independently using the predetermined answers. 

Aier -all the oral, written, and physical questions are administered, atotal 
score is determined Iy averaging across all the raters to get or., ..-.,ach 
item and then averaging all items to get a total score. 

There are three additional topics that are iilated ,othe s~ructured inter
viewing process. The first deals with cut scores. Cut scores are usually essent.al 
to making tesing decisians, and there are a number of procedures aid consid
erations relevant to them. Secondly. performance appraisal is an essential se
ond step in 'hepersonnel selection procexss. It not only provides a follow-up 

, N~ 
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and eval.aiion fthe selction s stem, but it is also critical to employee moti-
vatimi and cuiisehig. A third topic in the selection system development 
process is dccim(-Italion. Ifl ivmselectionl Svstt-i is e-ser challenged le-gally, alack of dhi.ulnentation of the validity of the'selectiosi prti-edure will he inter-
preted as indicating that the selet-tion provedure has no validity at all. Further,
dtomennetalion of the thevelopiet process provides a cheek on the adequa-'
of the validation eleirts, 

CUT SCORES 

There are two possible way s of making selection decisions on th. basis of 
structured interview (or any test) scores. One can either rank the candidat.!s 
and choose those with the highest scores, or one can determine a cut score 
above which all 'andidates are qualified. There are at least four reasons whythe latter is the preferred method. First, ranking candidates usually leads to 
the greatest degree of adverse impact. Is Conversely, using a cut score abovewhich all candidates are qualified allows a place for affirmative-action goals to 
enter the selection decision. Second, the Uniform Guidelines on Employee
Selection ProceduresiS and the courts have suggested that ranking candidates 
is an inappropriate selection strategy for content-validated devices. Third, for
union line-of-progression promotions, many union contracts stipulate that the 
most senior qualified" be accepted. The determination of qualified'on a se-

lection instrument ultimately translates into a cut score.requires management to stipulate, in advance, Finally, a cut s etheir definition of minimumqualifications for the job in question. This makes the selection process fairerand less susceptible to bias. 

Unfortunatel; there is no single best way ofsetting a cut score. In arecent
review of the cut-score literature, Buck discussed 10 different methods for
setting cut scores fir criterion-referenced tests and described them as a mere 
"sampling of a variety of models and procede-es. " Setting a cut score always 
involves a value judgment. The critical features behind setting a cut score are 
that it be objective, based on a solid rationale, and preferably set in advance oftesting. 

rt. C. Burns. "AffirmativeActinn inthePrinateSector.-in AffirmatrrAction in eting and
Selection LxvgI and Pou hg'iralPrripr-iat r. D J Schwartz. Chair. Symposium presentedat tie ietaingofh, Ai rcan PsAnlagit.aAssoiaiin. Tronio. 978. 

tEF C ci at - Ad ptin Irvor Agen cico.-p. 38306. 
"Iblmiu dieBlarLPolice(fficer! Organizatonv. City ofLouisi tile. V S. District Court (Ky) 

Ni ( 74 1061.4' Sepi4ml-r lt.1979.i 
l S. HurL. Cid-e i, hlh Seling ofAppropriate Cutting Scores forWriten Tests.A Summars of Cont-rns anti Prniccl-dirs.-Tthniral Ie-moraaduim 77 4,United States CivilService
cmnmiqumn 01ahingitmn. 1)C I'S. (umernment Printing Offie. 19771. p.20. 
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CUT SCORES MUSIT TAKE INTO ACCOUNT POTENTIALADVERSE IMPACT
AVREIPC 

After determining a cut score, its appruprialene:s may be verified b. testing
the applicants, arranging their scores from highest to lowest, and examining
the distributon. It is important to keep th,.applicants' names separate from 
their scores at this p-int in the process to prevent an%bias. 

Two final points sliiald be made concerning cut scores. First, they should 
le estalished in light of hath a reasonable, expected 'evel of resulting jobperformance and the potential adverse impact that may result for fema!es andminorities. Second. it is usually advisable to set cut scores at a minimum 
acceptable level to allow for the influence of other important selection factors 
such as seniority, other qualifications, or affirmative action goals. 

PERFORMANCE APPRAISAL 
Performance appraisal is a natural follow-up to any selection decision. It pro
vides an evluation of the accuracy of the selection procedures; it develops
information that is useful for employee counseling; and it generates documen

rationfor corrective action when selection mistakes are made. Furthermore,
accurate performane data may allow for an estimate of the predictiv- validity
of the selection procedure by statistically relating job-performance scores to 
structured-interview scores. 

A detailed discussion of performance appraisal techniques is too large atopic to be addressed here. However, it should be noted that the job analysisinformation colleced to develop the structured interview is an ideal resource 
base for developing a performance appraisal instrument. Further, tratings are 
to be used to ollect performacse information, some form of rater training Is
advisable.19 It as been demc, ntrated that training can significantly red,=.
errors.l 

DOCUMENTATIOI 
Documentation isanother essential component in the development and implementation of any selection system. This includes the maintenance of writtenrecords of the steps involved in the job analysis and the development of thestructured interview and the performance appraisal, as well as records of inter
view scores, job performance, and any unusual occurrences or exceptions. 

In terms ofa guide to the format and extent ofthe documentation required, 

'G. P. Latham. K. N. Wesle. and 1. D. rsen."Training ;t.n ers to Minimize RatingErrors in the Observation of Behavior.'Jourat ofApplied Psyhvloy60 (1975). pp 550-55. 
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thy tlnifnn (;iidelin.s on Emplyee Selction Protedures-" are very explicit Louisrille Black Police Officer's Organization v. City nf Louisvilk. U.S. Districttomcerning the.di.untaitation ne .svar- to demonstrate validity. In conclu- Court (Ky) No. C 74 106L(A). September 18. 1979.simm, documentatiom is essential and tIie potential test user is well-advised to MAYFIE.D. E. C.-rhe Selection Interview: A Reevaluation of Published Research."maintain documentation of validity during the developmental pri.-ess rather PersonnelPsychology 17 (1964), pp. 239-60.thma trying to reconstnuct it at a later poxint in time. SCHMITT. N. -Social and Situational Determinants of Interview Decisions: imp]i
cations for the Employment Interview.- Personnel Psychology 29 (1976). 
pp. 79-101.
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EXCELLENCE IN PERSPECTIVE 


Training For 
Organizational Excellence 

Overwhelmingly, the research on excellent companies shows that they 
are the result of excellent management. It isnot technology, geography,
labor pools, government intervention, or any other external factor that 
makes the significant, long-term difference. It isthe performance of 
management. It isthe individual managers alone in their offices, inone
on-one interactions, and in their roles as group and team leaders, defining
and transmitting the values, vision, and standards of the organization. 2 .3 

It isalso clear that sustained good management does not just happen.
Itisthe product of planning, development, and training. Though it is 
hard to be conclusive, Tom Peters and Bob Waterman noted that there 
were enough signs of "training intensity" to suggest that training is 
highly related to organizational excellence. We totally concur with their 
obserations and wish to go on record as saying that formal and infcrmal 
training processes are among the best tools available to management to 
begin immediately achieving more excellent organizational performance.

In this essay, we describe how the best training functions (see Note A) 
operate, and what isresponsible for their substantial contribution to their 
organizations. We approach the subject from the vantage point of our 
work with hundreds of training functions in the private and public 
sectors, representing all major industries and services (see Note B). Our 
perspective inthis essay issimply that excellent training functicns 
operate differently than their non-excellent counterparts. They don't 
differ in resources as much as in behavior and management practices.
Therefore, if a training function wants to make amore significant conrri
butior; to its organizaticn, it helps to pattern its functioning after the 
excellent ones: 

While most of our examples will be from the private sector, and we will 
often refer to companies or corporations, everything said here ismeant to 
include the public sector.The same pinciples apply, and we see some of 
the best training functions incity, cr unty, state, and federal government.
They often have the luxury of taking a longer range view than their 
counterparts in the private sector. 

Our hope isthat these observations will be valuable to company
Presidents and Vice Presidents, Directors of Human Resource Develop
ment,Training Mamnzgers, and those conducting training programs. We
welcome your feedback regarding our.conclusions, and invite you to 
contact anyone within the Zenger-Miller organization to discuss your
reactions, your questions, and your ideas. The authors of this essay have 
lamented that they wish they had known these things at the beginning of 
th4eir careers, rather than learning them the hard way, later in life! 



HOW THE BEST ONES DO IT 

1.A Clear Vision of the Goal 
and Mission ofTraining 

We see ten distinctive practices in the excellent training functions. 

The excellent training functions have aclear and compelling vision of 
the individual and organizational results that their efforts are intended to 
achiev. They have aguiding picture of the behavior changes that need 
to occur on the job.There is less hoping to provide participants them
selves with "awareness" and "insights" and more concern with developing
action plans that they will implement back on the job. Their clarity of 
vision gives the best training functions the ability and awillingness to 
demonstrate the right way of doing things. 

Underlying their clear vision isadeep and unswerving conviction that
training reilly makes a difference in the daily performance of the 
organization, because it can alter and build the culture more directly and 
economically than any other management tool. Effective training
organirations see their role as helping to define, and convey the positive
values and culture of the organization. They see training a a prime
vehicle through which executives can transmit their philosophy and 
values. 

'Me most effective training functions are absolutely clear about the 
distinction between traditional education and the role of industrial 
trainings Their vision includes training participants in practical skills 
that can be used immediately for today's job, or they see their task as 
preparing people with the skills for tomorrow's job. In either case, their
major ermphasis isnot on education; it ison demonstrable skills develop
ment. They teach theory and information only where those are relevant 
to the skill demands of the job. 

Part of the vision of excellent training isa clear definition of the target
population(s). Some less effective training functions seem to exist to 
"fix" a small cluster of individuals in the organization. But, the excellent 
training functions see their target as the influencing of large numbers, at 
all levelm.'Aaceye raining as analogous to good food and exercise, of 
vial benefit to everyone. 

Some examples are:
*A large corporation brought all managers to acentral facility for 

training to re-emphasize the corporate values that top management
wanted to permeate through the organization. The role of managers and 
the skills needed to inculcate those values throughout the organization 
were taught and practiced. 

a A company carefully defined the skill competencies that people
needed in each job.Training was developed within the training function 
and also was purchased from outside training firms to provide these skills. 
This required amajor redesign of many training progr,w.5 that were more
geared to teach theories and informatin,, or which had previously not 
focused on specific competencies. 



2. Tightly Linked to the 
Organization's Objectives 

*A mining manager successfully avoids falling for the latest fads in 
mining by always evaluating new training ideas against the mining 
function's vision. 

0A director of training remarked, "My people are really tired of hearing 
theory that they can't apply.They want to know 'how to' about that whole 
parade of daily challenges that come into their office. That's what train
ing isall about." She made "how to" the central focus of every program. 

The effective mining functions keep their focus riveted on their 
organization's goalsP They are constantly aware of the mission, objectives, 
and the genuine needs of the organization. They stay aware of these in a 
variety of ways, sometimes informal and sometimes highly structured and 
formal. But, they always channel training toward the important targets of 
the organization. They iever forget who ispaying the bill. (Not many 
years ago some leading social scientists in management and organkation 
development defined the role of these functions as one of power
redistribution. Such advocacy of training and development as aguerrilla 
warfare activity did much to alienate the function from management.) 

Today, we see the best mining functions aligrlisi! themselves with 
management to the greatest degree possible. Today's organization isbeing 
forced to attain higher productivity, both in the office as well as in the 
factory. The training function can help achieve that. Pressures for 
improved quality and for higher levels of customer service are common, 
as companies attempt to gain competitive advantages against others in 
world-wide mnrkets.Training can help there, too. 

The best rnining functions contribute to organizational .xcellence by 
helping the organization achieve both its immediate and longer-range
pals.They develop a master plan of mining that interlocks with the 
organization's master plan and tactical objechves.They are systems
oriented. They see the big picture.

They also see their role as serving the entire organization, not just 
some friendly middle managers or easy-to-reach :upervisors. They 
recognize that the only true organizational change comes from acom
bined effect of "top-down and "bottom-up" activities. They do not 
ignore the top executives, nor do they ignore an engineer who needs 
training to improve effectiveness in working with colleagues. 

To understand their client's needs, the effective training functions 
burrow into the technical aspects of the business.They work hard to 
learn the operations, because that isthe only way .s'iilly understand the 
training needs that exist. They are not intimidated by tecihnical termi
nology and realize that acertain degree of detailed knowledge of the 
business isnecessary in order to function effectively in the organization. 



3. Line Management 
Commitment and Involvement 

Some examples are:
 
a Finding out about the goals of the business. They know what is
 

planned for the business through i.-epth interviews with executives,

plus paying close attention to other sources such as executive speeches, 
company presentations to stock market analysts, public reports, and 
financial statements. This helps them to know what is important to 
management, and how the training plan must coordinate with the 
organization's plans.

* Getting out of the training office, and spending time with the line
 
manrigers, supervisors, and individual contributors.
 

* Discovering the organizational sues that keep top executives awake
 
at night, and applying training to help them with appropriate problems.


* Going to the critics of training, and finding out what needs they

have. Effective training groups don't shy away from honest criticism or
 
constructive feedback.
 

0 Frequently following up on the results of training, to learn what is 
being applied.

* Involving many people at all levels in an effective, practical, needs 
analysis process. 

While all organizations talk of management involvement and support, 
we suspect that many training programs really receive "pemAission" ather 
than true support. Trainers are given permission to spend money and take
peoples' time, but real ownership of training by line management is often 
lacking. 

The top training functions, by contrast, have generated an enthusiastic 
involvement of line managers. Line managers participate all the way,
from defining training objectives to actually delivering some or all of 
the training. 

True support for training can be measured in a number of ways. It
certainly goes far beyond some statement made in the President's letter 
in the annual report or in some executive speech to all of the employees
assembled in the cafeteria. 

The most obvious test of line management support, commitment, and
involvement is simply whether or not the senior executives are aware of 
the objectives and content of their organization's training programs. A
senior training officer of a giant insurance company remarked, "The 
executives in my company do not have the foggiest idea about what we 
teach or why we teach it. I think some of them might be shocked:' 

Real support can begin with high-level management task forces thatset policy, analyze needs, and recommend the allocation of resources. It 
begins when executives faithfully attend the kickoffs and graduations
of all training programs. It comes when a manager insists on knowingwhether or not participants are regularly attending the training sessions, 
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and clearing the way for them to attend if work pressures are getting in
the way. True involvement comes when managers talk with their employ. 
ees currently in training programs to find out what isbeing applied and 
how the managers can help.

Solid involvement and support isevidenced when management
attends special sessions that expose them to the content and the skills of
the programs being given to their participants. A high level of supportcomes*whenupper managers apply the skills being taught in training in
their own management practice. For a select few, a final level of support
comes when managers personally conduct training sessions. 

Fundamentally, many training groups fail to receive total support
because they never really ask for it in specific, precise terms. They ask for
"support" and are told that the training function has management's"support.' The problem isthat "support" isnever defined, and while 
upper management truly believes they are giving it, the training func
tions perceive they are receiving precious little.

In contrast, excellent training functions are precise with management
about th- support they expect and need; and therefore, they receive far 
more than their counterparts who are vague and/or who have low 
expectations.

It all boils down to the fact that the top training functions are out
standing internal marketers of training. Some professionals are put off by
the notion of marketing. But, just as today's physicians and hospitals
have learned that their sLwrvival depends on marketing, so must training
professionals get comfortable with that fact. Fortunately, good mirke"ing
isnever hucksterism. Instead, rffective inarketing means finding outwhat the client genuinely wants and needs, ensuring that your products
and services meet those needs and wants, and then communicating
effectively in an involving, participatory way how your services and 
products do just that. 

Some eamples of organizations achieving management ownership and
involvement are: 

9 One corporation established an extremely high level training
advisory committee. It included the executive vice president as the chair
person, and included many senior operating officers. This committee bad
its staff work done by the corporate training staff. It met regularly to
review training needs, to set policy, to recommend the allocation of 
resources, and to give the strongest possible endorsement for training by 
the senior executives. 

e Frequent correspondence issent to line managers about what is
happening to their employees who are in tra;ning sessions. Managers
know exactly the content of training given to their people. 

e Line managers select those to be trained, and letters inviting people 
to be participants are signed by their line manager. 

,? 



4. Excellent Management Practice 
Within The Training Function 

*Line managers are consulted about what changes they hope to see in
 
their employees performance.


* Line managers conduct supervisory training sessions.
• Senior managen kick-off all management training programs and pass


out certificates of completion at the end.
 
a Within aworld-renowned R&D organization, asenior line manager


isappointed to sponsor agroup of middle management participants

during a large aining program. The senior manager, nicknamed "the
angel:' regularly attends sessions, meets with the participants regularly
throughout the program, and isavailable to talk with participants about 
any of their questions regarding company policy or management practice.

0The president ofa large company personally conducts part of the
supervisory training program for newly appointed first-level managers.
When asked hew he could spare the time for this activity, he replies,
"Where else could Ispend time that has so much leverage for building
the corporate culture!" 

The training function in excellent companies practices what it teacies.
The budgets are well-prepared and submitted on time.The department's
telephone isanswered efficiently and courteously. Members are willing to
take risks and experiment.The group isquality-minded and responsive.
They accept responsibility and make themselves accountable for a retuna 
on the investment the organization makes in training. They ame partici
pative intheir own management practices, but hold themselves account
able for high levels of performance. They are technically competent and
knowledgeable about training content, methods, and management.

When line managers are rotated into the training function as a short
term, developmental experience, the effective ones waste no time in
learming about training. Some people have argued that amanager isa 
manager of anything, and that people can move from one function to
another and need not understand the technical dimensions of what
they manage. That does not square with the research about what makes
effective managers. They generally have, or quickly acquire a good grasp
of the technology they are managing.

For training professionals the challenge seems to be one of remember
ing that they are business people who have the assignment of managing
the training function, not training people who happen to be in a business 
organization.

One company president observed that it .- easier to find capable line 
managers than it isto find high-quality staff managers. Once agood staff 
manager isfound, he or she should be carefully nurtured. We observe this 
to be especially true of training executives. 
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5.Emphasis on Practicality 
and Tramnsfer 

It iscommon to joke about the dressmaker's daughter not having a 
dress, or the shoemaker's children having no shoes. It ishad for the rest 
of the organization to respect the training department unless it practices
the management skills it teaches to orhers. When it is a good model, the 
training department becomes acatalyst in the organization, making
najor changes ezzier for all deparrnents. 

Some positive examples we see are: 
* A well-written, meaningul annual training plan that can be shown 

to, and discussed with, any interested pa:tty
*A sophisticated view about the expenditure of money. Some training

functions believe they will be praised and rewarded for saving money. 
Instead, the excellent taining functions spend money wisely, but realize 
that the greatest rewards come forn producing good results for the 
organization; Prnd that entails spending money intelligently.

* A training annual report that shows the number of people trained, 
the subjects covered, the cost per hour or day compared to budget, com
parisons to previous years, demonstrable on-the-job behavioral results 
achieved, critical mass accomplished (see Point 8 inthis essay) and key 
organizational goals accomplished.

* A positive, enthusiastic climate in the department when you walk in 
and meet people.

0 A.reputation for congruence. A line manager says, 'The great thing
about our training department isthat you can do what they do, as well as
what they say.That department isa terrific example ofwhat every depart
ment in this company should be." 

aA reputation for straightforwardness. One executive described a 
training manager, saying "She knows jst when, where, and who to push.
She isabsolutely fearless in talking to upper executives, but they know 
she cares about mal-ing the organization more successful and no one ever 
gets offended." 

During the last decade, we have witnessed a profound shift may from 
esoteric, theoretical, complex training7 We see a stron movement 
toward more practical, concret., "What do I do on Monday morning?"
training.Training has failed unless it roves froni the classroom back to 
the jo. This "transfer of training" must be the central preoccupation of 
the training department. Across all types and sizes of oranizations, the 
whole Personnel function isbeing required to move toward providing 
more "line" resultsP The excellent training functions are already well on 
their waj. 
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This begins by focusing on the content. Rather than lecturing employ
ees on the importance of being customer-oriented, the best training
functions emphasize transfemble things like, "Answer the phone after the 
second ring," "CAl custo.nois by name,"or "Return phone calls within 8 
hours. Instead of lectures' supervisors on Maslow's needs hierarchy, we 
see the best training functions having supervisors rehearse the behavioral 
skills of listening, asking questions, clarifying expectations, and coach
ing. Those are the skills that unleash motivation starting "next Monday 
morning:'

Instead of theoretical lessons for middle manager on "control, we 
see the exce'-nt training functions teaching managers how to develop
sound, specific courses of action with employees, how to get employee
commitment to those action plans, and how to get agreement with 
employees on specific follow-up wa to determine if things are working 
better. 

Top taining functions move toward practical teaching methods to 
teach their practical content. They use techniques that involve clear 
demonstrations and practice, always keeping in balance the cognitive
element of training. They emphasize people leaving with practical new 
skills. While experiential techniques have successfully involved par
ticipants and provided new insights, there has been little evidence that 
tinker-toy towers and going-to-the-moon exercises have resulted in 
demonstrable changes in back-home behavior. Momentary insights and 
self-awareness have not been consistently transferred from the classroom 
to the job. 

The basic test of practicality and transfer it whether the training has 
caused peoples' on-the-job behavior to change for the better, either 
permanently or for a reasonably long time. If that has not happened,
then we have educated or entertained, but not trained. 

The best training functions also know that training isnot always the 
answer.They know when NOT to train, and they resist conducting min
ing programs when the need isfor individuals to take action on what 
they already know rather than to learn new things. 

Some examples are: 
0 An organization replaced its highly theoretical management training 

programs with a new system that emphasized specific skills relevant to 
their practiced day-to-day needs, such as goal-setting wizh individuals,
performance coaching, team development, and group problem-solving 
skills. 

* A lLrge aerospace company wished to improve the presentation skills 
ofexecutives. Therefore, a major portion of the executives' development 
program was devoted to their actually delivering short presentations,
and having tiiose presentations videotaped for critique by themselves 
and by their group. A second presentation was given later in the session 
to measure the improvement of each participant. 



6. Use of Multiple Sources to 
Assist Them 

* A chief executive contacted the training department to "fix" the 
customer service representatives. They were not being sufficieritly courte
ous and responsive to customers. A training specialist proposed that the 
problem may not be a training problem, but appeared to be apersonal
motivation problem due to the lack of rewards for courtesy.The trainer 
proposed that each week the department identify the most courteous 
customer service representative and have that person's picture posted in a
prominent place in the building. Within a month, courtesy noticeably 
improved.

9 A pvoblem-solving course had been used -formany years and had 
been well received by managers, But, research showed that few people
actually used the skills back on the job. A newer program was introduced 
that demonstrated people actually going through each of the steps of the
problem-solving process. By allowing time to practice these skills in the 
classroom, the company began to see an immediate increase in the me of 
the skills outside of the classroom. 

* Follow-up sessions were scheduled after the completion of a training 
course to ensure that the participants maintained their skills, and they
were given frequent reminders of how to use them. A variety of tech
niques, including post-training assignments, buddy systems, and trainer 
follow-up discussions weir added to make the follow-up process more 
complete. 

We observe that the most effective training functions do not attempt
to design or conduct all of the training themselves. Instead, they see 
themselves as orchestrators, who marshal all available resources to pro
vide the needed training activity.They are not jealous of line managers 
conducting training, of outside consultants with specialized skills, or of 
outside organizations which design instructional systems. They see them
selves as the group responsible for making the most effective training 
occur, but not the ones who personally must do it all.They are willing to 
use available resources and to delegate. 

Training functions typically suffer from lack of resources to meet enor
mous demands and needs. Their only hope to satisfy those needs isto be 
the catalyst that makes training happen rather than the ole creator and 
deliverer of training. The pressures of time, costs, and quality often lead 
to the use of outside resources, rather than only internal resources. 

This willingness to use appropriate resources inside and outside their 
own organization allows excellent training department to magnify their 
efforts and multiply their effectiveness. 



Some examples of this are: 
* An organization decided to have all of its supervisory training

conducted by line managers, with the training department largely coor
dinating the activity.The initial evaluation results showed that the 
line managers were obtaining as good, if not better, results than training
professionals. The trainers were freed to deliver other programs requ'ring
highly specialized training skills for which they were uniquely qualified.

0An organization needed some specialized technical personnel. They
arranged with a local junior college to develop a course to train tbese
people. The company collaboratel inthe design of the course s "terial 
and virtually guaranteed employment to the graduates of the program.

*Ten years ago, less than 30%of large organizations used packaged or 
"off-the-shelf" programs as part of their management training. Today 
more than 80%use such programs for all or part of their management
training efforts. 

*An organization's supervisory training program carefully blended
materials supplied by an outside vendor, which successfully taught skills, 
as well as important, intemally-deeloped company information about
procedures and policies. A program containing only one or the other in
that particular organization would not have adequately prepared a new 
supervisor for survival or success. 

A Sense of Urgency The effective training functions bring ahigh energy and intensity to 
the task. They are less reflective, introspective, and philosophical, but 
focus on clearly defining the specific problem tc be solved. Then, they
are skillfully action-oriented and hav- adesire to get on with things
quickly. They model the initiative they seek from all managers.

While effective executives have widely arying styles, they seem to 
possess at least one trait in common. They have a sense of urgency,
impatience, and restlessness with the status quo. Ifthe training function 
isto receive management support, it cannot be too'far out of harmony
with the pace or rhythm of the organization. 

Thc best training functions are staffed with some of the organizations'
brightest people, who do not set unreasonable targets or schedules. Yet,
they balance their planfulness with acommitment to waste no time
getting programs underway and the goals accomplished. The -Mining
functions in excellent companies see their primary function as the 
delivery of high quality training that makes adifference in how peoplebehave on the job.They never lose sight of the fact that they are being 
paid for results-soon. 

The top training functions emphasize the immediate application of the 
skills being taught. They have instinctively learned what research has
cotnfirmed. Ifpeople do not quickly apply what they learn in training, it
ishighly unlikely that they will ever apply it. 



8. Achieve Criticai Mass 

* Some univer-iry professors zeaching quantitative methods to business 
people learned that only a small percentage actually applied what they 
were taught. But, in probing fur.her, they discovered that those who did 
use it had one common characteristic.The successful participants began 
to use the skills immediately-within a two-week period. Ifmore time 
than two weeks elapsed, it became clear that there was little likelihood 
that change would ever occur. 

Thesense of urgency within effective training functions, therefore, is 
in two different areas. They respond quickly to training requests from 
responsible people in the organizatiorn; and they emphasize immediate 
application or implementation of the training content. 

Some examples of taking action ave: 
oConfronting a Sales VP who was concerned about the level of sales, 

but who believed nothing could be done in the short run io remedy the 
situation. The training executive challenged the VP to try Training's
team-building and team-tmining processes as a near-term way of improv
ing sales performance. The V? accepted the challenge and, within six 
months, sales in the two districts involved increased 116% and 208%. 
Sales in districts receiving no training showed little or no change.

* Telling the Chairman of the Board that the core values of the 
organization were not reaching the lower levels of management. As a 
result, the organization committed $100,000 for the development of a 
program that would cranfer the core values and desired management 
practices throughout the entire international organization. The program 
was being conducted company-wide within a year.
•Responding to the substantiated concerns ofworkers who were 

highly disgruntled with the behavior of their supervisors. Training began
within one month, and the requesting employees quickly noted signifi
cant changes in how their supervisors rlated to them. 

*Delivering an effective program to train the management team of an 
important, newly acquired chemical production plant within two weeks 
of receiving the request. 

aResponding to management in 5 weeks with a program to train super
visors with the skills necessary to run effective quality circle meetings. 

There isan enormous difference between having 500 different courses 
with an average of 10 people attending each one, and having 10 courses 
with a cumulative average of 500 people attending each one. "Whilethe 
total number of training days isthe same, the impact on the organization 
could not be more different. If those highly-attended 10 courses are fun
damental, building block courses, which develop job skills and inculcate 
core strategic values, the impact of the whole system can be profound. 
But without such "critical mass" generated by wide attendance, the 
organizational impac: of even the finest training program issoon 
dissipated. 
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Peter Drucker said that he thinks an organization must train at least 
30% of any group in order to impact the entire group in any meaningful 
way. We concur with that observation. Ifacompany wishes to develop its 
sales force, it can not train only 2%of them, and expect them to go back 
and transform all the rest. 

On the other hand, we know of organizations that have enormous cata
logs of courses rivaling those of universities. These are taught by internal 
staff or external consultants, and many employees attend several courses 
each year. (Companies, as well as universities, have professional students.)
When these courses are offered cafeteria-style, there often islittle critical 
mass created. Overall organization impact issmall, since commonality of 
participant experience isrelatively uncommon. Training becomes areme
dial process, a reward, or a break in the routine for pockets of employees. 
But, rnaining's impact on the overall organization issmall. 

This isvery different from those who see training as a powerful means 
to change or to strengthen the culture of the organization, as well as a 
prime tool to transmit the values and vision of its top executives, while 
building demonstrable skills which directly improve job performance. 
While one perspective speaks mostly in terms of numbers oftraining days 
conducted, the excellent functions also speak in terms of percentages of 
target populations trained and critical mass created. 

Examples of this are: 
*A large organization developed adetailed implementation plan for 

arivajor training effort, including the precise means of rolling out the 
effort to the entire population over the next 18 months. The strategy and 
tactics were in place from the beginning, 2nd they successfully trained 
94% of the target group.

* Many Fortune 500 organizations are curently reassessing their train
ing offerings, identifying key skill competencies at each organization 
level, and offering a limited core of training programs aimed to directly
develop these competencies and whose content islinked logically 
between organization levels. 

* An extremely successful computer company makes training manda
tory. All managers, after being appointed to a new level in the organiza
tion, must attend a training program designed to give them skills needed 
to function well in that job. It also ismandatory that they attend the 
training within acertain number of weeks of being appointed to their 
new positions. Making this program obligatory impacts the entire 
population, and substantially influences the organization. 

* Other companies obtain high levels of participation intraining
by generating intensive line management support and involvement 
and/or by promoting specific programs directly and extensively to the 
prospective participants. 
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9. Consistency Most of us seek to buy products that we believe o be of consistently
high quality. If we buy a product one day and it isgood, only to buy the 
same product a week later and find it to be bad, we look for another 
brand. Sometimes we don't even rely on trying it ourselves; if the word
of-mouth says it's poor quality, we might not even consider it. In today's
world, successful services are similar to successful products. Ifa service, 
like training, isto be widely marketed throughout an organization, it 
must be of consistently high quality.

The same training course often receives rave reviews and trenchant 
criticism when different people conduct it. Many training programs
being delivered in organizations are extremely instructor dependent,
and therefore are subject to such wide quality variations. 

How can training be made more consistent? How can uniformly high
quality be achieved? One approach used by top training functions isto 
place great emphasis on the training and monitoring of instructors. 
Another way isto emphasize carefully constructed learning designs. A 
third method isto place greater emphasis on the creation ofhigh quality
training materials. The combination of these three elements-well 
trained instructors, tightly constructed learning designs, and well-crafted 
training materials-has been demonstrated to produce highly consistent 
results. 

The drive for consistency does not stop there, however. We see excel
lent training functions being intensely concerned with the harmony
between their different training programs and with the overall consistency
of the messages being delivered by training to the various levels of the 
organization. 

Some examples are: 
* One corporation had trainers monitor each other, with some attend

ing classes taught by others; feedback was available from the visiting
trainers. This develops consistency by building skills through peer feed
back and by having instructors tota~ly aware of what their colleagues are 
doing.

* Another organization decided to achieve more uniformity by empha
sizing materials and methodology. They used computer-aided instruction 
and a new "box game" to teach the organizations fringe benefit program
to all new employees. These made the learning more interesting and 
more consistent. 
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10. Evaluation of Results 

* The chairman ofa large corporations training committee remarked,

"Iheard disquieting comments from the participants in one of our pilot
 
programs. They said that they had gotten a lot out of the course, and that 
it was primarily because of the excellent instructor!' This executive 
was pleased about the trainer but worried that if the program was highly
instructor dependent, then the program was in jeopardy of never being
successfully "rolled out" across the organization. There just weren't 
sufficient charismatic instructors available who also had the technical 
competence to teach programs such as this on abroad scale. The organi
zation elected to invest additional money in high quality materials that 
would reduce the program's virtually total dependence on the instructors 
and achieve higher corlsistency of delivery. 

The big questions facing every training function include, "Isthis 
program really working?" "Does it do what we purport it will do?" "Is
change really happening?" "Isthis effort and expense really paying off?"
"What evidence do we have that we are making areal difference to the 
organization?"

While we do not see all of the excellent training functions spending
time and money on quantitative evaluation of training results, we consis
tently see adeep commitment to finding practical wzys to determine if
training isreally paying off? They evaluate training using the measures 
that are most relevant to the management of their unique organization.
Meaningful evaluation isalways in the eye of the beholder. Therefore, 
some organizations collect examples of successes of training. Others rely
on line managers to observe the results "on-the-job" and some have per
sonnel on their staff who want controlled studies in order to more scien
tifically evaluate the behavior change of participants as aconsequence
of training. Still others are looking for bottom-line, hard measures of 
training's contributionz. 

One of the most dramatic changes in the last decade has been the
increase in the number of organizations seeking practical ways to measure 
the resu'cs of training. We believe that to be a long awaited, healthy 
change.
 

Some examples are: 
0 One follow-up minded organization asks every supervisor and 

manager who attends training to write up adetailed description of the
specific skills they have learned and how they will use them. Follow-up is 
conducted one month, three months, and six months after training to
document results. Results are converted whenever possible into return 
on investment (ROI)percentages and/or dollar savings or gains.

* Another company requests that managers carefully observe their
employees for two months following the employees' training. Then, 
managers are asked to document the behavior changes they see. 
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* More than 80 companies and government agencies have elected to 
rigorously evaluate their results produced from using a packaged super
visory training program. This includes giving questionnaires to the 
participants and bosses of those attending training. Questionnaires are 
administered before training and after training to measure the change 
over time. Experimental groups'and control groups are used to help assure 
that observed changes are the result of training.

* One company, in conjunction with a major university, did a research 
project in which they developed extensive "bottom-line" rates, such as 
quality measures, absenteeism, tardiness, turnover, and labor grievances
filed. They were able to see positive changes in most of these measures 
due to their training efforts. 

* One company elected to use only one "hard" measure which was 
critically important to them-turnover. They mined 100 employees in 
the skills of being more effective individual contributors, using half-day
sessions once a week for twelve weeks. The target population tradition
ally had turnover in excess of 50% per year.This group, after six months, 
had an annualized turnover rate of 18%. 

CONCLUSION As a final observation, we note that not all the high-performing
training functions do all of these things we have described. Conversely, 
most training functions do some of these things. But, we observe that 
the excellent training functions consistently do more of them, do them 
more intensely, and persist over a longer period of time than their 
counterparts.

Most executives have come to realize that changing an organization is 
not a matter of issuing a command and having the organization suddenly
take a new course. Instead, the executive isforced to nudge and push,
model and reinforce, and gradually redirect the enterprise.Training can 
be aprecision instrument to help create such organizational change,
because of its objectives, content, and methods are controllable, ongoing, 
-and pervasive.

Few tools exist to quickly and directly impact the organization. One 
of the most powerful of these is training. It has enormous potential to 
influence both individuals and the institution as a whole. 

Unfortunately, training fulfills its potential in only a small portion
of all organizations. We have presented here the characteristics of those 
training functions where training efforts excel. We believe that they 
present a valuable model from which we all can learn. 
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HOW THE BEST ONES DO IT 

1.A Clear Vision of the Goal and Mission ofTraining 

2. Tightly Linked to the Organization's Objectives 

3. Line Management Commitment and Involvement 

4. Excellent Management Practice Within the Training Function 

5. Emphasis on Practicality and Transfer 

6. Use of Multiple Sources to Assist Them 

7. A Sense of Urgency 

8. Achieve Critical Mass 

9. Consistency 

10. Evaluation of Results 
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Pudue Unwmny 

A highly structured employment interviewing technique is pwpoe2d. whidh 
includes dte following steps: (1) develop questions based on ajob anal
ysis. (2) ask the same questions of each candidate. (3) unchor the rating
scales for scoring answers with examples and illustratiom (4) have an 
interview panel record and rate answers. (5) consistently adtinism the 
process to all candidates, and (6) give special attention to job eLed
neSS. fairness, and documentation in accordance wi~h testing guidelines. 
Examination of psychometric properties for hiring entry-level prodection
employees (n = 149) reveals high intersie reliabilty (r = .88) and 
pndictive validity (uncorected r = .34; conected r = .56). as well as 
evidence for tes fairness and utility. The levels of these propeies ae 
comparble to tho;, of 9 comparison batery of typical employment tests. 
and correlations with the tests suggs that the interview has asrong cog.
nitive aptitude component. Potential explanations for the effectivenes of 
this structured interviewing technique sa discussd. 

The reliability and validity of the employment interview has been ques
tioned throughout the history of industrial psychology, stafing early in 
the century (e.g., Hollingworth. 1922; Scott. 1915) and in every review 
since (Arvey & J. Campion, 1982; Carlson, Thayer. Mayfield. & Pezar
son, 1971; J. Hunter & R. Hunter. 1984; Mayfield. 1964; Reilly & Chao, 
1982; Schmitt. 1976; Ulrich & T"umbo. 1965; Wagner. 1949, Webser, 

.1964. 0. Wright. 1969). Structuring the interview has often been prrnceed 
as a means of improvement, but the operationlizzion of stnacture Pus 
vried widely across studies, with at least three different forms ob ed. 
First, many studies developed semistmoctured interviews in that the process 
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xibi. Janes S.Russell. ad twu eqonymous reviewer for their rommans on tis 1P 

Corpon&we ad r for ,prks should be adcnwd to Mtml A. Cwkamlnxues 
Kimern School of Mmgleent. Prdue Univeni y. West Lafayete. N 47907.QCOP oM8*MUW (g)iM PsvcsmWMV. WC 



26 
27 

PERSONNEL PSYC:iOLOGY 

was not completely specified but some form of assistance was provided in 

conducting the interview or evaluating respo',ses. Yonge (1956) used an 

outline and reting scale. Barrett. Svetlik, and Prien (1967) had interview-

ers take notes during the interview and make ratings afterwards. Landy 

(1976) used dimensional rating scales and an interview panel. Mayfield. 

Brown,. and Hamstra (1980) developed an interview guide and st, mary 

form with suggested questions. Zedeck. Tziner. and Middlestadt (1983) 

made evaluations on behaviorally anchored rating scales. Arvey, Miller. 

Gould. and Burch (1987) developed a job-analysis-based interview sched-

ule. In addition, many other studies prov,-ded some form of structure for 

the interview, but the detail given was insufficient for understanding the 

nature or degree of the structure (e.g.. Alrecht. Glaser. & Marks, 1964; 

Borman. 1982; Campbell, Prien, & Brailey, 1960; Freeman, Maison. Kat-

zoff. & Pathman, 1942; Gardaer & Williams, 1973; Ghiselli, 1966; Glaser. 

Schwarz, & Flanagan. 1958; Huse. 1962; Tubiana & Ben-Shakhar. 1982). 

Second. some studies "pattemed" the interview as suggested by Mc-

Murry (1947). With this approach, the interviewer did not have to ask the 

same questions of each candidate but, instead, selected from an array (or 

pattern) of questions. Maas (1965) improved the patterned interview by 

using behavioral expectation scales (Smith & Kendall, 1963). Janz (1982) 

and Orpen (1985) evaluated a further variant called the "patterned behav-

iot description interview." which involved a critical incident job analysis 

(Flanagan, 1954). recorded responses, and rating scales. Finally, Schwab 

and Ieneman (1969) and Heneman. Schwab. Huett, and Ford (1975) en-

hanced structure in a manner similar to patterning, in which interviewers 

could not deviate from a predetermined job-analysis-based interview forma: 

(i.e.. application form). 
Third. Latham. Saari. Pursell. and M. Campion (1980). Latham and 

Saari (1984). and recently, Weekley and Gier (1987) evaluated an approach 

called "situational" interviewing. This approach was more structured than 

previous efforts in that it used the same questions for each candidate, an-

choed rating scales, and an interview panel to record and evaluate re-

spouses. On the basis of the goal-setting assumption that intentions am 

related to behavior (Locke. 1968). candidates' responses as to what they 

would do in hypothetical job situations were hypothesized to be predictive 

of what they would actually do on the job. Situations were generated using 

critical incident job analyzes (Flanagan. 1954). 

Purposeof this Study 

This study extends previous research in four ways. First, it presents a 

more highly structured interviewing techniquie thai most other cfforts. Pre-

viously this technique was only described in a nonresearch journal (Pursell, 
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M. Campion. & Gaylord. 1980) and in unpublished soJirces (M. Cam

pion & Pursell. 1981, Pursell & Gaylord. 1976). This technique begins 

with the same research theme as Latham et al. (1980). but it extends the 

rethodology to other question types in addition to situational questions. 

Also included are job knowledge, worker requirements, and job sample 

and simulation questions. Second. more so than with other approaches 
onto interviewing, greater expiicit attention is afforded to the guidelines 

test development from both the professional perspective (Validation Prin

ciples. Society of Industrial and Organizational Psychology. Inc., 1987) 

and the legal perspective (Uniform Guidelines. Equal Employment Oppor

tunity Commission. Civil Service Commission. Department of Labor. & 

Department of Justice. 1978) in order to enhance the likelihood of validity 

and legal defensibility. Third, aside from presenting the usual psychome

tric quality indicators of interrater reliability and predictive validity, this 

study also presents evidence of test fairness and utility. Fourth. a battery 

of typical employment aptitude tests are examined to determine whether 

the psychometric properties of the interview can be raised to the level of 

these traditional selection devices and to explore the constructs measured 

by the interview. 

Overview of the Structured Interviewing Technique 

Both the Uniform Guidelines (p. 38296) and the Validation Principles 

(p. 1) consider interviews to require validation just as any other selection 

procedure. The aforementioned common belief in the lack of validity of 

the traditional unstructured interview, along with its inherent subjectivity 

and apparent susceptibility to bias, may make it particularly vulnerable to 

legal attack (Arvey. 1979). The proposed approach to interviewing attempts 

to -educe subjectivity and inconsistency by highly structuring the process 

with the following six steps. 

Step I: Develop questions based on a job analysis. Adequste job 

analysis for any selection procedure is not only encouraged by the Uni

form Guidelines (pp. 38304-38306) and Validation Principles(pp. 5-6). 
but there is evidence of its importance both in court decisions (Kleiman & 

Faley. 1985) and in avoiding bias (Kesselman & Loper. 1979). All ques

tions must be clearly job related. Any method of job analysis can be used, 

as long as it includes a determination of knowledge, skills, abilities, and 
other requirements upon which to base interview questions. There should 

be a measure of importance of job tasks so that questions only assess 
prerequisites for perforring critical work (Uniform Guidelines. p. 38302; 

ValidationPrinciples,pp. 22-23). Additionally. questions should not gener

ally be based on the requirements of higher-level jobs (Uniform Guidelines, 
p. 38298; Validation Principles. pp. 13-14) or on knowledge or skills the 
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employee will learn with brief training or experience on the job (Uniform 
Guidelines, p. 38298; Validation Princip'les. p. 22). 

A variety of question types can be used. including sitik.ional questions 
as described above (Ltham et al.. 190)), questions on job knowledge that 
is related to performance, and job sample or simulation questions where 
possible. These latter questions czn rang from actually performing part 
of the job to mock-ups of jot) tasks, or to simply phrasing questions in 
terminology and examples front the job. It is important, however, that they 
assess requirement. at the same complexity level as that neded on the jo* 
(Uniform Guidelines, pp. 38305-38306). Samples and simulations r--' cnly 
enh.nLe conten! and face validity but. when properly developed, can exhibit 
criterion-related validity (J. Campion, 1972) and avoid bias (Brugnoli, J. 
Campion, & Basen, 1979; Schmidt, Greenthal, J. Hunter, Berner, & Seaton, 
1977). Finally. other worker requirement questions also are included. They 
frequently involve questions on background (e.g., experi2nce, education) or 
"willingness" questions (e.g., shift work. travel). They also serve as warm-

up questions at the beginning of the interview, and as realistic job previews 
(Wanous. 1980). 

Aside fronr. the criteria already mentioned, questions should be re-
viewed to make certain they are accurate, complete, and unambiguous. 
'-urthermore, they shc-uld be reviewed by independent job experts who are 

members of protected groups to check for any potential for bias or misin-
terpretation. 

Step 2: Ask the same questions of each candidate. All candidates are 
asked the same questions. There is no prompting or follow-up questioning, 
although the questions can be repeated. 

Step 3: Anchor the rating scalesfor scoring answers with examples and 
illustrations. A scoring system is developed for each question by gentating 
examples or definitions for good (5). marginal (3), and poor (1) answers. 
One approach is to ask job experts for example answers they have actually 
heard that subsequently distinguished different levels of performers on the 
job (Latham et al., 1980). A simpler approach is to brainstorm potential 
answers with experts and personnel representatives familiar with the job 
and with interviewing comparable candidates. Often both approaches are 
used to gene-ate potential answers. Either way, exunple answers must 
be scaled to the requirements of the job so that good answers do not far 
exceed the requirements, and poor answers are not so low tha they do not 
help distinguish between candidates. Predetermined answer-rating scales 
enhance consisiency across interviews and objectivity of judging candidate 
responses. Making the scoring system explicit is essential to -stifying 
the content validity of assessment procedures (Sackett, 1987; falidation 
Principles. p. 24). In addition, developing example answers serves as an 
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evaluation of the questions; difficulty in generating answers suggests that 
iestructuring or elimination of the questions may be warranted. 

Step 4: Have an interview panel recordand rate answers. Using an 
interview panel reduces the impact of idiosyncratic biases that single in
terviewers might introduce (Validation Principles, p. 12). If possible, the 
panel should consist of a subset of the job experts who helped analyze 
t.e job and develop the interview questions because they are most familiar 
with the job and the questions. Three members are typically used, includ
ing supervisors of the job to be filled and a personnel representative. It 
is advisable to use the same members for all interviews to enhance con
sistency. However, an excessively large number of interviews or other 
constraints (e.g.. turnover) may make this infeasible. The panel assembles 
in advance to review job duties and requirements, questions and answers, 
the interview process, and ways to avoid rating errors that can bias eval
uations (Latham, Wexley, & Pun-ll, 1975). Application forms are not 
reviewed prior to the interview to avoid influencing the evaluation process 

(cf. Dipboye, Fontenlle, & Garner, 1984: Tucker & Rowe, 1977). All 
members independently record and rate each candidate's answers during 
!he actual interview. 

Step 5: Consistenly administer the process to all candidates. The 
same pane! member should conduct all interviews and ask all questions. 
Panel members do not discuss questions, answers, or candidates between 
interviews in order to avoid potential bias from changing standards wr corn

prisons among candidates. After all interviews art ci, mplete for a given 
job, any large discrepancies between ratings are discussed (TIbornton & By
ham. 1982; but cf. Sackett & Wilson, 1982). Memory decay for candidate 
answers is avoided by the extensive note takhg of panel members. The 
ratings and item- are averaged to ens,-e equal weighting because differ
ential weighting schemes are generally not preferred (Einhorn & Hogarth, 
1975; Wainer, 1976). Differences in importance between job requirements 
is addressed by the number of items assessing each requirement. Every at
tempt is made to conduct interviews in as nonstressful a manner as possible 
(e.g., intrrductcons of panel members, comfortable interview setting, only 
one member asks all questions). Candidates are allowed to ask questions 
in a subsequent nonevaluation interview with a personnel representative. 

Step 6: Give special attention to job relatedness, fairness, and doc
umentation in accordance with testing guidelines. Consideration of the 
Uniform Guidelines and Validation Principles has been noted throughout 
the process. Components needing documentation include the job analysis 
and interview development procedure, candidate responses and aores, evi
dence for content or criterion-related validity, adverse impact analyses, and 
other aspects as appropriate. 
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Method 

Setting and Sample 

The structured interview was used for hiring entry-level labor-pool em-

ployees in a large pulp and paper mill located in the rural Southeast. The 
traditional unionized facility placed new employees in bottom-level jobs in 
the various union lines of progr.ession throughout the mill. Interest was in 
selecting employees with the basic skills needed to perform any of these 
entry-level jobs. 

Of the 243 applicants interviewed. 149 were hired. The hires were 
37.6% minority and 20.1 % female, which was representative of the commu-
nity work force and likely future candidates (Uriform Guidelines,p. 38301; 
Validation Principoles.p. 12). Age averaged 30.4 (SD = 7.9) and education 
averaged 12.2 (SD = 2.1) years. Adequate statistical power was ensured 
(Validation Principles, p. 8) by the fact that the 149 r 'res provided 90% 
power to detect an observed correlation of .24 (i.e.. uncorrected for range 
restriction and criterion unreliability p < .05, one-tailed test; Schmidt, J. 
Hurter, & Urry, 1976). 

Analyses of the la'or pool revealed that a subset of 17 jobs were most 

fqnuently staffed by entry-level employees. Job analysis conferences were
conducted with incumbents and supervisors for each job. Lir-ts o "duties 

*-d requirements were generated. and duties were evaluated in term s of im-

portance and time spent. The jobs were highly similar in terms of 25 shared 

requirements (i.e.. knowledge, skills, abilities, and other worker character-
istics), which suggested support for a job family for selection purposes 
(Pearlman. 1980; Uniform Guidelines. p. 38304). Interview questions were 
developed to assess the requirements needed to perform the most impor-
tant and time-consuming duties. Detailed content validity procedures and 
analyses were described in M. Campion and Pursell (1981). 

The developmoental procedures described above were followed. and a 
20-item interview resulted. All the previously menriored question types 
were included. with most questio",t "c=presenting a combination of the vari-
ous types. Three examples provided below illustrate the range ofquestions. 
a. Job knowledge question assessed mechrtnical comprehension: "Whena 	tiknowedgeJob qo assssedy ba c t hersfterrepa whenin oulcoupled 

putting a piece of machinery back together ater repairing it. why would 
you clean all the pans first?" 
(5) 	 Particles of dust and dirt can cause wear on moving pars. Need 

to have pars clean to inspect for wear and damage. 
(3) Parts will go together easier. Equipment will run better. 
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(i) 	 So it will all be clean. I don't know. 

b. 	Simulation question assessed low level reading ability: "Many of the 
jobs require the operation of a forklift. Please read this (90-word) 
forklift checkout procedure aloud." 
(5i Reckut prooue ald 

(3) Can read most words but hesitates. 
(3) Reads with great difficulty. 

c. 	Worker characteristic or willingness question assessed fear of heights: 
"Some jobs require c!imbing ladders to a height of a five-story build
ing 	and going out on a catwalk to work. Give us your feeling about 
performing a task such as this." 
(5) Heights do not bother me. I have done similar work at heights ;n 
( the past (and gives examples). 
(3) 	 1 do not think I am afraid of heights. I know that this would have 

to be done as part of the job. 
(I) 1 am afraid of heights. I would do it if absolutely necessary. 
A cutting score of 4.0 was set for the interview bused on a modified 

Angoff (1971) procedure. Job experts judged the minimum accepable 
performance level on ea.h item, and the average across the items was 
used as the curing sco-. This helped ensure that the interview assessed 

requirements at a similar con~plexity level to the job (Uniform Guidelines, 
pp. 38305-38306).

Because of the magnitude of this hiring programn, many interview panel 
members were needed. But in all cases, the three panel members included 
two supervisors familiar wit' the diffe. nt entry-level jobs and a personnel 

re pervi laws ted iapproi t el j ns. 

representative. Interviews lasted approximately 30 minutes. 

Performance Criterion 

Behavioral observation scales (Latham & Wexley 1977, 1981) were 
developed because more objective, behavioral, and job-analysis-based per
formance appraisals may be more legally defensible (Kleiman & Faley, 

1985; Uniform Guidelines, p. 38300). This procedure began with a crit
ical incident job analysis (Flanagan. 1954), which was separate from the 
analysis used to develop the interview. Content coverage was enured by 
collecting 6.150 critical incidents from 100 supervisors describing the per
formance of 393 employees. Incidents were condensed into 75 items and 

with 5-point frequency scales to constitute the behavioral obser
vation instrument. Reproducibility was demonstrated by having an inde. 
pendent analyst reclassify a 9% sample of the critical incidents into the 
75 items. Approximately 96% accuracy was observed. Total scoe were 
calculated as sum' of the items. Internal consistency reliability (Crnbch, 
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1951) was .99, indicating substantial homogeneity. Interrater reliability be-

tween independent supervisory evaluations over a one-month time period 

on a sample of 30 employees was .76 (p < .05). 

All supervisors using the instrument were given a half-day training 

program on minimizing rating errors (Latham et al., 1975). AppraisaIs 
were conducted after six months of employment. To avoid potential bias. 

in no case were the same supervisors involved in both the interviews and 
performance appraisals (Schoornan. 1988; Uniform Guidelines. p.38300. 
Validation Principles. p. 14). 

Employment Aptitude Tests 

Befot. starting work, all candidates hired were examined on an exper-
imental battery of four typical paper-and-pencil employment tests, which 

were chosen to assess cognitive aptitudes suggested by the job analysis. 
I. Mathemtical aptitude was measured with the Flanagan Industrial 

Test- Arithmetic (Form A). Its 60 items measured ability to perform simple 

addition, subtraction, multiplicaticn. and division of whole numbers (Flana-

San, 1975). A time limit of 15 minutts was allowed, and the scot was 
the number correct. The manual repoted an alternative forms reliability of 
.792.Mechanical aptitude was measured with the mechanical knowledge 

test2of.the Mechanical Aidewes aterywi th Iaik lee 
test of the SRA Mechanical Aptitudes battery (Form AH). Its 45 itetlns mea 

sured ability to recognize a variety of common tools (Richardson. Bellows, 

Henry. & Company. Inc., 1947). It was timed at 10 minutes and sored
in terms of number correct. The manual only reported intternal consistency 

reliability, which was inappropriate for speeded tests (Numnally, 1978). 
3. FoDllowing oral instructions was measured with the Personnel Tests 

for lndustry-Oral Directions Test (Form S). Its 16 items measured ability 

to follow oral instructions on a 15-minute audio tape (Langmuir. 1974). 

weighted total of number correct (39 maximum). TheThe score was a 
manual reported a mean corrected split-half reliability of .80 and a mean 

retest reliability of .84. 
a 

Ie, which assessed ability to read stadard scales or rles (Lawshe 1943). 
it was timed at four minutes and scored as number correct. No manual was 
available, 

4. Reading scales was measured by the 12-item Can You Read Scale? 

Results 

All measures appeared to have substantial range and vaston (Ta-
ble I). Internal consistency reliability cf the structured interview was .72, 
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TABLE I 

Means.Standard Deviations. and Correlations
 
among the Measures 

D 	 4 5 6 

M SD I 2 3 4 5 66
 

I. Soucturedinterview 149 4.21 .39 40 70 52 W 49/56 

2. Mtheatic4 
3.Mehi0 	 53.95 7.13 27 38 58 51 33/38 

atude 140 27.16 3.25 54 27 45 74 45/52 

insunctior 140 32.72 4.74 37 53 31 63 40/46
5.Reading

scales 140 6.95 3.77 50 44 64 54 44/51
6. Performace 

8uixaiui 149 278.30 53.42 34 25 32 30 32 
*Decimals omitted. All significamt at jp.01. Comhtions below fie digoml ae u . 

r-ocre.tm involving thes-vi 
for pp. 343 and 344. respectively). 
fetd thoue a orected for rngerestictio.. 	 f amf 

rcion those to rigt ao corrcved'C laio nto left o"sah () c ons dfor nge 

for criterion unrliability (Guilford.1965. p. 487). 

indicating some heterogeneity among the 20 items. Interrater reliability 
(intraclass correlation) among the three raters was quite high at .88. The 

reliability of the mean of the three raters was very high at .96 (Cronbach.
Gleser. Nanda, & Rajaratnam. 1972). Interrater agreement was also exam
ied (Tinsley & Weiss. 1975) because hiring decisions were made based 

on the absolute level of interview scores. Agreement among interviewes 

was within a criterion of .5 poins on the total scores in 95% of the cases
(p < .05; Lawlis & Lu. 1972). 

The vali & 1972d.ete 

The validity coefficient between the structured interview and perfor
mance appraisal was .34 (p < .05). Correcting for direct ringe restriction 
caused by selection bssed on the interview (restricted SD in the sample 
hired of .39 versus unresticted SD in the total sample interviewed of .60) 

esandcriterion unreliability (inteoterv = .76) yielded correla of .49 and 

.39. respectively (Guilforg. 1965. pp. 343 and 487). Correcting for both 

factors yielded a correlation of .56 (Schmidt et al., 1975). 
Test fairness was evaluated using a moderated regression strategy, which 

assessed equality of intercepts and slopes (Bartlett. Bobko. Mosier, & Han
nan. 1978). In the equation in which the interview is used to prdict the 
performance appfisal, intercept differences were tested by adding race to 
the equation, and the slope differences were tested by also adding the raoe 
by interview interaction to the equation. A similar analysis was performed 
for sex. Results showed a significant intercept difference for race (incre

mental R squared = .11. F = 20.30, dr= 1.146. p < .05). but a plot of 
the separate regression lines indicated that t cemmon line slightly over
predicted (i.e.. was nt unfair) for minorities. No slope differences were 
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observed for race, and no intercept or slope differences were obsersed for 

sex (p > .05). 
Gain in utility from using the structured interview over random selec-

tion (Validation Principles. pp. 17-18) was estimated using formulas and 
procedures from Schmidt, J. Hunter, McKenzie. and Muldrow (1979). Rel-
evant data included interviewer time and administrative costs of $30 per 
applicant, selection ratio of .62, average standard score " the interview of 
those selected of .42. and validity coefficients of .34 uncorrected and .56 
corrected. The standard deviation ol job performance in dollar terms was 
estimated at $5.000 per year by supervisors using the Schmidt et al. direct 
estimate technique. This value was 33% of annual mean wages, which was 
slightly below the 40% estimate often discus,ed in utility research (Schmidt 

& J. Hunter. 1983. Schmidt, J. Hunier. Outerbridge. & Trattner. 1986). Us-

ing these figures, the one-year utility from the 149 hires was estimated at 
approximately $100.000 using the uncorrected validity and $168.000 using 
the corrected validity. Assuming a 10% annual interest rate and no separa-
tions (Boudreau & Berger. 1985). the estimated gain in 10 years would be 

over $1 million in net present value in the year 1980. Precise development 
costs ware unknown, but they would be small compared with this gain in 

utility (e.g.. $20.000 to $30.000 in salaries). 
The four employment aptitude tests were also positively correlated with 

the performance appraisal (Table 1). Correcting for indirect range restric-
tion caused by the interview substantially increased their size (Guilford, 
1965. p. 344). Although the correlations were slightly smaller than the 
interview, none were significantly smaller (p > .05). 

Test faimess analyses of the tests resulted in findings similar to the 

interview with regard to race. No slope differences occurred, but intercept 
differences were significant in all cases (incremental R squared = .07 to 
. 1. F = 12.02 to 18.46. df= 1,137. p < .05). Again. plots of the separate 
regression lines indicated that a common line slightly overpredicted (i.e.. 
was not unfair, for minorities. With regard to sex, the tests showed no slope 

differences, but intercept differences were significant for the mechanical 
aptitude and following oral directions tests (incremental R squared = .06 
and .05, respectively. F = 9.86 and 8.28. df = 1.137, p < .05). Plots of 
regression lines indicated that the common line slightly overpredicted (i.e.. 
was not unfair) for females. 

Gain in utility from using the tests over random sele-ction was analyzed 
assuming the same selection ratio, standard score for selectees, and standard 
deviation of job performance in dellars, but administrative costs of only 

$5 per applicant. The one-year gain in utility ranged from approximately 
$77.000 to $100.000 using the uncotre,'ed validities and from $118.000 to 
$160.000 using the corrected validities. "Fhese values were slightly smaller 
than those with the interview. Therefore. even though the tests would 

have reduced development costs (i.e.. job analysis still required, but no 
instrument development costs), the tests and interview would likely have 
comparable utility. 

An examination of incremental value revealed that the tests explained 

additional variance in the performance appraisal beyond that explained by 
the interview (incremental R squared = .07. F = 11.17. df 4,135, p < 
.05). but the interview did not explain additional variance in the appraisal 
beyond that explained by the tests combined (incremental R squared = .01, 
F = 2.30. df = 1.135. n.s.). Consequently, the interview would not have 
incremental utility beyond the tests, and there may even be a slight negtive 
utility because of the development costs of the interview. 

Correlations between the interview and tests were positive and moderate 
to large in size (Table I). with a multiple -crrelation of .59 (F = 17.99. 
df = 4.135. p < .05). Correcting for range restriction on the interview 

substantially increased their size and resulted in a multiple correlation of 
.75. This suggested a strong cognitive aptitude component to the interview. 

Discussion 

This article presents a highly structured interviewing technique that 

includes the following steps: (I) develop questions based on a job analysis. 
(2) ask the same questions of each candidate. (3) anchor the rating scales 
for scoring answers with examples and illustrations. (4) have an interview 
panel record and rate answers. (5) consistently administer the process to all 
candidates, and (6) give special attention to job relatedness, fairness, and 
documentation in accordance with testing guidelines. In a field study, an 

interview developed using this technique demonstrates interrawer reliability, 
predictive validity, test fairness for minorities and females, and cosw/benefit 
utility. 

Paper-and-pencil cognitive aptitude tests have historically been viewed 
as the best predictors of job performance (0. Hunter & R. Hunter, 1924; 

Reilly & Chao, 1982). Four typical employment tests are used to deter
mine whether highly structuing the interview can raise its psychometric 
properties to the levels of these traditional selection instrumet. The Level 
of reliability of the interview seems comparable to those of the tests, to 
the extent that reliabilities for the tests are available in the manuals. The 

level of validity of the interview is slightly larger than the tests, but not 
significantly so. The corrected interview validity of .56 is also quite similar 
to the mean validity of .53 for cognitive aptitude predictors in general, ai 
far larger than the mean validity of .24 for traditional interviews, for entry
level jobs as discovered in a large-scale meta-analytic study (J. Hunter & 
R. Hunter. 1984). Test fairness analyses yield similar results for both the 
interview and tests with regard to race, with a slight overprediction for 
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minorities. While the interview shows no difference for sex. however, the 

tests slightly overpredict females. Intercept differences are a frequent form 
of differential prediction (Bartlett et al.. 1978). but slight overprediction is 
aox unfair to minorities and females. Finally, the utilities of the interview 
and the tests are quite comparable, even with the larger development costs 
of the interview. Using expectancy tables (Taylor & Russell. 1939) and 
assuming base rates and selection ratios of 50%. the traditional interview 

(r = .14) yields 55% successful employees, and this structured interview 
(r = .56) yields nearly 70% successful employees. 

The effectiveness of this approach to structured interviewing may be 
explained in terms of both method and content. Both clearly represent 
characteristics that are central to professional and legal testing guidelines, 
The methods used to structure the interview give it an advantage in terms of 
standardization (Uniform Guidelines.p. 38298; Validation Principles.pp. 7 
and 14). Having multiple interviewers consistently evaluate candidates on 
the same questions using the same criteria may reduce idiosyncratic biases 
of interviewers, as well as their susceptibility to order or contrast effects 
among the candidates. Other methodological features may also enhance va-

lidity. All the question types have some prior empirical valid*.- tvidence: 
situational (e.g., Latham et al.. 1980). knowledge (e.g.. J. Hunter, 1986), 
sample/simulation (e.g.. J. Campion, 1972). and worker requirements (e.g., 
Wanous. 1980). Content validity may be enhanced by attempting to assess 
requirements at the same complexity level as needed on the job (Uniform 

Guidelines.p. 38305-38306) and by explicitly predetermining the scoring 
system (Sackett. 1987). Training interviewers to avoid common response 
errors (Latham et al.. 1975) may also help improve validity (Pursell, Dos-
sel. & Latham, 1980). 

The content of the structured interview may make it effective in that it 
is based on job analysis (Unifcrm Guidelines. pp. 38304-38306; Valida-

tion Principles.pp. 5-6). Examination of a battery of typical employment 

aptitude tests bears on the content of the interview by providing an as-
sessment of the constructs it taps. The large correlations suggest that the 
interview has a substantial job knowledge or cognitive ability component. 
Thus, the content of the structured interview may be more like that of an 
orally administered cognitive ability test. The predictability of job perfor-
mance through measures of job knowledge or general cognitive ability is 
'wel! documented (Gottfredson. 1986; J. Hunter, 1986). 

The superiority of structured interviews over unstructured interviews 
and the potential method versus content explanations for that superiority 
have also been noted by recent unpubiished meta-aralytic studies (Mc-
Daniel et al.. 1987; Wiesner & Cronshaw. 1987; P. Wright, UIchtenfels, 
& PIrsell. 1987). It is important to attend to the constructs underlying 
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interviews in meta-analyses. Lumping cognitive-oriented with motivation

oriented interviews would be mislesding. 
urher analyses of the employment aptitude tests reveal that they also 

predict the performance criterion, and they add incrementally to the predic
tion beyond the interview but not the reverse. This rai.Ls the question of 
why spend the additional effort and expense of using a structured interview. 
when commercially available and inexpensive paper-and-pencil ability tests 

predict just as well. At least three explanations can be offered. First, many 
(if not most) managers believe in the valhe of interviews, and they will fr
quently conduct interviews and allow them to influence hiring decisions, 

even when other more valid selection devices are available. In fact, there 
is no eviderce :hat the continual warnings of researchers over the last 40 
years about the limitations of the traditional interview have decreased its 
prevalence. Structured interviewing allows managers to take part in the 
selection process in an interviewer role, yet it gives the usually haphazard 
interview psychometric qualities comparable to a cognitive ability test. 

Second. the development procedures of the structured interview may 
make it easier to content validate than commercially available written test, 
which makes the technique especially appealing to small employers (Robin
son, 1981). Third. there is some evidence that content-oriented job sample 
tests are perceived by both minority and majority applicants as fairer and 

more appropriate than wntten tests (Schmidt et al., 1977). Thus, the struc
tured interviewing approach in this study may have greater face validity to 
applicants than commercially available aptitude tests. 

At least four directions for future research can be suggested. First, 
future research could explore the usefulness of this structured interviewing 
technique for other jobs and settings. Both this study and research on the 

highly similar situational interview (Lctham et al., l980 .Latham & Saar. 
1984) have focused on jobs in the forest products industry. With the cxa.ception of small samples of foremen and hourly workers in Latham et 

and a small sample of sales people in the recent study by Weekley and Gier 
(1987), most data have come from entry-level hiring. Although the authors 
are aware of many other applications with different and higher-level jobs, 
further reliability and validity evidence is needed. It may be that higher
:evel jobs (e.g.. management) would reqUire some probing and follow-up 
questioning. Perhaps coding schemes for recording probes can be borrowed 
from survey interviewing research (e.g.. Survey Research Center's Inter
viewing Manual, 1976). In addition, employment interviewing research 
might benefit by consideration of other findings in survey interviewing re
search, such as the importance of interviewer-interviewee interactions and 
nonverbal behavior (e.g., Beed & Stimson, 1985; Kahn & Cannt.!l, 1957; 
Warwick & Lininger. 1975). 



38 39 PERSONNEL PSYCHOLOGY 

Second. future research could examine the relative effectiveness of 

the various types of questions. In the present study. most questions rep-

resented combinations of situational questions, job knowledge questions. 
sample/simulation questions. and worker requirement questions. But re-

search on purer forms, such as the Latham et al. (1980) study on situational 
questions, could be undertaken. 

Third. a potential advantage of the propcsed form of structured inter- 

viewing is management acceptance. Tris is not the case if selection pr-
grams are too cumbersome (Mayfield et rI.. 1980). The experience of the 
authon is that managers appreciate the obvious fairness of asking the exact 
game questions of all candidates and having predeiermined answer-rating 

scales. Participation in the inteniew panel is an interesting and involving 

experience for the managers. They feel the process makes an otherwise 
subjective and "soft" interview seem more objective and worthwhile. Al-

though this swuctured interview may be somewhat constraining relative to 
traditional interviews (e.g.. no follow-up questions. one member asking all 
questions), there is an unpublished study suggesting managers and attor-
neys view structured interviews as more practical and defensible (Latham & 

Finnegan, 1987). 'Mat study also found that employee hires did not differ 
in preferences for types of interviews, but student applicants believed the 

unstructured interview was advantageous in winning a lawsuit. This latter 
linding, along with the enhanced fairness perceptions of content-oriented 
measures observed by Schmidt et al. (1977). suggests candidate reactions 

to structured interviewing may also be favorable for the company. Future 
research could further explore both managerial and candidate reactions to 
structured interviews. 

Fbuih. future research could examine underlying mechanisms. Is this 
highly structured interviewing technique effective because of its degree of 

standardization and other methodological advantages; is it effective because 
it is job related and taps general cognitive ability which is predictive of 
performance on most jobs; or are both mechanisms operating? 
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Hiring for the orgm ion, 
not the job 
David E. Bowen, Arizona State University.West 
Gerald E. Ledford, Jr., University of Southern California 
Barry R. Nathan, Southern California Gas Company 

Executive Overview 	 This article examines a new approach to selection In which employees are hired 
to fit the charac.eristics of an organisation, not Just the requirements of a 
particularJob. Diverse firnas-highand low-tech, U.S. and Iapaese-ownd--ar. 
using the approach to build cultures that rely heavily on self.-wiyvated. 
committed people for corporate success. New, often expensive, hiring practices 
are changing the traditional selection model. An organizational analysis 
supplements a Job analysis, and personality attributes are screened in addition 
to skills, knowledge, and abilitiej. We outline the basic steps of the new 
selection model and present a case description of a manufacturing company that 
used the model in hiring employees to work In its high-involvement 
organization. The new model works to its fullest advantage In organizations that 
allow employees enough freedom to use their unique attributesto influence Job 
performance. 

•.............................................................................................
............................................................................. 


Article 	 Conventional selection practices are geared toward hiring employees whose 
knowledge, skills, and abilities (KSAs) provide the greatest fit with clearly defined 
requirements of specific jobs. Traditional selection techniques rarely consider 
characteristics of the organization in which the jobs reside. Traditional techniques 
also ignore characteristics of the person that are irrelevant to immediate job 
requirements. In common management parlance, the organization hires new 
"hands" or new "heads"-that is, parts of people. 

A new model of selection is emerging, however, that is geared toward hiring a
"whole" person who will fit well into the specific organization's culture. It reflects a 
fundamental reonentation of the selection prociss toward hiring "people," not just 
KSAs, for "organizations," not just jobs. This leads to hiring practices that seem 
peculiar, and needlessly extravagant, from a traditional human resource 
standpoint. Consider the hiring practces of three different organizations. 

* AFG Industries builds two new float glass plants. The plants use practices such 
as work teams, extensive training, and skill-based pay that create a high level of 
employee involvement. The hiring process for factory workers incudes screening 
formal resumes (not job applications), personality testing, pre-employment training 
that simulates some plant jobs, interviews with panels of managers and/or 
employees, and a medical exam. 

" Sun Microsystems is the fastest-growing U.S. company in the past five years, 
with annual growth averaging more than 100 percent.' Filling open jobs is critical 
to Sun's effectiveness, phenomenal growth, and profitability. Yet, the hiring 
process is extremely time-consuming and labor-intensive. Potential hires at all 
levels are brought into the organization from four to seven times for interviews 
with up to twenty interviewers. The process is full of ambiguity, lacks formal rules, 
and demands that all employees engage in problem solving to get themselves 
hired. 
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A basic assumption of 
bureaucratic 
organizations is that 
individuals cannot be 
trusted to manage 
their own behavior, 
Thus, management 
designs the 
organization to control 
employee behavior as 
tightly as possible, 
through the 
managerial hierarchy, 
impersonal rules and 
piocedures, close 
supervision, and 
extensive socializationextrnin 
and training, 

Toyota (USA) screens 50,000 applications for 3,000 factory jobs in the initial 
staffing of its plant in Georgetown, Kentucky.2 Each employee hired invests at 

least eighteen hours in a selection process that includes a general knowledge 

exam, a test of attitudes toward work, an interpersonal skills assessment center, a 

manufacturing exercise designed to provide a realistic job preview of assembly 

work, an extensive personal interview, and a physica! exam. 

As we shall see, these organizations adopt unusual hiring practices to find 

employees who fit the organization and to encourage those who do not fit to seek 

employment elsewhere. Although potential hires with skills that meet the demands 

of specific jobs are not ignored, these companies maintain that the person-job fit 

needs to be supported and enriched by person-organization fit. These companies 

are willing to invest substantial resources in rigorously assessing this fit. Why and 

how organizations approach hiring in this way are explored in this article. 

How Important are Hiring Decisions, Really? The Person-Situation 
ControversyRevisited 
Is individual behavior, such as job performance, a function of the person 
(attnbutes of an employee), the situation (characteristics of the work setting), or the 
interaction of the person and situation? This question is age-old. Proponents of 
employee selection as a key to human resource effectiveness answer that 

individual behavior is largely a function of the person. Selection techniques 

attempt to capitalize on endunng differences between individuals by choosing 

those individuals who are best suited to the job. Conversely, advocates of 
socialization and training practices that attempt to mold employees after they are 
hired assume that the situation is the pnncipal determinant of individual 
behavior.3 The majority of researchers and managers subscribe to some form of 

the interactionist perspective. They assume that both the person and the situation 
matter, and that the combination of the two determines individual performance 
and other behaviors. 

We argue that both researchers and managers have overemphasized the situation 
and have paid only lip service to the individual in recent years. In research on 
organizational behavior, people variables (for example, needs) usually are treated 
as secondary to situational variables (for example, job designs) and researchers 
generally are skeptical about the ability of personality variables to predict job 
performance.4 Managerial interest in individual testing appears to have dropped 
sharply after several 1970 court decisions held that unvalidated and discriminatory 
selection procedures were illegal. 

An overemphasis on the importance of the situation fits the managerial ideology 
dominant among American corporations. A basic assumption of bureaucratic 
organizations is that individuals cannot be trusted to manage their own behavior. 
Thus, management designs the organization to control employee behavior as 
tightly as possible, through the managerial hierarchy, impersonal rules and 
procedures, close supervision, and extensive socialization and training. This 
curtails the expression of individual differences in behavior. As a result, the 
organization is designed to be what researchers have called a "strong situation," 
one in which the intensity of the situation suppresses variation in behavior that is 
attributable to the person.5 Thus, managers create a self-fulfilling prophesy. The 
belief that the situation is the most important predictor of behavior leads to the 
organizational design which suppresses individual differences. This sell-fulfilling 
pattern is further reinforced by basing hiring decisions on a single, brief interview. 
which has proved to be unreliable cmd of poor validity.6 It is not surprising, then, 
that managers often conclude that tf.e selection system is not a key success factor. 

Yet, some organizations are designed as "weak situations," allowing a range of 
employee responses to work requirements.7 These organizations have less control 
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over individuals and the effects of person variables are greater. In such 
organizations, it is more important than in traditional organizations to do a good 
job of hiring the nght people. 

Consider the three organizations we described at the beginning of this article. 
They are more different than similar. They include high-tech and moderately 
low-tech, manufacturing-driven and engineering-driven, white collar and blue 
collar, and U.S.-owned and Japanese-owned firms. Yet these organizations share 
a set of management assumptions about organizational success. Each is 
attempting to build a distinctive culture that is intentionally "fragile," meaning that 
management relies heavily on self-motivated, committed people for system
effectiveness.9 While all three organizations have a management hierarchy,
organizational policies, and other tools of external control, all rely to an unusual 
degree on employees to make the system work effectively. And they use 
sophisticated selection systems to hire the whole person whose skills and 
personality fit the type of organization, not just a job. 

The New Selection Model: Hiring for Person-Organization Fit 
Exhibit 1 presents the new selection model for hiring for person-organization fit. As 
we shall see, it differs from the traditional selection model in several important 
ways.9 Our model represents a synthesis of the steps taken by the organizations 
mentioned in our opening case examples as well as by other progressive firms. 
Although any one firm may not fully implement every step, all of these steps 
together offer the best guarantee of person-organization fit. 

We will describe the steps in the model and then present a case description of a 
firm where hiring practices are a close match to the ideal. First, however, we 
clarify the meaning of "person-organization fit." 

Person-OrganizationFit 
The model in Exhibit 1 places the selection process in the context of a rich 
interaction between the person and the organization, both of which are more 
broadly defined and assessed than in the traditional selection model. 

1. ASSESS THE OVERALL WORK ENVIRONMD(T
 
- Job Analysis
 
- Organizational Analysis
 

2. 	INFER THE TYPE OF PERSON REQUIRED
 
- Technical Knowledge. Skills and Abilities
 
- Social skills
 
- Personal Needs. Values. and Interests
 
- Personality Traits
 

3.DESIGN "RITES OF PASSAGE'' FOR ORGANIZATION ENTRY THAT ALLOW BOTH THE 
ORGANIZATION AND THE APPLICANT TO ASSESS THEIR FIT 
- Tests of Cognitive.Motor. and Interpersonal Abilities
 
- Interviews by Potential Co-Workers and Others
 
- Personality Tests
 
- Realistic Job Previews. Including Work Samples
 

1 
4. 	REINFORCE PERSON-ORGANIZATION FIT AT WORK
 

- Reinforce Skills and Knowledge Through Task Design and Training
 
- Reinforce Personal Orientation Through Organisation Design
 

Exhibit I. A Hiring Process for Person-Organization Fit 
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While many job 
analyses include 
evaluationsof the 
work context, the 
pen on-organization fit 
model explicitly 
recognizes that 
succeuul employees 
have knowledge, 
skills, abilities, and 
other personal 
characteristics that 
match both the 
content and the 
context of the job. 

Person-organization fit requires that two types of fit be achieved in the hiring 
process: (I) between the KSAs of the individual and the task demands or critical 
requirements for the job; and (2)between the overall personality of the individual 
(e.g. needs, interests, and values) and the climate or culture of the organization. 

The traditional selection mode! focuses almost exclusively on the first type of fit 
(KSAs-job) while tending to ignore, or assessing far less rigorously, the second 
type (personality-climate/culture).' 0 The narrow focus of the traditional selection 
model reflects several factors. One is that managers tend to think of individual job 
performance as the key outcome of the hiring process and they believe that job 
performance is a function of the 'it between KSAs and task demands. Additionally, 
the traditional selection model is more concerned with finding new employees 
than with retaining them. There is less attention to whether the whole person finds 
the organization's culture satisfying enough to stay. Organizations have also been 
constrained by the unavailability of proven selection technologies for producing 
the fit between personality and climate/culture. This situation can be improved, 
we believe, by following the steps for hinng that are described next. 

Step One: Assess The Work Environment 
The job analysis of the traditional model of selection is also conducted in the new 
model. It remains instrumental in achieving the fit between individual KSAs and 
task demands. Alternative job analysis techniques include the position analysis 
questionnaire. task inventones, and critical incident techniques." 

The purpose of an organizational analysis is to define and assess the work 
environment in terms of the characteristics of the organization, rather than just in 
terms of the characteristics of a specific job. It identifies the behaviors and 
responsibilities that lead to organizational effectiveness, and implies the personal 
characteristics most likely to be associated with such behaviors and 

responsibilities. Organizational analysis also is important because job analysis 
data may quickly become outdated as rapidly changing products and
technologies reshape employees' jobs. The organization's overall philosophy and 
values are likely to be more stable and consequently, the more important 
long-term focus for fit. 

Techniques for organizational analysis are not well-established, largely because 
there is little research that systematically associates the characteristics of 
organizations and individual behavior patterns. Managers need to identify the 
important dimensions of the organization and their implications for the kinds of 
employees who would best fit those situations. Although organizational analysis 
techniques are not nearly as well-developed as job analysis techniques, a variety 
of methods are available. For example, the training field offers guidelines for 
conducting an organizational analysis as one component of a training needs 
analysis. Organization characterstics assessed include short- and long-term goals, 
staffing needs, properties of the enviroimient (for example, stability), and 
employee perceptions of organization climate. Organizational culture audits have 
emerged in the last decade that offer both qualitative and quantitative methods for 
describing an organization's norms and values.' 2 Quite promising is a 
sophisticated 0-sort methodology that assesses the content, integrity, and 
crystallization of oranizational values and matches them with an assessment of 
individual values. Finally, there is a long-standing approach to diagnosing the 
characteristics of an organization's four subsystems (individuals, tasks, 
organizational arrangements, informal organization) that can yield organizational 
analysis data. " 

Organization analysis does not replace job analysis. Rather it ensures that 
important components of the work context as well as its content are identified and 
evaluated for their importance to job success. While many job analyses include 
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First, the use of 
multiple screening 
methods, raters, and 
criteria has long been 
recommended by
researchers as thebesea s 
best approach to 
hiring." Yet most 
organizations still hire 
employees using a 
single interview with 
a single interviewer, 

evaluations of the work context, the person-organization fit model explicitly
recognizes that successful employees have knowledge, skills, abilities, and other 
personal characteristics that match both the content and the context of the job. 

Step Two: Infer the Type of Person Required
In step two, managers deal with applicants in terms of who they are, not just whc
they can do. It is still necessary to infer from the job analysis the KSAs that
employees need to be technically competent. However, step two also requires
inferring, from the organizational analysis, the needs, values and interests-that 
is, the personality-an employee must possess to be an effective member of the
organization. For example, if the organizational analysis reveals that teamwork is 
a key norm or value in the setting, then selection tools must be usea to find peopl,who are team players. Furthermore, social and interpersonal skills will be 
necessary, in addition to the cognitive and niotor abilities that are the dominant 
skills-fucus of the traditional selection model. 

The move by some organizations toward hiring the total person coincides with a 
renewed interest by researchers in persona!,ty as a predictor of job attitudes and 
behaviors. These researchers believe that studies in which personality measures 
fail to predict job performance often have been plagued by problem3 such as 
focusing on personality aspects of questionable relevance to the job, poor researc]methods, and so on. ' These problems have given personality a bad name andfostered the impression that the situation matters much more than the person in 
influencing job attitudes and performance. In contrast, more recent research has 
,,ielded such interesting findings that individual personality attributes can predict
job satisfaction later-more than fifty years and even for diflerent jobs. The 
research implies that job satisfaction may be associated with a stablo, enduring
personality attribute rather than a function of the situation. 16 This indicates that the 
types of people hired is very important. 

Organizations also must pay attention to technical skills needed by the
organization. Often applicants with the most appropriate personalities and social.
skills are not those with the right technical skills. If the organization faces the need 
to upgrade technical skills quickly, it may be forced to make tradeoffs. 
Organizations in this situation often place greater weight on personality and social
skills, on the grounds that it is easier to train terhnical skills than change
personalities or develop social skills. This can lead to increased short-term training
costs and temporary overiaffing. However, if the work technology is complex and
training times are long, management may be forced to hire some employees who
better fit the organization's technical requirements than its cultural requirements.
Douglas Bray, noted pioneer of the AT&T Management Progress Study, considers
this tradeoff and suggests that selection decisions about needs, values, and
interests may be more critical than those for skills.' For example, a desire to learn 
new jobs is an attribute that cannot be taught easily to employees, as job skills 
can. You either hire people who have this attribute, or do without. 

Step Three: Design "Rites of Passage" That Allow the Organization and the 
Individual to Assess Fit 
The battery of screens used in the new approach to hiring may seem designed to
discourage individuals from taking the job.'8 Yet, these screens have several 
purposes. First, the use of multiple screening methods, raters, and criteria has
long been recommended by researchers as the best approach to hiring. 9 Yet most
organization, still hire employees using a single interview with a single
interviewor. More sophisticated techniques, if used, typically are reserved for
executives and sometimes sales people. Second, multiple screenings not only
allow the organization to select employees, but also provides applicants with
sufficient realistic information about the work environment so that they can make 
an informed choice about whether they even want the job. Third, the people who 
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join the organization feel special. They have survived the elaborate rites of 
passage necessary to jon the organization. They experience the sense of 
accomplishment associated with completing boot camp when entering military 
service. 

A recent Fortune article described these fresh approaches as 'The New Art of 
Hiring Smart.2 One ingredient has been increased use of job simulation exercises 
for assembly workers. These simulations, or work sample tests, help both the 
person and the organization assess fit. The applicant receives a realistic job 
preview of the work. The organization has an opportunity to assess applicants' 
techniral skills and, when group interaction is required in an exercise, their 
interpersonal skills as well. Intelligence tests also seem to be on the rebound. 

Sun Microsystems offers a good example of the use of rites of passage to allow 
mutual assessment of fit. This fast-growing Silicon Valley firm, like many 
high.technology companies, is constantly changingin response to rapidly 
developing markets, evolving technologies, and the pace of internal growth. 
Employees who prefer clear job descriptions,stability,a leisurely pace, and 
predictability would be unhappy at Sun. The hirin2process !s such a challenge, 
and so full of ambiguity, that unsuitable applicants tend to give up before the 
process is completed. Those hiredhave survived multiple interviews with many 
different possible co-workers. A joke at Sun is, "afterseven sets of interviews, we 
put applicants on the payroll whether they've been hired or not." The hiring 
process thus introduces prospectiveemployees to the culture of the organization. 

Personality tests are another way to assess mutual fit. It appears that "personality 
tests are back."-21For example, the Meyers-Briggs Type Indicator is used by 
companies such as Allied Signal, Apple, AT&T, Citicorp, Exxon, G.E., Honeywell, 
and 3M. These tests are used pimarily in management development programs. 
However, personality tests are used increasingly as selection tests, particularly for 
assembly worker positions. 

There is renewed interest in personali tests even though past efforts to validate 
them have been largely unsuccessful. However, there is a grwing belief that 
personality tests can be validated under the proper conditions. These include: 

1. Using personality measures that are tailored to the work setting. Major 
personality tests were not developed for work settings, so their poor track record in 
validation studies is not surprising. 

2. Using personality measures to predict global criteria. That is, multi-faceted 
measures of job attitudes and behaviors, rather than one specific criterion such as 
quarterly sales. 

3. Using measures of personality dimensions that are logically or theoretically 
associated with the work in the organization. This contrasts with screening for 
personality attributes that are not job related but hold some particular interest to 
managers. 

Whereas personality tests provide, orgarmzations with information about applicants, 
realistic job previews (RiPs) provide applicants with information about 
organizations. E-amples of RJPs are the Toyota USA job simulations/work sample 
tests that show applicants the repetitive nature of manufacturing work and the 
requirements for teamwork. Applicants can then make informed choices about 
whether they would be satisfied there. "Turned-of! applicants may drop out of the 
hiring process. Those hired are more likely to join the organization with a sense of 
commitment and realistic expectations. Fundamentally, an RIP helps individuals 
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decide if they want to join an organization, based on their own assessment of the 
personality and how it might fit with a particular type of organization.24 

Step Four: Reinforce Person-Organization Fit at Work 
Selection is clearly the first and, arguably, the most important step in 
implementing a fragile system philosophy. However, the hiring process must be 
integrated with, and supported by, the firm's other human resource management
practices. Japanese-owned plants in the U.S. and high involvement organizations 
illustrate this point. 

Japanese automobile manufacturers operating in the United States provide
examples of how to accomplish this. The Japanese "Auto Alley" in the U.S. 
provided more than 6,000 assembly jobs in 1989. Key operatiorv! include Nissan ir 
Smyrna, Tennessee; Toyota in Georgetown, Kentucky; Honda in Marysville, Ohio; 
Mazda in Flat Rock, Michigan; and Diamond-Star Motors Corporation in Normal. 
Illinois.' The Japanese have attempted to create a certain type of organization, 
characterized by now-familiar values of teamwork, consensual decision-making, 
peer control, egalitarianism, and non-specialized career paths. Broad job
classifications encourage employee flexibility, rather than identification with 
specific jobs. Extensive on-the-job training and job rotation further increase 
flexibility. Group activities encourage employees to contribute ideas for 
organizational improvement and promote teamwork. Employment stability helps
the organization realize a return on its training and other investments in human 
resources, and increases employee loyalty to the organization. Thus, a selection 
system in such organizations typically screens for interest in work variety, social 
needs and skills, and organization commitrnt. 

High involvement organizations (1-lOs) are another class of organization that uses 
multiple systems to support hiring for person-organization fit. HIOs are a relatively, 
new organizational form; there are perhaps a few hundred examples now existinj
in the U.S.' H]O's have two key characteristics.' First, the organization is 
designed to create very high levels of employee involvement. Power, information,
skills, and rewards for performance are pushed down to the lowest levels of the 
organization. Self-managed teams or other structures enable employees to share 
decision-making power. Extensive training in technical, social, and business skills 
provides team members with the skills needed for effective self-management.
Information systems communicate the performance data that teams need to 
manage themselves. Reward systems such as skill-bused pay and gainsharing
motivate needed behaviors, such as learning and problem solving. For obvious 
reasons, hiring practices in HIOs typically attempt to select employees whn prefer
working in groups and who have high needs for personal growth and 
development. Thus, the hiring process is one design element of many that must fit 
with the overall design. 

The following case description of the hiring process in a new HIO illustrates all 
four steps of the new selection model. 

Hiringfor Person-OrganizationFit: The Case of a Start-upHigh 
Involvement Organization 
The research reported here was conducted as part of an action research project ai 
a new float glass plant in the western United States.2 The plant is a classic new 
HIO. Research on the selection system described here is part of a larger, on-going
action research effort. Management was interested in developing selection 
procedure- and tools for hiring employees with the necessary job skills, needs,
and aspirations to fit the organization design. Researchers helped design the 
hiring process, conducted extensive research on the initial hiring process at the 
plant, and explored the validity of personality measures as possible future 
selection tools. The overall effort essentially followed the four steps previously
discussed for hiring for person-organization fit. 
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Step One:Assess the Work Environment 
Since the plant was a start-up operation, there were no existing jobs to analyze in 
this initial step. There were individual jobs with comparable content at other 
organizational sites, but management was committed to designing the new plant 
as the first high involvement organization in the company. Thus, analyzint the 
work environment of the existing plants would have been of limited use in 
designing a hiring process to match the new M]O.Instead, top management and 
two of the researcher/consultants (the second author and Tom Cummings of the 
University of Southern California) conducted an organizational analysis to assess 
key desired organizational characteristics, norms, and valum. This analysis 
followed standard sociotechnical systems procedures, and specifically considered 
requirements for the !evel of employee growth and social needs. This led to the 
development of the management philosophy and practices that would define the 
new organization. A customized version of the M-O concepZ, tailored to the needs 
of the organization, emerged from this work. 

Glass-making lent itself to an 1-O design for several reasons. First, there was a 
great deal of task interdependence which required worker cooperation and 
teamwork. Second, technical uncertainty was high. Workers were responsible for 
making immediate decisions about the glass-making process from the 
procurement to furnace melting of raw materials and various stages of cooling, 
inspecting, cutting, packing, and storing. The plant's profitability is directly related 
to production efficiency and glass quality. Quality is directly dependent on 
workers' ability to maintain a continual, steady flow of glass, by constantly 
monitoring and regulating the temperature and speed of flow of the product 
through the system. Deviations from desired paraneters must be corrected as soon 
as possible after detection. Internal control by employees is more responsive to 
system fluctuations thcin external control through supervision, rules, and 
procedures. 

This work enviroznent led management to adopt a work desiwm that encouraged 
high levels of employee teamwork and decision making. Empioyees were 
orgcnized into self-regulating work teams at each sequential stage of production. 
Management saw this job design as most appropriate for the relatively high task 
interdependence and task uncertainty of the plant technology. Management 
expected that as team members developed technical and social skills, they would 
make joint decisions about work methods and assignments and solve production 
problems on the line. 

Step Two: Infer The Type of Person Required 
Since work in the high involvement glass plant required understanding and 
becoming involved in the entire production process, selecting on the basis of 
technical skills was not enough. Basic KSAs, such as motor and arithmetic skills, 
while necessary, would not be sufficient for organizational success. Workers also 
had to feel a sense of commitment to working in this type of organization. 
Furthermore, the jobs were to be dynamic. Over time, employees were expected 
to learn different skills within their team and Liuother teams, and to take on an 
increasing share of decision making. Top management expected that the number 
of supervisors and layers of management would be reduced as the teams 
matured. A fit between applicant characteristics and the work requirements of a 
high involvement organization as a whole was required. 

In addition to the necessary technical skills, two personality characteristics were 
especially important to the organization. One was growth need strngth. The HIO 
design placed many demands on employees for continuous learning, decision 
making, and assuming responsibility for organizational structuring, functioning, 
and performance. For example, employecs were required to train each other, give 
feedback to fellow team members on their performance, and help design 
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Participarnts were 
given a realistic 
portrayal of what it 
would be like to work 
in a team-based, high 
involvement structure, 
including the kinds of 
work behaviors that 
would be expected. 

ciganizaticnal changes. Applicants who desired little challenge or learning 
opportunity and those who prefer narrowly defined jobs would have been misfits 

with this organization. Conversely, those who valued or had strong needs for 
personal growth, accomplishment, and personal development would be more 
committed to working in the new plant. 

A second relevant personality characteristic was social needs. This was obvious 
because self-regulating teams demand cooperation and teamwork. In addition, 
management planned to make heavy use of special problem-solving groups, 
committees, and task forces. Those who saw working with others as Cl burden 
would have been misfits in such a setting, while people with high social needs 
were expected to prefer group forms of work and group activities. 

Step Three: Design "Rites of Passage"That Allow the Organizationand the 
Individualto Assess Fit 

The hiring process consisted of several stages that involved multiple methods, 
raters, and criteria. A state agency conducted an initial screen of approximately 
1000 candidates responding to local advertisements about job openings at the 
plant, which was then under construction. At this stage applicants received scores 

for their education and experience, such as a high school degree or GED, 

manufacturing or related experience, and ability to understand process 
instrumentation and complete a time card. Inaddition, tests uzing potential
predictors based on personality and other survey questions also were 
administered at this time. Personality characteristics were assessed using the 
Personality Research Form-Form E, or PRF, a highly regarded personality 
assessment instrument.' The PRF measure of affiliation needs is very similar to 
social needs as described previously. Three PRF measures were relevant to 
growth needs: achievement, endurance, and dominance. (The dominance items 
measure desire to influence others or social achievement, not oppressiveness.) 
These two personality dimensions, affiliation and growth needs, were logically 
associated with the nature o work in an -MOand the PRF measures were 
moderately tailored to better fit the work setting. Of the 540 applicants who passed. 
the initial screening ard wc' invited to a pre-employment assessment and 
training program (described below), approximately 500 candidates responded. 

Performance was assessed in four half-day sessions of a pre-employment 
assessment and training program, designed to capture charactenstics of work in a 
high involvement float glass factory. The company used this program both as a 
selection tool and as a realistic job preview. As an RIP, the program showed how 
a high involvement organization is designed to operate, technical and social 
requirements. what it would be like to handle glass (for example, lacerations are 
common and special protective clothing is used to minimize the likelihood of 
injury), and various tasks employees would be expected to perform. 

The program was divided into two approximately equal segments. One part 
involved work simulations consisting of handling and packing glass and operating 
hand tools and equipment required fcr gloss making. Participants were given 
instructions about work methods, rules, and safety procedures, and engaged in 
glass making and packing tasks as a team. The second part of the training 
program involved classroom learning and experiential exercises aimed at group 
decision making. Almost half of the classroom time was used to present 
information about glass making and the design features of the high involvement 
plant, including self-regulating groups, participative leadership, egalitarian 
human-resource practices, skill-based pay, and gainsharing. Participants were 
given a realistic portrayal of what it would be like to work in a team-based, high 
involvement structure, including the kinds of work behaviors that would be 
expected. They also were tested on basic math and measurement skills needed to 
perform glass making and packaging tasks, as well as given homework covenng 
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basic processes and terminology used in making glass as well as the nature of 
one's work and responsibility in a high involvement organization. 

For more than half of the classroom time, participants engaged in exercises 
designed to simulate the kind of group interaction and decision-making occurring 
in self-regulating groups. One exercise, for example, involved reaching a group 
consensus about the ranking of items needed to survive in the rugged outdoors. 
Another exercise involved role playing a group decision about which department 
should receive a new piece of equipment. These exercises were followed by 
extensive debriefing about members' behaviors and interactions and how the 
learning applies to the work of teams in the plant. 

The sconng procedure evaluated applicants from a holistic perspective, that is 
how well each applicant fit in a high involvement setting rather than how he or 
she performed on individual job-related tasks. Applicants were evaluated by 
managers and supervisors who had received training on how to avoid common 
rater errors. Classroom activities, group exercises, and work simulations were 
scored. Applicants were evaluated on the quality and thoroughness of homework 
assignments and were required to attain minimum passing scores on arithmetic 
and tape measure reading tests. Group exercises were scored on the degree 
applicants exhibited participating, negotiating, gatekeeping, and probing 
behaviors. Finally, work simulations were scored on four factors: absence and 
tardiness over the four days; safety behavior; responsibility, meaning following 
instructions and not exhibiting disruptive or distracting behavior; and general 
behavior, meaning exhibitng team skills, paying attention to instructors, and not 
breaking plant rules or abusing equipment. Thts, the work simulations were not 
scored on task performance per se. Instead, they were scored on behaviors 
relevant to the overall success of the organization. This focus on behaviors 
ensured that the selection process could be defended legally, If necessary, on the 
basis of content validity. 

The pre-employment assessment and trainingprogrammet two importantgoals. 
First, it was consistent with technical andprofessionalstandardsfor employment 
selection. As in assessment centers,job behaviorswere sampled systematically 
across different situations.Multiple and diverse activitiesand assessment 
methods afforded evaluatorsan opportunity to assess how well applicantswould 
fit into an HIO generally, ratherthan just on how well applicantscould perform 
specific tasks. The use of r1lobalcriteriasatisfiedanother conditionfor 
successfully validatinga personality test as selection tools. Second, the program 
gave applicantsa realisticjob preview of what working in a high involvement 
glassplant would be like. The task activitiesprovidedapplicantswith a preview 
of the physicaland potentially dangerous natureof the work. (One of the 
authorswas present when a piece of tempered glass was mishandled and 
literallyexploded in an applicant'shands.) The classroom activitiesprepared 
applicantsfor the organization's emphasia on working together and taking 
responsibilityfor action. 

Those who passed this program were invited to a final selection interview with a 
panel of managers. This structured interview consisted of questions regarding 
manufacturing experience, education, understanding the high involvement and 
autonomous work group design, past axperience and interest in group activities, 
and other performance skills and creative experiences. Finally, applicants were 
required to pass a physical examination including a drug screen. Ultimately, 250 
applicants of the original 1000 applicants successfully completed these phases and 
the physical examination. 

We subsequently validated the PRF personality test. Specifically, scores on the 
PRF were significantly correlated with performance in the pre-employment 
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training program and with applicants anticipated satisfaction with work in the 
organization.?3 This means that it would be appropriate and legal for the company 
to use measures of social and growth needs from this test in future hiring 
decisions. Since the analysis was completed long after most employees had been 
hi.ed at the site, however, the company did not use the test in hiring decisions. 

Step Four: Reinforce Person-OrganizationFit at Work 
The objectives of the hiring process were reinforced by various organization 
design features that emphasized high involvement and team functioning. For 
example, extensive training was provided, both in technical skills and in social 
skills such as group decision making. A skill-based pay system gave employees 
increases in base pay for learning new jobs within their team. This in turn 
reinforced employees' interest in receiving training, which enabled them to earn 
pay increases. The plant adopted a gainsharing plan from the beginning that 
provided generous plant-wide monetary bonuses when plant performance met 
s v-cific objectives. This reinforced the need for teamwork, since no individual 
could win a bonus at the expense of another. The gainsharing plan also provided 
incentives for exemplary performance and for developing improvements in the 
production process that could result in greater payouts. Extensive business 
information was routinely shared with ermployees, in part to make the gainsharing 
plan work more effectively. Employees were also involved as needed in task 
forces of various kinds to solve business, personnel, and other problems. In short, 
there was extensive reinforcerrent for the behaviors and characteristics that 
management sought during th-4 hiring process. 

The results of the hiring process have been positive. A survey of employees after 
startup indicated that employee quality of work life, according to various 
measures of satisfaction, organization commitment, and so on, was very high-a 
likely indication of person-organization fit. After an initial period of high turnover, 
turnover has dropped below national norms. On most key performance measures, 
the plant is one of the most effective in the company. Its main rival is another new 
high involvement plant that opened shortly after startup of the plant described
here: it was developed on the same HIO model and used a similar hiring process. 
On the whole, itappears that the plant has been a very effective organization and 
that hiring for the organization, not just the job, has contributed to that 
effectiveness. 

Benefits and Problems from Hiring for Person-Organization Fit 
Clearly, the new approach to hiring for person-organization fit requires more 
resources than the traditional selection model. Is it worth the cost? Consider the 
potential benefits (see Exhibit 2). 

(1)Employee Attitudes. Researchers have long proposed that a fit between 
individual needs and organizational climates and cultures would result in greater 
job satisfaction and organization commitment.3 There is ample data documenting 
that the realistic job previews typically used in the new selection model are 
associated with higher on-the-job satisfaction.3 Greater team spirit also is likely 
when new employees have shared the experience of moving successfully through 
the demanding rites of passage that lead to organizational entry. 

Surveys of applicants in our case example indicated that these favorable attitudes 
were associated with the hiring process. For example, the majority of applicants 
felt the pre-employment training program accurately measured how well they 
could do the job and get along with others, and was a help in subs-quent 
performance on the job and interacting with co-workers. Applicants also felt it 
provided a realistic preview of working at the plant. An overwhelming seventy 
seven percent reported that after going through pre-employment training, the 
work seemed more satisfying than when thoy first applied for the job. Only two 
percent thought it would be less satisfying. 
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POTENTIAL BENEFITS 
I. MORE FAVORABLE EMPLOYEE ATTITUDES (SUCH AS GREATER JOB SATISFACTION. 

ORG.%NIZATION COMMITMENT. AND TEAM SPIRIT) 
2. MORE DESIRABLE INDIVIDUAL BEHAVIORS (SUCH AS BETTER JOB PERFORMANCE AND 

LOWER ABSENTEEISM AND TURNOVER) 
3. REDNFORCEMENT OF ORGANIZATIONAL DESIGN (SUCH AS SUPPORT FOR WORK 

DESIGN AND DESIRM ORGANIZATIONAL CULTURE) 

POTENTIAL PROBLEMS 
I. GREATER INVESTMENT OF RESOURCES IN THE HIRING ?ROCESS 
2. RELATIVELY UNDEVELOPED AND UNPROVEN SUPPORTING SELECTION TECHNOLOGY 
3. INDIVIDUAL STRES 
4. MAY BE DIFFICULT TO USE THE FULL MODE. WHERE PAYOFFS ARE GREATET 
5. LACK OF ORGANIZATIONAL ADAPTATION 

Exhibit 2. Potential Benefits and Problems With Hiring For Person-Organization Fit 

(2)Employee Behaviors. Studies indicate that high involvement organizations,
which typically use the new selection model, have low rates of absenteeism, 
turnover, and grievances.3 The data are even clearer that using realistic job
previews in Step 3 is associated with lower turnover.34 We also have presented a 
strong case that person-organization fit will result in employees displaying more of 
what have been labelled "organizational citizenship behaviors." These are 
behaviors that employees perform above and beyond explicit job requirements.
The thinking here is that fitted employees see themselves as really belonging to 
the organization and willing to invest their own resources in its on-going
maintenance.35 

(3)Reinforcement of Organization Design. The effectiveness of Japanese
transplants that hire according to this model is common knowledge. HIOs often 
are very high performers. For example, a study of a large sample of high
involvement organizations found that HIOs outperformed their industry on return 
on sales by an average of 532 percent and outperformed their industry on return 
on investment by an average of 388 percent.Z Researchers often argue that the 
power of such an organization derives from the mutual reinforcement of its parts,
including the selection process. The hiring process in HIOs helps select employees
who are interested in challenging, responsible, varied jobs and pay systems that 
reward needed behaviors and performance. 

PotentialProblems 
l-hnng for person-organization fit may also have its disadvantages (see Exhibit 2): 

(1)Greater Investment in Hiring. This model requires a much greater investment of 
resources in the hiring process. For example, Mazda in Flat Rock, Michigan
spends about $13,000 per employee to staff its plant.3 ' It appears that 
organizations hinng within this model are spending the same time and money on 
hinng an assembly worker as they do in conducting an executive search. 

The costs of making revisions in the hiring process also are different in the new 
model. A traditional hiring process needs to be revised whenever the 
requirements of the job change significantly. A hiring process for
person-organization fit needs to be changed whenever the business,
technological, or cultural requirements of the organization change significantly.
This means that changes in hiring practices for person-organization fit are likely to 
be less frequent but much greater in scope than changes in traditional hiring 
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processes. A change in hiring practices for person-organization fit may well 
involve a change in how every new employee is hired. 

(2)Undeveloped Selection Technology. The supporting selection technology is still 
relatively undeveloped and unproven. One problem is the still-thin track record of 
successfully validating personality tests against job performance. However, the 
present authors' study in which measures of growth needs and social needs 
predicted candidates' performance in a pre-employment simulation of 
high-involvement work demonstrates that personality measures, carefully chosen 
and developed, can be validated. Yet until personality tests acquire a deeper 
inventory of successful validation studies, organizations will doubt their usefulness. 

In the context of person-organization fit, techniques for assessing people are more 
developed than those for assessing work environments. Even on the people side, 
though. the field is not nearly as sophisticated in measuring work-related 
personality facets as it is in assessing KSAs. Moreover, there is a great need for 
techniques of organizational analysis that are as sophisticated as those for job 
analysis (e.g., the PAQ). Overall, the challenge in organizational analysis is to: (a) 
identify relevant underlying dimensions of settings and how they can be 
measured, (b) determine the major impact on individual attitudes and behaviors, 
and organizational effectiveness, and (c) determine how such impacts differ 
depending upon individuals' personality.38 

Managers may be concerned about the legality of these developing tools. More 
broadly, managers may be concerned about whether selecting for organization fit 

is legal. This concern is groundless, in our view. The legal standards for 

person-organization fit are no different than those for person-job fit. In general, 

selection procedures that do not result in adverse impact on protected minorities 
and women are not illegal. Ifthe selection system does result in adverse impact, 
then evidence of job-relatedness must be presented. Job-relatedness is based on 

the content, construct, and cnterion-related validity of the selection procedures. 
The procedures we have described establish job-relatedness. 

In fact, there may be less adverse impact as a result of hiring for organization fit 
than in traditional hiring systems. Traditional systems rely mostly on tests of 
abilities to predict job performance. Intellectual ability tests typically result in 
adverse impact against minorities, and physical ability tests often result in adverse 
impact against women. Organization fit, in contrast, is based largely on values, 
needs, and motives that may be more evenly distributed in the population. 

(3)Employee Stress. Individuals fitted to "fragile systems" may find their 
organizational lives to be more stressful. The firms in the Japanese Auto Alley, 
high-involvement organizations, firms in the Silicon Valley, and so on, which rely 
on carefully selected people for system effectiveness are also laying substantial 
claims to those people's lives. This higher level of involvement at work may be 
associated with experiencing more stress on the job. These workers have reported 
that they now take work problems home with them and feel the strains more 
typically associated with managerial roles.3 

(4)Difficult to Use the Full Model Where the Benefits are Greatest. A new hiring 
model may offer the greatest potential benefits to new organizations, such as new 
plants and startup companies. This is because hinng the right kinds of employees 
can help establish the desired culture of the organization from the very beginning. 
In existing organizations that are attempting to change their culture, there may be 
a long period in whic!i the proportion of employees with unwanted attributes 
drops through attrition, while the proportion of employees with desired attributes 
gradually increases due to an improved hiring process. 

Most of the hiring model we have described can be used in new organizations. 
However, one component of the model, specifically formal selection testing, often 
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cannot be used appropriately or legally early in the life of the organization 
because the tests have not yet been validated. By the time the validation studies 
have been conducted, most of the workforce will have been hired. In some 
circumstances, it may be possible to avoid this problem by validating the tests 
before hiring in the new organization. For example, many companies that develop 
one high involvement organization (or other unusual culture) go on to develop 
others. Itmay be possible to validate the tests in an existing location if the culture 
of the existing organization and that desired of the new location are similar. AFG 
Industries, for example, could use the PRF test to hire employees in other plants 
that are designed as high involvement organizations. 

Another way to avoid this problem is taken by Development Dimensions 
International, a consulting firm that designed the hiring system for Toyota's 
Kentucky plant as well as other hiring systems aimed at person-organization fit. 
DDI identifies the desired characteristics of new hires through a diagnosis 
conducted with senior managers of the organization. Potential hires explicitly are 
told about the desired characteristics dunng the orientation process. Then, the 
new hires complete a Job Fit Inventory, which includes items relevant to the 
desired qualities of employees in the organization. The instrument intentionally is 
very "transparent" and fakeable. Thus, it does not serve the same purposes as 
personality tests. Rather, it is used to screen out the bottom five to fifteen percent 
of applicants- those who admit they lack the attributes that they are told explicitly 
that the company is seeking. 

(5)Lack of Organizational Adaptation. A problem could arise in hiring for the 
organization if it led to a workforce in which everyone had the same personality 
profile. The organization might become stagnant because everyone would share 
the same values, strengths, weaknesses, and blindspots. (Obviously, the issue is 
the same whether employees all tend to have the same point of view because of 
the selection system or because of training and socialization.) There has been 
considerable debate about whether a powerful orgonizational culture, whatever 
its source, leads to success or leads to dry rot and lack of innovativeness. There is 
some evidence, for example, indicating that organizations with little internal 
variability in employee perspectives perform better in the short run but worse in 
the long run, presumably as a result of inferior adaptation. 41 

However, we expect that significant internal variability will co-exist with 
person-organization fit. Even the best selection system is still imperfect; we do not 
succeed in hiring only the "right types." More fundamentally, the hiring process 
still results in variability on the desired characteristics. Even though all those hired 
may meet minimum standards, some will be higher than others on the desired 
characteristics. Finally, employees are not clones of one another just because they 
are similar on some personality dimensions. We would expect considerable 
variation on demographic, cultural, and personality dimensions that were not the 
basis for selection. 

The Future of Hiring for Porson-Organizatlon Fit 
What does the future hold for this more sophisticated and elaborate approach to 
employee selection? Will it be adopted by an increasingly large share of 
corpcations? 

We belie ve that hiring for the organization, not the job, will become the only 
effective selection model for the typical business environment. The defining 
attributes of this business environment-such as shortened product life cycles, 
increasingly sophisticated technologies, growing globalization of markets, shifting 
customer demands-make for very transitory requirements in specific employee 
jobs. Organizational success in this environment requires hiring employees who fit 
the overall organization, not those who fit a fixed set of task demands. Employee 
personalities must fit the management philosophy and values that help define the 
organization's uniqueness and its fitness for the future. 

t
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We also believe that senior managers must become more "person-oriented" in
their own implicit resolution of the person-situation controversy ifhiring for 
person-organization fit is to become a more common approach to selection. Again,
generally speaking, managers tend to believe that tightly controlled situations are 
more effective in shaping employee performance than less-structured situations 
that allow the expression of individual differences. Managers who believe this are 
more inclined to spend resources on creating strong situations via job descriptions,
close supervision, and so on than on sophisticated selection procedures. 

Finally, we offer an important caveat to "person-oriented" managers who are 
committed to hiring for person-organization fit. They must manage a paradox.
They must build strong organizational cultures yet, at the same time, design work 
situations that are weak enough to allow the unique qualities of individual 
employees to impact work performance. They key ingredient In balancing this 
paradox is to create a strong organizational culture with values that empower
employees to apply their individual potbntials to the conduct of their work. In this 
way, fragile systems release the employee energy necessary to compete in today's
business environment. 

............................................................................. ............................................... o....e .o.......• .e
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From socialism to capitalism:
the effects 	of Hungarian
human resources practices 
lone L Pearce, University of California, trvine 

Executive Overview What are the human resources management practices within communfst andformerly communist companies? Many of the managers from capitalist countries
forming joint ventures with state-owned enterprises in communist and formerlycommunist countries have only superficial Ideas about these enterprises' humanresourcesmanagement practices and their effects. The more lurid dysfunctional
practices of these organizations are well known, and foreigner often
(mistakenly) assume that these result from incompetence. However, suchpractices have evolved within complex systems of organizational behavior which 
were largely successful in achieving their realobjectives:political control oand 
production quantity. 

This article pretrents a detailed analysis of four human resource managementpractices In Hungariancompanies: (1) the weak performancepressures. (2)substantial pay-at-risk compensation systems, (3) promotion.through.connections.
and (4)ambiguousresponsibilities.These practices result in numerous
dysfunctions: excessive bargaining between supervisors and subordinates,pervasive distrust, the d-legitimation of managers. and responsibility
avoidance. Unfortunately, these practices are changing slowly, at best, undereconomic reform. The article concludes with suggestions for both local and 
foreign managers. 

..................................................................... 
 oeee....... ....................•.• •.. ...• .•..••••• .eoe ... •..
•.e . ••• .oeeee 

In My View 	 Executives from capitalist countries are rushing to form joint ventures withenterprises in the former communist countries of Central and Eastern Europe. Yet,what do these executives really know about the management practices andworking relationships in these enterprises? While numerous newsletters and
professional newsweeklies can provide detailed analyses of the political and legalenvironment for business, they provide only partial, but vivid, anecdotes aboutwhat happens inside these enterprises. Into this analytic vacuum have comeuntested assumptions, such as, "Employees do not work hard because they have 
no financial incentive." 

Joint-ventures in reforming communist and formerly communist countries arefraught with difficulty under the best of circumstances. Unfortunately, they aremade more difficult by a lack of understanding of the human resourcesmanagement systems and resultant workplace behavior in these societies. Foreignmanagers eventually do learn to understand the terrain, but for many it is after along and frustrating "trial by fire." Unfortunately, some expatriate managers growso frustrated that their own anger interferes with their ability to build an effective
organization. This report is intended to help managers from capitalist systemsanticipate and manage in these rapidly changing environments. It describes theactual human resource management practices and analyzes some of their effectsin the formerly communist country that has been most successful in attracting
foreign investment. 
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This work also is written for local managers, consultants, and policy 
makers-those who face a historically unprecedented struggle to transform 
ineffective enterprises into successful competitors in international (and newly 
opened domestic) markets. It is actually much easier for the foreign managers: if 
they stay around long enough, they can build effective organizations, because 
they have their own "models" of how organizations should work. For the local 
managers, the perspective of a foreigner (speaking openly as a friend rather than 
politely as a guest) is particularly valuable now. 

Why Hungary? 
Hungary has probably come farther than the otler Eastern bloc economies in the 
reorganization of its economic life toward market-driven enterprises. It began 
signicant reform to encourage privately owned enterprises in 1968. Currently 
foreigners and locals have complete freedom to establish private, profit-making 
companies. Ithas nascent stock and bond markets and a vigorous political debate 
over ways to privatize the state-owned enterprises which still dominate the 
economy. 

Hungary has also established, with Western partners, the first private graduate 
management school in an Eastern Bloc country, the International Management 
Center. The purposes of this school are to assist Hungarian managers in more 
effective management of their newly independent enterprises and to foster the 
development of private enterprise through entrepreneurship and the facilitation of 
joint ventures with foreign partners. In 1989, 1spent a semester at this center 
located in B;idapest training managers, and this article is based on my 
experiences of learning how to assist these managers to change their 
organizatior.s. 

Of course, Second World organizations differ in many significant ways from 
capitalist ones. The situation becomes even more com !ex as particular countries 
make radical legal and economic changes, while others have not. Even within 
Hungary there are wide variations-the executives of some state-owned 
enterprises aggressively move into new markets and streamline their operations, 
others attempt novel reorganizations (the actual effe-ts of which no one can 
accurately forecast), and others nervously wait. One short article could not 
possibly do justice to all of the variety of management practice and employee 
behavior in these refoimnmg countries, or even in Hungary's industrial sector. 
Choices had to be made. Human resources management features were selected 
that met two criteria: (1)They were focused on managerial practices in "economic 
enterprises" (what would be for-profit businesses in a capitalist economy), since 
these are the likely joint-venture partners for western companies; (2) They were 
practices thm appeared to have their origin in the now-defunct communist system 
of political control, but which seem to have taken on a continuing life independent 
of their communist origins. This article is intended to be useful to both poteutial 
partners and local managers by openly describing so.,e of the less attractive 
management practices and their effects on employees in a country that has 
overthrown communist political control. This analysis is not intended as a 
balanced representation of all aspects of management practice in formerly 
communist countries. Hungary has more than its share of successful organizations 
heroically transformed from bankruptcy to rapid growth and profitability in its 
state-owned as well as in its growing private sector. There is ample material for 
both the business-press hagiographers and the academic critics. 

Human Resources Management Practices 
Four features of human resources management practice are examined. First is the 
lack of focused attention to motivating individuals. While the problem originates in 
old government policies, the labor scarcities worsened by economic reform 
contribute to continuing weak performance pressures. The second feature, 
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Thus, a rapidpace of 
change may be an 
inevitableingredient 
of the conversion from 
state-directed to 
market-driven 
economies, and this 
abruptness, itself, 
mreciaes 
management

challenges. 

Under conditions of 
government 
domination, 
managers' strategic 
attention is focused,not on markets, but on
both supplies and 
responsibilities." 

contrary to what many outsiders assume, is the fact that Hungarian emplovees

and managers have a large proportion of their pay "at risk"-a yearly bc0us that
can range from zero to 200 percent of base pay. Surprisingly, despite the
assumption in the compensation literature that such contingent pay would result in
positive outcomes, the actual behavioral and attitudinal effects are quite
dysfunctional. Third, promotional policies traditionally were not based on
performance assessment and procedural justice, which resulted in resentment
 among managers. Finally, ambiguity in accountability is widespread,
exacerbatiig distrust and often leading to frustration and miscommunication.
 

No doubt some of the observations presented here are more "Hungarian" than
they are "reform-communist" and so may not apply in other formerly communist
countries. Each country has its own unique culture, history, and comparative
economic resources. Yet it is my belief that many of the experiences of these
pioneering Hungarian organizations may prove useful in understanding
management dilemmas in managing employees in other organizations emerging

from command economies.
 
Inaddition, the economic structures in Hungary are changing rapidly (although
 
some argue that they are not changing rapidly enough), and some of the
employee behavior described here may be influenced by the confusion generated
from this rapid change. However, it may be that such a comprehensive economic

reform cannot be managed and confined to a more orderly progression. Rather, itmay inevitably reach a point, as it has in Hungary, at which there is a sudden
avalanche of change. When enough people believe that economic reform will not
go back, as in Hungary, there is a stampede to position oneself favorably for the
new economic order. Thus, a rapid pace of change may be an inevitable
ingredient of the conversion from state-directed to market-driven economies, and
this abruptness, itself, precipitates management challenges.
 

The Economic Context
Before describing the four human resources management practices and their
attitudinal effects, it is important to describe very briefly the economic context to
establish the background for the changes that are occurring. Although Hungary
has not had a true command economy for many years, for complex reasons,
managers in its state-controlled enterprises have been facing an environmentmore similar to their command economy than to their capitalist neighbors. Even
today, while Hungarian managers struggle to make their products more attractive
to customers, for a great many state-controlled enterprises, change is coming
slowly. Therefore, it is best to see the following description of the economic contextas a description of the recent past that is no longer pertinent for many companies
(especially private companies) but still is relevant for some (especially in the state

sector).
 

There are important differences in the economic context of market-driven andstate-controlled economies. These differences are most apparent in the "corporatestrategies" that executives must adopt but c:'e also relevant for understanding the 
pressures on individuals within the workplace. 
A Seller's Market 
The most important fundamental to understand is that state-dominated economiesare "scarcity economies." This means that all components of organized activity aredifficult to obtain-raw materials, labor, replacement parts, capital....everything. In practice, it means that managers' major operational objective is tosecure reliable supplies of needed credits, material, and labor. Since thegovernmental planning apparatus directs where managers' output should go andhow much revenue they are to receive, markets as a revenue source simply donot receive the managerial attention paid them in market-driven companies. 
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Under conditions of government domination, managers' strategic attention isfocused, not on markets, but on both supplies and "responsibilities." 

Most Companiesare Monopolies
In a fully planned economy, one of Lie theoretical efficiencies is that the planners
dedicate one (or a few) suppliers of a certain product to avoid the "waste" ofduplicative competing products. Many enterprises thus become the only supplier
of their product to the receiving enterprise and, therefore, have a responsibility to
them. Since the producing enterprises often face shortages and other problems, it
is difficult for them to be reliable in meeting their responsibilities. This sets the
stage for the endless rounds of "bargaining" that characterize managing directors'
lives: bargaining with suppliers, bargaining with "customers," and, as will be
detailed later, bargaining with.employees. 

Executives Focuson Bargaining
In spite of their expanded autonomy under the reforms, Hungarian managing
directors still mus expend significant energy bargaining. In the now-defunct pure
command economy, paying a higher price for the product was illegal; today it is
entirely legal to use this "market solution." However, many impoverished
state-owned enterprises do not have the foreign currency reserves to make 
expensive purchases on the western markets. 

...
........................
••0.• ..........................,....,.....
O
.........• I......................................................
 

Fortyyears of a state-controlledeconomy have left an infrastructureof delivery
contracts at artificialprices that make it virtually impossible for many
state-owned enterprises to take advantage of theirnew market opportunities.
Many managers are pursuing newly availablemarkets but find that in the short 
term they are still trappedin a web of monopoly relationshipsthat require
perennial bargaining. 

With what can these managers bargain? Sometimes they control something
valued by the partner. Until the recent destabilizing changes, the most effective 
negotiating position had been to have "good connections" or influence with those on whom the partner depended. In Hungary, there is a common joke of a poor
man who could not provide much financial support for his son. However, he did
enroll his son in one school for a year, and then the next year enrolled him in
another school for a year, and so on for his entire school career. Thus, the sonalways was able to find "an old school chum" who had friends in the right places 
or who had access to supplies, and the father provided an inheritance for his son
that was worth much more than any sum of money. Unfortunately, under scarcity
conditions, the threat is usually more viable than the promise, which leads towhat one market-research company manager called "ugly, brutal,
blood-running-underthe-door bargaining." 

Of course, under the previous political system, the most important scarce supplies
(such as investment credits and apartments at low rents) were controlled by
members of the ruling communist party (in Hungary called the Hungarian Socialis"Worker's Party). Good relations with key party members became necessary to 
cope with the primary strategic difficulty of securing credits and supplies faced byenterprise managers. Party membership was a virtual prerequisite for top
managerial positions, and most executive crireers moved up through the party
apparatus, then over to executive positions in enterprises. 

Note that this form of party influence over managers was not obtained through
brute force and differed only in degree from the relationships many
capitalist-economy executives must maintain-with bankers, for example. Today
in Hungary, the party has disintegrated and no longer has a monopoly over all 
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sources of supply, but its former members do retain important positions and theircollegial connections throughout the system. One of the ambiguities of theeconomic transformation is what happens when the individuals occupying keypositions and their personal connections with one another have not changed butthey are no longer "organized" through one (party) institution. At present, goodconnections are still vitally importc.,t in many aspects of managers' lives, whetherthey be state-owned enterprise managing directors, entrepreneurs, or foreignjoint-venture partners. 

For example, currently the Hungarian government is under severe financialpiessure from the International Monetary Fund because the country is running abudget deficit, while trying to repay its large foreign debt. So the government hasreached an agreement with the International Monetary Fund in which it issignificantly reducing the supply of money to the economy. With such a largeproportion of the economy state-owned and the banking system still dominated bystate-owned companies, this monetary restriction has had a powerful effect on allenterprises. That is, short-term credit has been restricted and payments delayed,so large state enterprises have no cash to pay their suppliers, who then have nocash to pay their suppliers, and so on-resulting in a domino-effect cash squeezethroughout the economy. Yet when an enterprise finally does receive cash, whoamong their many creditors do they decide to pay first? Although they often areconstrained by contractual obligations, it does happen that managers sometimespay first those with whom they have "the best relations." Anyway, believing in'this possibility, many suppliers consider it necessary to maintain continuous goodrelations with customers to protect their own enterprises. 

As these examples illustrate, although Hungary has not been a fully commandeconomy for more than twenty years, some aspects of the scarcity economyremain for many of its organizations. The government still owns nearly eighty-fivepercent of the country's capital stock. Privatization is proceeding slowly in all ofthe former communist countries. At present many enterprises are still tied to thecontracts and relationships developed in the communist era, and many managersand employees firmly believe that cultivating good connections is the mosteffective use of their time. 

Human Resource Ptactice #1: Weak Performance PressureThe attention given to individual levels of employee and managerial performanceare rooted in the former economic structure but. interestingly, have not changednotably in this early period of reform. 

The lack of incentives and pressures for high levels of product quality andefficiency in state-owned monopolies is widely known. However, the manner bywhich these enterprise-level processes are translated into individual jobperformance expectations is more complex than many assume. While it is true thatthe lack of performance pressure at the top of the organization is reflected inweaker performance pressures on subordinates, the situation has been intensifiedby labor scarcity, and labor scarcity is becoming worse under reform. 

Labor scarcity
Under the previous political system, necessities (food, schools, health care) wereprovided at nominal costs and wages were kept low as a matter of publicpolicy-to prevent individuals from accumulating capital which might foster therebirth of capitalism. This situation cannot change quickly for the state-ownedenterprises, since there is no "market test" of employees' value. Therefore, fordecades, wages and salaries in Hungary have been set at very low levels(particularly for professional and managerial workers) in comparison to westernlevels. In addition, Hungary was essentially a one-employer monopsony marketfor labor, which will force wages down. 

79 



Academy of Management Executive 

To make matters worse, Hungarian state-owned enterprises developed a strong 
demand for (low-wage) employees, like state-owned bureaucracies everywhere 
that are not known for their excessive zeal to shrink the sizes of their organizations. 
Thus, under the previous system, many state-owned enterprises found that they 

had more jobs than employees willing to work for artificially low wages, leaving 
them with a labor scarcity, just as they faced a scarcity of material and capital 

when prices were set at low levels. 

Under economic reform, the Ik. or scarcity problem is worse. State enterprises' 
wages still are very low (partly because of legal restrictions and partly because 

many of these organizations face severe financial constraints as they seek to adapt 

to market conditions with constrained credit). Now, however, employees are able 

to leave for higher paying jobs in the burgeoning private sector; thus many 
state-owned enterprises are finding it difficult to attract und retain high quality 

labor. Similarly, the private companies tre also encountering a shortage of labor, 

particularly of trained managers who speak foreign languages. The supply of 

Hungarians skilled in capitalist management practices, technical specialties, and 

languages lags well behind the rapidly growing demand. 

Under these circumstances there was-and continues to be-weak pressure for 

high levels of individual performance. This is a result both of labor scarcity and of 

the fact that state-owned enterprises themselves do not receive significant pressure 

to produce at optimum levels of performance. Further, in this early period of 

reform, many of the private firms lack sufficiently meaningful competition which 

would motivate them to strive for internal efficiency or high levels of quality 
performance. 

Neglect of Formal PerformanceAppraisal
 
Under these circumstances, the dearth of any systematic formal performance
 
review practices should not be surprising. Some state-owned enterprises have
 

performance appraisal systems, but personnel directors find it very difficult to
 

interest their managerial colleagues in completing the evaluations unless the
 

managing director issues a direct command to do so. Systematic individual
 
performance evaluation simply is not a focus of attention for many managers. 

Goal Conflicts in Foreign-local Joint Ventures
 
The labor ,scarcity has two important implications for foreign joint venture
 
partners. 

The first is a potential conflict of goals between foreign and local-state company 

managers planning a joint venture. Private companies and joint-ventures with 

foreign private companies do not face ceilings on wages and so can usually solve 

their labor scarcity problem by paying higher wages. Therefore, many managers 
of state-owned enterprises see the joint venture as an opportunity to raise wages, 

because they face a ruinous drain of their best employees to the private sector 
(and, of course, would like to see their own salaries raised). They see the foreign 

joint venture partner as a source of capital and as providing relief from onerous 
governmental restrictions. These needs are so pressing that local managers may 
not fully c:,isider the fundamental changes that will be required in a joint
 
venture.
 

The second implication is that scarcity in labor of skilled professional and 
managerial employees (especially those who speak English) will worsen in the 

next few years as more investment capital pours into these countries. For skilled 
professionals, wages are ising very rapidly, so investors must stay apprised of 

current pay rates and plan for significant inflation, especially in the pay of
 
managerial employees.
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Human Resources Practice 02: Substantial "Pay-At-Risk"As a result of both debilitating labor shortages and the fact that in theseenterprises it used to be virtually impossible to fire workers, a complex monetary
bonus system was developed in communist enterprises. Under this system,bonuses may range from zero to 200 percent of an employee's base salary. The 
largest percentages were usually reserved for managers, but workers at even thelowest wage levels in most Hungarian enterprises have grown to expect yearlybonuses up to forty percent of their base pay. Experienced managers will
recognize that this is much more than the usual two to seven percent differentialsin capitalist-system merit pay systems. These bonuses are usually given at the sole
discretion of the immediate supervisor or of a committee which includes partyofficials. Because performance pressures are weak, rarely are these large bonusestied to clearly defined performance objectives. ..n a society where the average
salary is $200 a month, most families need this additional money just to survive, so
these bonuses have become very important to employees. 

The Communist PersonnelPracticeCapitalistExecutives Love 
Although this "conventional pay system" grew out of the distorted economic

conditions of the previous politica! system, newly established private enterprises

have been quick to adopt it. Even the non-governmental educational institution
 
where I worked used it for the Hungarian faculty members (but wisely decided
 
that the foreign faculty probably would not find it attractive). Yet what appears to
be a very powerful set of incentives for performance motivation has had theperverse effect of establishing a relationship betwaen supervisors andsubordinates characterized by continuous bargaining and distrust. 

Maybe there is a Reason why CompaniesDon't Really Pay for Performance 
Conventional Hungarian managerial wisdom held that workers get their salaries

for just showing up (and sometimes even that was not required), but iftheir

supervisors wanted them to do any work, the supervisor must "pay" for it. As an
illustration, a personnel director in a large industrial products company recounted 
that he wanted to revise one of his company's personnel systems and so convened 
a task force of his subordinates and representatives of affected departments todraft the new system. No overtime work was required: this would be considered anormal job assignment in the United States. Yet the personnel director said that 
his subordinate would not agree to work on the task force unless she was given amonetary bonus for this extra assignment. He said this was not an unusual
situation but continued to be the normal expectation in all industries. So manugers
have learned that they must always "hold some of the bonus money back" for
unexpected demands, and employees know of this reserve so they continuously

strive to gain more through bargaining. 

ContinuousSupervisor-subordinateBargaining
Managers and their subordinates find that they must continually haggle over job
assignments and payments. Subordinates believe that this is the only way to gettheir "fair shares" of the bonus money, and since many managers spend their reserves in these small contracts, the employees may be right. Managers and
subordinates grow to distrust one another, and the acrimonious bargainingreinforces the distrustful relationships. Although this system grew out of economic
conditions that are no longer pertinent to most managers and employees, it hasbecome the normatively accepted relationship between boss and subordinate and 
so continues, functionally autonomous from its origins. 

In addition to the inertia rooted in expectations, this disagreeable situation seems
also to be reinforced by the absenci of concrete a prioricriteria established forbonus payments. Only very recently have some state-owned enterprises beguntying executives' bonuses to enterprise earnings. Evidence for the importance ofclear performance criteria is provided by the experience of a private 

81 



Academy of Management Executive 

Japanese-Hungarian joint venture which also u.sed large bonuses but had clear 
performance measures (as well as clear minm,im standards with termination for 
any employee who could not reach them): this joint venture did not have the 
continual employee-supervisor bargaining and distrust described previously. It is 
ironic that a major supervisory complaint of Hungarian managers (constant 
haggling with subordinates) apparently could be alleviated by the formal 
performance appraisal systems that they are too busy to implement. 

Management-by-special-favors
Finally, there is another kind of individual incentive that deserves mention. This is 
the practice by which managers turn a blind eye to employees' use of 
organizational resources for their own purposes and to their absenteeism. As is 
common in market-driven companies, many managers (particularly first-level 
supervisors) find that they can expand their available incentives by allowing
deserving employees to "break the rules." For example, Sayles2 argued that 
nothing legitimatizes a supervisor more than the ability to "successfully buffer" 
subordinates from outside demands, a process that may involve "covering up for 
them." One way in which managers can reward their best employees is by 
condoning these small illegitimate activities. 

Although cheating and stealingcertainlyare familiar to managers in all 
countries and may be no more prevalent in state-dominatedeconomies than in 
others, they do carry a different moral tone in countries emerging from 
communist control. Recall that Hungary had a political regime imposed on 
people againstthe popularwill, and its totalitariancharactermeant that 
enterpriseswere harnessed for political control as well as the production of 
goods and services. Under these circumstances,cheating could be a form of 
heroic resistance. When rules were immoral, rule breakingbecame a moral act. 

The fact that recent "prisoners" have been elevated to prominent governmental
positions in Czechoslovakia and Poland on the basis of their widespread moral 
authority helps illustrate that rule breaking can have a more ambiguous 
interpretation in Eastern bloc countries. Of course, much of the cheating and 
stealing that takes place in Eastern bloc enterprises is done for the same narrow 
self-serving reasons as anywhere else. 

Further ambiguity is introduced by the widespread resentment of the favors 
formerly extracted by party members and their allies. That is. a large portion of 
the misused enterprise resources went to party members and their good
connections. Previously, fellow employees felt compelled to watch these practices 
in silence, but no longer. Thus, Hungarian managers and employees are moving 
out of a climate in which cheating was an acceptable form of resistance agoinst 
detested bosses and unofficially, yet openly, tolerated for the politically favored. 

Interestingly, Hungary's well-developed private economy may have exacerbated 
the complex emotional reactions many have to small-scale favors. With wages so 
low, most Hungarians long have held se,:)nd and even third jobs in the private 
economy. With some notable exceptions, managers and employees at all levels 
have jobs on the side. With the widening freedoms for private enterprise, many 
professionals and managers in state-controlled industries with low barriers to entry 
(for example, computers) have become entrepreneurs running companies that 
sometimes directly compete with their first-job employers. (Hungarian 
entrepreneurs routinely retain their state-sector first-jobs for the job security, 
access to connections, and resources these jobs provide.) Thus, a resentful 
subordinate begins to whisper that the department head uses the enterprise
vehicles to make deliveries for his pub. Colleagues wonder whether a manager's 
recommendation reflects his first- or second-job interests. 
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Even the state-owned enterprises routinely accept "second jobs" (private contractwork). This allows thorn to increase employee compensation (contract work is not
considered in wage ceilings) and provides revenue for capital improvements or new ventures. Yet, again, the presence of "state work" and "private work" in the 
same company creates powerful incentives to misuse state resources. Idrove for 
some kilometers behind a large diesel delivery truck for one of the prominent
state-owned enterprises that was towing a small private car-a very unlikely
official business activity. Was the driver using the truck for his personal business 
or fulfilling a private contract for the enterprise? 

Should Foreign ManagersCheat Too?
Some hcre argued that western joint venture managers must get along by going
along with such local customs, no matter how personally repugnant.3 Yet my
observations suggest that this is a very risky practice. 'This
 
management-by-special-favors and misuse of employer resources (or imagined

practice based on the recent past) has a pernicious effect on interpersonal

relations. While simultaneously bargaining for their own "favors" or rewards,
co-workers resent the apparent special favors colleagues receive. It may be that
the manager is simply acting to maintain internal equity for truly
performance-justified reasons, but the secrecy in which it occurs breeds suspicion.
Sometimes colleagues suspect a special favor when none has been given. Whentheft is tolerated, it is not clear whether or not this is justified compensation or the
actions of a few bad individuals. Because bonuses and favors alike are given
privately and are based on personal appeals and bargains, everyone suspects
that someone else is getting a better deal, which fuels an escalating spiral of
distrust. If managers want to prevent their subordinates from cheating them, they
would be wise to become models of scrupulously honest behavior. 

There is another reason to avoid these practices. Many observers believe that theoverwhelming electoral defeats which have surprised the Communists stem from 
resentment at these corruptions in the workplace. Since foreign businesses in any
country face potential scapegoating from resentful locals, adopting the more 
offensive pratices of local elites may not be prudent. 

Human Resources Practice #3: Promotion-through.Connections
In organizations without strong performance pressures, managerial positions
become "awards" for loyalty or for having useful connections. As noted, it was the
normal staffing practice to place loyal party members in executive positions.
Under reform, this process initially accelerated. 

Until very recently, many state-owned enterprises found that they were receivingso-called "parachutists"-party members in purely party or planning jobs who 
realized that they must secure . position in a company while they still retained 
some influence. Although this practice may have stopped with the waning of
(Communist) party influence, most of these managers still retain their places. They
may have the potential to be quite competent, but they have arrived illegitimately
(in the eyes of their non-party subordinates and colleagues) and so face
self-fulfilling expectations regarding their incompetence.' Parachutists' colleaguesare further inflamed by their resentment of the damage the party has done to their 
economy, as well as past political abuses. This is not the sort of climate in which 
shared goals and mutual problem solving can be expected. 

Another effect of this recent practice of promotion-through-connections is reflected
in the following incident. At a management training retreat conducted for 
managers of a state-owned computer services enterprise, it was surprising to see 
one of the computer center managers toadying to the personnel director who was
visiting on the final training day. He hung around the director whenever he could,
and his previously aggressive demeanor turned sweet and mild. I had admired 
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Managerial activities are notoriously 
invisible to 
subordinates, and 
those at the bottom 
probably see only themost blatant 

currying-so they 
generalize that all 
managers get their 
jobs this way, which 
helps to fuel their 

resentment anddistrust. 

this manager during the week as an aggressive fighter (even if he did step on afew toes). Yet now he followed this director around like a fawning puppy, literallywaiting to be the last to see him at the end of the training. What could account forthe starkly contrasting demeanors of this manager? Perhaps his first-the
aggressive-
 demeanor was more authentic and he wanted to advance in theorganization. However, the environment he perceived himself to be in was notone that rewarded displays of performance prowess, but rather one that rewardedtoadying like a courtier. He apparently thought that the best way to get ahead inthis computer services company was noi to be aggressive in building markets forproducts (at which he might have been better) but rather to smile sweetly andserve as a handmaiden to the high-ranking. It may have been more visiblebecause it has been particularly difficult for managers to demonstrate "loyalty" inthese highly centralized organizations-loyalty to the supervisor is insufficient andopportunities to demonstrate loyalty to the truly powerful high-ranking executivesare few. This manager's ingratiating behavior was very open, and so it would beplain to his colleagues and subordinates that he sought promotion by currying
favor. 

ManagementJob,; DiscreditedWhether or not this manager had accurately analyzed the promotion criteria in hiscompany, his behavior had the effect of delegitimizing him by suggesting that heonly received his managerial position through toadying. Certainly it is possible toimagine that he may be professionally competent as well. What is worse, these'ctions have the larger systemic effect of delegitimizing all managers. Managerialactivities are notoriously invisible to subordinates, and those at the bottomprobably see only the most blatant currying-so they generalize that allmanagers get their jobs this way, which helps to fuel their resentment and
distrust. 

Self-blame 
Finally, in full circle, this hostility can be turned on oneself. L6veys has described
the deeply ingrained self-blame of some Hungarians. It can be seen as a
reverse-image of the positive attributions to successful leaders described byPfeffer. 6 He argued that we have a bias for seeking explanations for events in theactions and characters of individual people, rather than seeing events as theresult of more abstract "structures," such as selection or reward systems. For
example, when everything is going well the leader receives personal adulation,but when problems occur there is a rush to blame him or her personally.Consistent with this framework, some Hungarians attribute their economic
problems and the dysfunctions and abuses of the last decades to national
character traits. This unfortunate bias is probably exaggerated in a society where
informal personal connections and relationships are so important.
 

RestoringLegitimacy 
Although the political-economic system that led to these resentments has changed,the feelings of individuals change more slowly. The negative assumptions thatmany make about themselves, managers, and their work continue to be
unexamined. Hostility and distrust appear to be the psychological residue of an
imposed order in which one could accomplish work and make a 
decent life onlythrough personal connections, appeals and bargains. Game theorists haveargued that the rational response when one has been exploited is to be distrustfulin all future exchanges.7 Distrust breeds future distrust in a stable,sell-perpetuating system. That is, even though most state-controlled enterprises arebeginning to change their promotion criteria and making incentives contingent onperformance, the pre-existing expectations and assumptions slow the acceptanceand effectiveness of these new practices. 
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Humana Resources Practice #4: Ambiguous RemponalbIlitleFinally, individual responsibility has been significantly more uncertain in.Hungarian enterprises than in their capitalist counterparts. The traditionallyhidden character of much of decision making in highly centralized state-controlledenterprises fosters ambiguous responsibilities. Many managers know very littleabout what their colleagues or bosses do or about others' goals and pressures.Unfortunately, some even feel that it is not their responsibility to understand these
things. 

Truncated Lateral and Downward CommunicationIn many of these large enterprises, managers have had little opportunity tounderstand their colleagues' problems, because communication has tended to bepredominantly vertical with only informal communication across departments.Lateral problems could only be solved by special appeals to higher levelauthorities, and frustrated employees could only blame vague "top bosses." 

Further, downward communication traditionally has not been open; rather,managers have tried to maintain .their highly centralized power by withholdinginformation from subordinates. Even high-ranking managers often did not
understand the reasons behind directives from on high. It isn't surprising that
insufficient information from higher levels was the universal complaint of
Hungarian managers and employees.
 

Widespread Avoidance of ResponsibilityConversely, managers complained that their subordinates "avoid responsibility." Iasked one manager who had spent several months working in a company in theUnited Kingdom what he found "most surprising" about the capitalist workplace.He replied that it was that the employees and managers worked soindependently- that they initiated action on their own and yet knew when to askquestions. 

Again, these problems of ambiguous responsibility are derived from the historicaluse of enterprises to control. Recall that individuals effectively organized inopposition to the regime in enterprises are a potential potent political threat, asillustrated by the political power of labor strikes in Poland and the Soviet Union.Further, if executives gained their jobs through party connections, not throughtechnical expertise, they were loath to display their ignorance. Finally, whenvirtually the entire economy of a country is "centrally organized," a large complexbureaucracy is created, making it difficult for middle and lower ranking membersto understand who makes which decisions. These historically fostered ambiguitiesare reflected in four different patterns of workplace interpersonal behavior. 

Feelings of PersonalImpotenceOne dysfunction is tho routine assumption that only those at higher ranks (than
oneself) can take corrective action. For example, on several occasions Iobserved
the following: at meetings complaints were voiced and participants agreed that
these were serious issues, yet the meetings broke up without anyone takingresponsibility for a next step in addressing the problems. It was not that thesemeeting participants were prevented from taking responsibility-they worked in a"new" foreign-Hungarian joint venture-it just didn't occur to anyone to do it. Sothe problems remained and festered. Under these circumstances, foreignmanagers can easily fall into the position of taking on all the responsibility, to thedetriment of their organizations and themselves. 

Credentials as Substitutes for PerformanceUnder conditions of ambiguity, even when managers had the best intentions tomake performance-based decisions, they often did not have the information to doso. Since state enterprise owners (ministries) traditionally were not interested in 
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extracting information from their accounting systems regarding which lines of 
business or products were most profitable, these could not be the basis for 
decisions. Marketing functions, when they existed, were often handled by a 
foreign distributor (for export products) or by the executives in their spare time (for
domestic products). So these orgCnizations often lacked accurate, detailed 
information about customer preferences and changing market conditions. In 
practice, the only form of "individual merit" many managers could use was 
professional technical qualification, even if this was not particularly relevant to the 
job at hand. For example, a successful engineer in an oil industry enterprise who 
spoke English was placed in charge of the entire marketing function in this large
organization- despite the fact that he had no experience in marketing. What was 
worse in the Hunrarian context, he did not have the extensive network of personal 
contacts through which products would be marketed domestically. Several 
important cus omers were lost, and this formerly successful engineer left the 
enterprise. 

PervasiveDistiust 
The lack of clearly defined areas of responsibility also increases the distrust noted 
previously. An illustration of how these processes of personal bargains and 
ambiguity interact to produce distrust among shop-floor machinists is provided by
Harasztie: 

Supplementary wages are our most frequent topic of conversation with the 
foremen. They have at their disposal a relativelylargesum for the adjustmentof 
individualwages. No one knows exactly how much, nor whether all or part of it is 
used up. The foremen's accounts never mention it, nor can you find any trace of it 
under either "deficits" or "outaoings" or in the official "bulletin of results."... The 
foremen, setters and inspectorsrever once mentioned the existence of 
supplements, and it was only some time after my arrival that I heardabout if from 
old M... .. Perhapsit is because no one knows anythingprecise about them. Only 
one thing is certain: the foremen resistpaying supplementarywages. Each worker 
thereforeconcludes that if there are too many demands less will be left for 
him .... So each worker treatswhat he gets as a supplemental wage as a 
secret.... Information I got from othermillers slippedout unawares in a moment 
of anger. 

Imprecise Communication 
An illustration of how these ambiguities are reflected in interpersonal
communication practices is "the knowing shrug." The shrug is in response to a 
vague statement (p:,ferably about the venality or stupidity of others) and 
communicates the message, "Well, sophisticated people like us know all about 
this, but what can one do about such things?" This kind of nonverbal 
communication best captures the widespread ambiguity in communications. For 
example, Ihad a great deal of difficulty getting a precise understanding of facts 
and events in many organizations. The answers were "perhaps," "I'm not sure,""We'll see." A manager said, "No one owns my company." Even presumablystraightforward questions, such as, "Did the company council vote to break the 
regional divisions into limited liability companies at the last meeting?", were 
answered with a "Perhaps." When I aggressively pressed these managers for an 
American-style "straight answer," sometimes I received a long complicated story 
that really was best summarized as a "perhaps," yet other times it was clear that 
the manager really did not know the answer. 

Under these circumstances, the wise individual has learned not to inquire too 
closely. Sometimes, finding out what is ready going on is more exhausting than it 
is worth (and it used to be dangerous). But everyone wants to seem 
knowledgeable-so this face-saving shrug has developed in which no actual 
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information is exchanged. This adaptation to prior political and practicalcircumstances is understandable, and it is also characteristic of many ingrownbureav,-.racies in other countries with their opaque jargon and long managerialapprenticeships. However, it leads to two serious practical management problems. 

How C.zn You Manage When You Can'tFind Out What's Going On?
First, two individuals having completely different understandings may never
"check their perceptions" with one another and thus may make errant judgmentswhich lead to anger, blame, and poorer performance. Second, since individualsbecome used to communicating imprecisely, it is difficult to determine who hasdone what and who is responsible for which decisions. It can become impossibleto trace where problems have occurred and to correct them. Rather, the powerfulperson at the top must assume all blame, all responsibility. When problemsbecome visible, these top managers may be removed, but the structure andbehavior patterns that led to the malperformance remain in place. 

EarlyReform IncreasesAmbiguity
Enterprises are revising their information systems and responsibilities will benecessarily clearer in the smaller disaggregations that currently are being formedfrom large state conglomerates (at least, the highest ranking manager will bemore visible in a smaller organization). Yet, some of the early reforms also seemto increas'~e ambiguity. For example, many limited liability companies are beingformed from the departments of a state enterprise which still retains ownership ofits former departments. How much daily control is retained by the former centraloffice executives? Are the "limiteds" required to use the central services, such aspersonnel, that are still retained with the former-central-office.now-owner?
Opinions differ widely on these questions, and no doubt these fresh opportunitiesfor bargaining will keep Hungarian managers busy. Foreign managers need to
understand that when suppliers, customers, and their own managers say "they
didn't know," they may, indeed, not know.
 

The Practical Busines of Building More Effective OrganizationsUntil relatively recently political conditions in communist countries have not
permitted extensive open debate about their organizations. As an illustration, in
1973, Haraszti was tried and sentenced to prison for the work quoted previously.Despite the new political openness, many managerial practices originating underthe communist political systems have fostered functionally autonomousassumptions and attitudes that have been slower to change. However, this shouldnot be read to imply that these patterns are immutable. As was noted, many
Hungarian enterprises have successfully adapted and are prospering. Rather, an
open recognition of such patterns is the initial basis for their change. Once openly
acknowledged, dysfunctional behaviors and assumptions can be managed
through widely available organizational development techniques. 

What ForeignManagersCan Do

In many respects, this change is much easier for foreign-controlled organizations.
Hungarians expect managers from capitalist countries to manage differently. They
see the success of these foreign organizations and want to learn from them.However, the dysfunctional assumptions do need to be recognized and addressed.This work was intended to alert expatriate managers and investors to some of thedifficulties they will face in reforming communist and former communist countries. 

This description has highlighted some of the dysfunctions in state-ownedcompanies. Because patterns of relationships become established and habituatedin organizations, it will be more difficult to address these dysfunctions in on-goingstate-owned enterprises than in newly established organizations. While there maybe many good strategic reasons for a foreign company to form a joint venture witha local state-owned company, changing the human resources practices and 
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patterns of behavior will, by its nature and necessity, be more difficult than
establishing those same practices and patterns in a newly created organization.
Yet, even in new organizations, foreign managers will want to insure that their 
local colleagues do not inadvertently replicate familiar dysfunctional practices. 

What Local Managers Can Do 
Acknowledgement of the dysfunctions carried from the past is even more
important for local managers in reforming and former communist countries. 
Because the patterns described here have been the norm in the past, they are less 
visible to those who have aiways lived with them. Yet recognition of the
dysfunctions inherent in conventional human resources management practices is 
an important first step in correcting them. 

Local managers face an additional serious problem. Because not many of these 
managers are used to assuming responsibility (since they could not realistically
expect it before), some may happily let their foreign bosses assume responsibility.
In Hungary today, state-owned companies are aggressively seeking foreign
partners. I fear that for many it is not only for the tax and technological
advantages but to find a new all-knowing, all-powerful "top boss" who will solve 
their problems for them, This is not only bad for the long-term development of 
Hungarian organizations, it is bad for the short-term career prospects of the local 
managers. Managers from profit-making companies expect all employees (and
most especially their managers) to take the initiative and assume responsibility.
Those who don't do so are tolerated as long as necessary and removed as soon as 
possible. 

-------------------------------------------------------------------....... o... ..... .................. ......
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GLOSSARY
 

Absorption (Full) Costing - The inventory valuation method used by
 
a manufacturing firm in which all manufacturing costs are charged
 
as product costs, regardless of whether or not they may change in
 
relation to production levels.
 

Attainable Standards - Performance targets that can be achieved 
with a reasonably efficient effort. 

Break-Even Point - The sales volume at which revenue and total 
costs are equal with no net income of loss. 

Budget - A quantitative plan showing how resources are expected to
 
be acquired and used during a specified time period.
 

Business Segmentation - The division of work into specialized 
units. 

Capacity Variance - The difference between the budgeted

manufacturing overhead for the standard production activity level
 
attained and the standard amount of overhead applied to the work in
 
process inventory.
 

Capital Budgeting - The process used to evaluate capital
 
expenditures in a rational and systemic way.
 

Capital Expenditures - Expenditures for long-term assets used to 
establish the firm's capacity. 

Committed Fixed Costs - Fixed costs that are required even if the
 
operation is shut down temporarily.
 

Contribution Margin - The sales revenue less all variable costs.
 

Contribution Margin Rate - The contribution margin expressed as a
 
percentage of sales.
 

Contribution Margin Variance Analysis - A technique used to
 
evaluate the difference between the actual contribution margin for
 
a given period and the contribution margin budgeted for the same
 
period or one for a previous period.
 

Controllable Overhead Variance - The difference between the
 
budgeted manufacturing overhead for the standard production
 
activity level attained and the actual manufacturing overhead for
 
the period.
 

Conversion Costs - The combined total of direct labor and
 
manufacturing overhead costs incurred by a processing center.
 

Cost - An economic sacrifice of resources made in exchange for a
 
product or service.
 



Cost Accumulation - The use of a job order costing system or a 
process costing system to record product costs with a perpetual
 
inventory flow.
 

Cost Behavior - The measure of how a cost will react to changes in
 
the level of business activity.
 

Cost Behavior - How a cost responds to changes in the level of 
business activity. 

Cost of Capital (Hurdle Rate) - A firm's cost of obtaining funds in 
the form of debt and owners' equity. 

Cost Driver - A measure of business activity that causes the 
incurrence of overhead costs. 

Cost Function - The relationship between a cost as a dependent
variable and some measure of the level of business activity as an 
independent variable. 

Cost of Goods Manufactured Statement - A detailed accounting of the 
manufacturing cost performance reported on the income statement of 
a manufacturing firm. 

Cost-Volu:..,-Profit Analysis - A managerial accounting technique
used to evaluate how costs and profits are affected by changes in 
the level of business activity. 

Decision Making - Making a choice among alternative courses of 
action. 

Decision Model - A formalized method for evaluating alternative 
courses of action. 

Differential Analysis (Incremental Analysis) - A decision model 
used to evaluate the differences in relevant revenues and costs 
between alternative courses of action. 

Differential Costs - The difference between the relevant costs of
 
two alternatives.
 

Differential Revenue - The difference between the relevant revenues 
of two alternatives. 

Direct Labor - The wages paid to employees whose time and effort
 
can be traced to specific products.
 

Direct Materials - The raw materials that can be traced as an 
integral part of a finished product. 

Discretionary Fixed Costs - Fixed costs that can be reduced or
 
discontinued by management if adequate time is available.
 



Efficiency - Maintaining a satisfactory relationship between a
 

firm's resource inputs and its outputs of products or services.
 

Effectiverness -
How well a firm is able to meet its goals.
 

Equivalent Units -
A measure of how many whole units of production
 
are represented by the units finished plus the 
units partially

finished in a process costing operation.
 

Expected Capacity, - The level of production activity expected for
 
a specific year, given the firm's operating conditions and market
 
demand for its products.
 

Expense - An expired (or used up) cost.
 

FIFO Method - The flow assumption used with process costing in 
which beginning units and costs are kept separate from those of the 
current period. 

Finished Goods - The 
cost of the products that have been
 
manufactured completely and are ready for sale.
 

Fixed Cost - A cost that will remain constant in total amount over
 
a wide range of business accivity.
 

business activity.
 

Fixed (Static) Budget - A budget prepared for one level of 
activity. 

Flexible Budget - Series of budgets prepared for a range of 

Goal Congruence - The reconciliation of the goals of individual 
managers with those of the organization. 

Ideal Standards - Performance targets that can be achieved only
with an optimal performance. 

Internal Rate of Return (IRR) - The discount rate 
that will
 
discount the cash flows associated with an investment so that the
 
net present value is equal to zero.
 

Job Order Costing - A cost accumulation system in which costs are
 
accumulated for a job.
 

Joint Products - More than one product produced from common raw 
materials or the same production process. 

Joint Product Costs - Common costs required to produce joint
products before they are identifiable as separate units. 

Just in Time (JIT) Inventory System - A system in which inventory

balances are not maintained. Instead, inventories are available
 
just in time to be sold or used in the production operation.
 



Labor Efficiency Variance - A measure of the effect of a difference 
in the actual direct labor hours used and the standard direct labor
 
hours that should have been used.
 

Labor Rate Variance - A measure of the effect of a difference in
 
the actual labor rate paid workers and the standard labor rate that
 
should have been paid.
 

Linearity Assumption - A key assumption of CVP analysis that all 
revenue and costs will behave as straight-line functions.
 

Manufacturing Cost Elements - The direct materials, direct labor,
 
and manufacturing overhead required to product a salable product.
 

Manufacturing Firm - A business that converts raw materials into 
salable products. 

ManufacturinQ Margin Rate - The manufacturing margin expressed as
 
a percentage of sales.
 

Manufacturinq Overhead - All manufacturing costs except direct 
materials and direct labor required in the production process. 

Margin of Safety - The amount by which sales can decrease before a
 
loss results.
 

Master Budqet - A set of interrelated budgets representing a 
comprehensive plan of action for a specified time period. 

Material Price Variance - A measure of the effect of a difference
 
between the actual price paid for material and the standard price

that should have been paid.
 

Material Requisition Form - A record of the amount of raw material 
requisitioned from the store room for a job or as indirect 
material. 

Material Quantity Variance - A measure of the effect of a
 
difference between the actual amount of direct material used and
 
the amount of direct materials that should have been used.
 

Maximum Capacity - The highest level of production activity 
possible if optimal conditions exist. 

Mixed Cost - A cost that has both a variable component and a fixed
 
component.
 

Net Present Value (P'IV) Method - A capital budgeting method used to 
discount future cash flows into present value terms with the firm's 
cost of capital or hurdle rate. 

Normal Capacity - The average annual production activity that will
 
satisfy the market demand over a relatively long time, such as
 
three to five years.
 



Opportunity Cost - The potential benefit forgone by rejecting one
 
alternative while accepting another.
 

Overapplied ManufacturinQ Overhead - The excess of the

manufacturing overhead applied to work 
 in process with a
 
predetermined rate during a given period over the actual
 
manufacturing overhead incurred.
 

Overhead Application Rate - A rate used to assign manufacturing 
overhead costs as product costs. 

Payback Period Method - A measure of the length of time required to
 
recover the cost of an investment from the net cash inflows it
 
generates.
 

Period Costs - Costs charged to the income statement of the period
 

reasonable allowances for departures from an optimal performance.
 

in which they are incurred, rather than being inventoried as 
product costs. 

Practical Capacity - The maximum production capacity of a firm less 

Predetermined Overhead Rate - The rate determined by dividing
estimated manufacturing overhead for a period by some measure of
 
the estimated production activity and used to apply overhead to
 
work in process.
 

Process CostinQ - A cost accumulation system with which costs are
 
accumulated for a processing center during a specified period of
 
time.
 

Product Costs - Costs inventories as assets during the production
 
process and charged to the income statement when the related
 
finished goods are sold.
 

Profitability Index (PI) - The present value of the net cash 
inflows from an investment divided by the cost of the investment. 

Raw Materials - The cost of the basis materials and parts that have 
been purchased by a manufacturing firm and are available for 
conversion into salable products. 

Relevant Costs - Expected future costs that will differ between
 
alternatives.
 

Relevant Range - The range of activity within which a business
 
expects to operate and incur variable costs with constant slopes,
 
as well as fixed costs that are constant in total amount.
 

Relevant Revenues - Expected future revenues that will differ 
between alternatives. 

Residual Income (RI) - The net operating income earned in excess of 
a certain minimum rate of return on operating assets. 



Return on Average Investment Method - A capital budgeting method
 
that provides a rough approximation of an investment's
 
profitability, in terms of net income from the income statement.
 

Return on Investment (ROI) Analysis - A technique used to evaluate
 
the profitability of segments of a business or of business
the 

itself.
 

Split-Off Point - The point in the production process at which 
joint products become separate products. 

Standard Costs - Carefully predetermined costs that should be 
incurred to produce a product or perform an operation. 

Standard Cost Variance - The difference between standard costs and
 
actual costs, which can be used in the application of management by

exception.
 

Sunk Costs - Costs that are not relevant in decision making,
because they have already been incurred and cannot be changed. 

Tax Shield - The total amount of a tax-deductible expense, such as
 
depreciation, that shields that amount of revenue from being taxed.
 

Transfer Pricing - The prices charged by one segment of a
 
decentralized firm for products or services transferred to another
 
segment.
 

Unavoidable Costs - Either future 
costs that will not differ
 
between alternatives or sunk costs.
 

Underapplied Manufacturing Overhead - The excess of actualthe 

manufacturing overhead incurred during a particular period over the
 
manufacturing overhead applied to work in prccess.
 

Variable Cost - A cost that vary in total
will amount
 
proportionatelyr with some measure of business activity.
 

Variable Costinq - The inventory valuation method used for internal 
reporting purposes by a manufacturing firm. Only variable
 
manW.acturing costs are charged as product costs with this method.
 

Variance - A measure of the difference between a planned financial
 
performance and the actual results achieved.
 

Weighted Average Method - The flow assumption used with process
costing in which the beginning units and costs are combined with 
those of the current period. 

Work in Process - Inventory that has been partially converted into
 
finished products.
 


