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! By PeTEr F. DRUCKER

Changing the corporate culture has be-
come the latest management fad. Every
business magazine carries articles about
it. And not a week goes by without my be-
ing asked to run a seminar on the sub-
ject.

There is indeed a need to change deeply
ingrained habits in a good many organiza-
tions. Electric-power and teléphone compa-
nies always had their profits guaranteed
by public regulation. Now they find them-
selves up against cutthroat competition.
Customers demand just-in-time delivery.
Cansumers are increasingly plicky about
quality and service. Employees sue at the
drop of a hat alleging discrimination and
sexual harassment. And with product lives
shrinking, there is an urgent need in most
mechanical industries in the U.S. (and
even more in those of Europe) to change
drastically the way new products and new
models are conceived, designed, made and
marketed, with the process eventually be-
ing telescoped into months from years.

Form and Content

\What these needs require are changes
in behavior. But ‘‘changing culture” is not
going to produce them. Culture—no matter
how defined—is singularly persistent.
Nearly 50 years ago, Japan and Germany
suffered the worst defeats in recorded his-
tory, with their values, their institutions
and their cultures. discredited. But today's
Japan and today's Germany are unmistak-
ably Japanese and German in culture, no
matter how different this or that behavior.
In fact, changing behavior works only if it
can be based on the existing “cuiture.”

Japan is the best example. Alone of all
non-Wesiern countries it has become a
modern society, because her reformers, a
hundred years ago, consciously based the
new *‘Westernized' behavior on traditional
Japanese values and on traditional Japa-
nese culture. The modern Japanese ¢orpo-
ration and university are thoroughly
“Western" in their form. But they were
used as containers, so to speak, for the tra-
diticnal and thoroughly un-Western culture
of the mutual obligations and loyalties of a
clan sociely—e.g.. in the lifetime commit-
ment of company to employee and em-
ployee to company, or in organizing indus-
try in keiretsu, groups of autonomous
firms held together as “vassals” by mu-
tual dependence and mutual loyaity.

The reformers of India and China, by
contrast, feit that they had to change their
countries’ cultures. The only results have
been frustration, friction, confusion—and
no changes in hehavior.

Another example: Konrad Adenaver in

the 1920s was a vocal critic of Weimar Ger-
many, for its “bourgeois” values, its
greed, its materialism, its worship of
money and business. When he became
chancellor of a defeated Germany after
World War II he deliberately and uncom-
promisingly strove to restore the pre-Hitler
“‘bourgeois™ Germany he so thoroughly de-
tested. When criticized—and he was
harshly attacked by well-meaning ‘‘pro-
gressives” both in Germany and in the
West—he answered: ''Pre-Hitler Germany,

compelent person—e.g., an emergency-
room nurse. The new model of the washing

machine or of the laptop computer has to

be ready for market testing within 15
months of its predecessor's introduction.
Every customer inquiry, including every
complaint, has to be settled by telephone
within 24 hours (the standard of a well-run
mutual-funds firm).

The next—and most important—step is
nof a “'training session” or a management
conference, let alone a lecture by the big
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These results were achieved not by doing something
different but by doing something everyone had been preach-
ing—but only the few exceptions had been practicing.

no matter how deficient, is the only culture
Germans alive today know that still
worked; we have no choice but to use it to
build the new, the post-Hitler Germany."

But there is also a good—and Ameri-
can-business example: the railroads. In
the late 1940s, the American railroads were
losing money hand over fist. Worse still,
they were losing market share to trucks
and airplanes even faster. Yet they were
clearly needed—and so Uncle Sam, every-
body agreed, would have to take them
over. And most of the passenger business
did indeed have to be taken over by gov-
ernment agencies. But passenger business
was never more than one-tenth of raiiroad
traffic.

The railroads’ real business, freight
traffic, remained totally private in the
U.S.—the only country in the world where
this is the case. Moreover, the American
railroads are the only ones that make
money. Every other railroad system is vir-
tually bankrupt. And the railroads in the
U.S. carry a significant share of the coun-
try’s freight—a little more than one-third
of long distance traffic—with no other sys-
tem carrying more than 5% to 8% (and
neither the British nor the Japanese rail-
roads carry even that much). The Ameri-
can raitroads based this turnaround on the
existing values of their managers, their
clerks, their train crews—on the rail-
roaders' dedication to technical standards,
for instance.

I you have to change habits, don't
change cullure. Change habits. And we
know how to do that.

The first thing is to define what results
are needed. In the hospital emergency
room, for instance, each patient should be
seen within one minute after arrival by a

boss. It is to ask: *“Where within our own
system do we do this already?"

The American railroads began their
turnaround around 1948 or 1949 when exec-
utives at the Union Pacific, the Chesa-
peake & Ohjo and the Norfolk & Western
first asked: “‘What is the most important
result we need?" They ail answered: “To
get back on the railroad the shipment of
finished automobiles from factory to
dealer.” Then.they asked: “Is anyone on
any railroad actually doing this?”

The moment the question was asked,
they all realized that one subsidiary of the
Chesapeake & Ohio—the one serving Flint,
Mich., home of the Buick Division of Gen-
eral Motors—was actually increasing its
share of finished-automobile shipments
while every other railroad in the country
was Josing automobile business. Yet ail
these people in Flint had done was to find
out what traditional railroad services
Buick needed and was willing to pay for—
and then to provide the service with true
excellence.

Marshall-Field in Chicago was one of
the first of the high-class big-city depart-
ment stores to get into trouble, in the
1970s—and one of the first ones to get out
of trouble too. Three or four successive
CEOQs tried to change the culture—to no
avail. Then a new CEO came in who
asked, “What do we have to produce by
way of results?"' Every one of his store
managers knew the answer, “We have to
increase the amount each shopper spends
per visit.” Then he asked, “Do any of our
stores actually do this?”" Three or four—
out of 30 or so—did it. ““Will you then tell
us,” the new CEQ asked, ““what you people
do that gives you the desired results?”

In every single case these results were

Don’t Change Corporate Culture—Use It!

achieved not by doing something different
but by systematically doing something ev-
eryone had known ail along should be
done, had in the policy manuals, and had
been preaching—but only the few exceo-
tions had been practicing.

The next step, therefore, is for top mas-
agemenl to make sure that the effectjve
behavior as it develops out of the orgamzi
tion's own culture is actually being prac-
ticed. This means, above all, that senigr
management systematically asks, again
and again: “‘What do we in senior managb-
ment, and in this company as a whole, do
that helps you to produce the results that
all of us are agreed are the necessafy
ones?' And: “What do we do that hampéfs
you concentrating on these necessary re-
sults?"" People who successfully managed
to get old and entrenched organizations: zo
do the needed new things ask these ques
tions at every single meeting with their és
sociates—and take immediate action on
what they hear.

Iraq vs. Grenada

Finally, changing habits and behavjor
requires changing recognitions and 1¢-
wards. People in organizations, we have
known for a century, tend to act in re-
sponse to being recogmzed and rewardea‘—
everything else is preaching. The moment
people in an organization are recognized—
for instance by being asked to present (o
their peers what made them successful in
obtaining the desired results—they will att
to get the recognition. The moment they
realize that the organization rewards for
the right behavior they will accept it:’

The best example the way the Ameti-
can military services worked together’ in
the recent Iraq campaign. In the lnvasion
of Grenada in 1983 there was no coopeta-
tion at all between the services—if there
had been the slightest opposition, the inva-
sion would have ended in disaster. The niil-
ftary immediately organized all kinds of
conferences, pep sessions, lectures and. so
on, to preach cooperation. Still, less thari a
year and a half ago. the Panama invasion
almost foundered because the services still
did not cooperate.

Only a year later, in [raq, cooperati. !
worked as no service cooperation ever
worked before. The reason: Word got
around, 1 am told. that henceforth the ap-
praisal of an officer’s cooperation wijth
other services—as judged by those other
services—would be a material factor jn
promotion declsions.

Mr. Drucker is a profcssor of social sci-
ences af the Claremont Graduate School in
California.
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By Prtex F. DRUCKER

Changing the corporate culture has be-
come the latest management fad. Every
buslness magazine carries articles about
it. And nct a week goes by without my be-
ing asked to run a seminar on the sub-
ject.

There is indeed a need to change deeply
ingrained habits in a good many organiza-
tions. Eléetric-power and telephone compa-
nies always had their profits guaranteed
by public segulation. Now they find them-
selves up against cutthroat competition.
Customers ~demand- just-in-time delivery.
Consumers are Increasingly plcky about
quality and service. Employees sue at the
drop.of a bat alleging discrimination and
sexual harzssment. And with-product lives

mechanicai industries in the U.S- {and
even more in those of Europe) to change
drastically the way new products and new
models are conceived, designed, made and
marketed, with the process eventually be-

Form and Content

What these needs require are changes
in behavior. But “'changing culture” Is not
going to preduce them. Culture—no matter
how defined—Is singularly persistent.
Nearly 50 years ago, Japan and Germany
suffered the worst defeats tn recorded his-
tory. with their values, their institutions
and their cultures discredited. But today's
Japan and toddy’s'Germany are uninistak-
ably Japanese and German in culture, no
matter how different-this or that behavior:
In fact, changing behavior works only if it
can be based on the existing *culture.”

Japan is the best example. Alone of all
non-Western countrles it has become a
modern society. because her reformers, a
hundred years aga. consclousty based the
new “'Westernized'* behavior on traditional
Japanese values and on traditlonal Japa-
nese culture. The modern Japanese corpo-
ration and university are thoroughly
“Western” In their form. But they were
used as cantainers, so to speak, for the tra-
ditional and thoroughly un-Western culture
of the mutual obligations and loyalties of a
clan society—e.g., in the lifetime commit-
ment of company to employee and em-
ployee ta campany, or in organizing tndus-
try in keiretsu, groups of autonomous
firms held together as “'vassals” by mu-
tual dependence and mutual loyalty.

The refarmers of India and China; by
contrast, {elt that they had to change their
countries’ cultures. The only results have
been {frustration, friction, confusion—and
no_changes in behavior. __ = . __

Another example: Konrad Adenauer in

““many, for its “bourgeois” values, its

{ng telescoped into months-from years.=— —--

. the 1920s was a vocal critic of Weimar Ger-

greed, its materialism, its worship of

. money and business. When he became

chancellor of a defeated Germany, after
World War 11 he deliberately and uncom-
promisingly strove to restore the pre-Hitler
““bouirgeois’* Germany he so thoroughly de-
tested. When criticized—and he was
harshly attacked by well-meaning **pro-
gressives™ both in Germany and in the
West—he answered: ' Pre-Hitler Germany,

no matter how deficient, is the only culture : “'Where witl
“system do ‘we'dd"this afready

Germans alive today know that still
worked: we have no choice but to use it to
build-the new, the post-Hitler Germany."

But there is also a good—and Ameri-
can-business example: the rallroads. In

" .
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competent person—c.g., an emergency-

. room nurse. The new model of the washing

machine or of the laptop computer has to
be ready for market testing within 15
nonths of its predecessor's introduction.
EVery-custoimer inquiry, including every
complaint, has to be settled by telephone
within 24 hours (the standard of a well-run
mutualfunds firm).

- Th# next—and most ftnportant—step is
not a “training session” or a management
conference, let atone a lecture by the big

_boss. It is to ask: ““Where within our own
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The American railroads began thein
turnaround around 1948 or 1949 when exec-
utives at the Union Pacific, the Chesa-
peake & Ohip and the Norfolk & Western

“shrinking. there is an urgent neéd in most — the 1ate-1940s-the American railroads were ___first asked: “*What is the most important
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different but by doing something everyone had been preach-

ing—but only the few exceptions had been practicing.

“Iraq vs. Grenada ’ .

losing money hand over fist. Worse still,
they were losing tarket share to trucks
and alrplanes even faster. Yet they were
clearly needed~-and so Uncle Sam, every-
body agreed,” would have to take them
over. And most of the passenger business
did fndeed have to be'taken over by gov-
ernmengagencies. But passenger business
was never more than one-tenth of railroad
traffic.

The rallroads' real business, freight
traffic, remained totally™private In the
U.S.—the only country in the'world where |
this is the case. Moreover, the American
raflroads are the only ones that make

. money. Every other ratlroad system is vir-

tually bankrupt. And the railroads in the
U.S. carry a significant share of the coun-
try’s freight—a littie more than one-third
of long distance traffic—with no other sys-
tem carrying more than 5% to 8% (and
neither the British nor the Japanese rail-

. roads carry even that much). The- Ameri-

-can railroads based this turnaround on the
existing values of their managers, thelr
clerks, their train crews—on the rafl-
roaders’ dedication to technical standards,
for instance. RN -
If you have to change habits, don't
change culture. Change habits. And we
know how to do that
. The first thing 151@eﬁne what results
are needed. In the hospital emergency
room, for lnslance‘ each patient should be
seen within one minute after arrival by a

result we need?” They all answered: “To
get back on the rallrodd the shipment of
finished automobtles from factory to
dealer.” Then they asked: "'Is anyone on
any rallroad actually doing this?"

The moment the question was asked,
they all realized that one subsidiary of the
Chesapeake & Ohio=the one serving Flint,
Mich., home of the Bulck Division of Gen-
eral Motors—was actually Increasing its
share of finished-automobhile shipments
while every other railroad In the country
was losing automobile business. Yet “all
these people in Flint had done was to flnd
out what traditional raliroad services
Buick needed and was wihiling to pay for—
and then to provide the service with true

. - excellence.

Marshall Field in. Chicago was one of
the first of the high-class big-city depart-
ment stores to get into trouble, in the
1970s—-and one of the first ones to get out
of trouble too. Three or four successive
CEOQs tried to change the culture—to no
avail. Then a new CEO came in who
-asked, “What do we have to produce by
way of results?” Every one of his store
managers_knew the answer, ‘We have to
Increase the amount each shopper spends
per visit.” Then he asked, 'Do any of our
stores actually do this?"" Three or four—
oug, of 30 or sq~did It. "Wl you' then tell
us, ' the new CEO asked, "'what you people _

In every single case these results were

achieved not by doing something different
but by systematically doing*something ev-
eryone had known all along should be

done; had in the policy manuals, and had — "}

been preaching—but only the few excep-
tions had been practicing.

The next step, therefore, is for top man- .
agement to make sure that the effective
behavior as it develops out of the organiza- *
tion’s own culture is actually belng prac-
ticed. This means, above all, that senlor
management systematically asks, again
and again; "What do we in senlor manage: -
niént;and in this’company as a whole, do
that helps you to produce the results that__

dll of us are agreed are the necessary—

ones?" And: “‘What do we do that hampers

you concentrating on these necessary re-
sults?"" People who successfully managéd
to get old and entrenched organizations to
do the needed new things ask these ques-
tions at every single meeting with thelr as-

what they hear. |

soclates—and -take -immediate- action-on——

Finally, changing habits and behavior
requires changing recognitions and re-
wards. People in organizations, we have
known for.a century, tend to act in re-
sponse to being récognized and rewarded -
everything else is preaching. The moment -
people in an organization are recognized —
for instance by being asked to present to-
their peers what made them successful in

* obtaining the desired results—they will act

to get the recognition. The moment they
realize that the organization rewards for
the right hehavior they will accept .t.

_ The best exaimple: the way the Ameri-
can military services worked together in
the_recent Iraq campaign. In the' invasion

of Grenada in 1983 there was no coopera- .

tion at all between the services—~i{ tliere

- had been the stightest opposition, the inva-.

sion would have ended in disaster. The mil-
ftary immediatély organized all kinds of
conferences, pep sessions, lectures and $o
on, to preach cooperation. Still, less than a
year and a half ago, the Panama invasion
almost foundered because the services still
did not cooperate. .
Only a year later, in Iraq, cooperation - .

worked as no sérvice cooperation ever
worked  before. The reason:“Word got
around, I am told, that henceforth the ap-

. praisal of an officer's cooperation with

other services~as judged by those other

services—would be_a material Tactor in
promotion decisfons. -
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Mr. Drucker is a professor of social sci-
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‘ By Scort Hong
President George Busrﬁt two years
ago tolt (ke natlon thaLAerica *has the

will, but ot the wallet’ to tackle ali of its
domestic'yroblens. Yet his administration
has embarked on a domestic spending
spree that makes Lyndon Johnson seem
like a tightwad., R
Though budget director Richard Dar-
man publicly Indsts: that government
spending will Increase far less than the
projected 1.37% rate of Inflatlon, the real in-
crease will be about 25% higher than
that—and domestic spending will increase

“INby mearly Awtce the projected rate of infla-

tion.

Mr. Busit's first term will see domestic
spending increasing nn Inflation-adjusted
average of $29 Wlllon a year —outspending
prestdents John . Kennedy, Lyndon John-
son, Richard Nixen, Jimmy Carter and
Rtonald 'Reagan. In infiation-adjusted dol-
lars, Mr. Bush's domestic spending spree
will be twice as costly as Presldent Ken-
nedy’s “New Frontier™ Increases, nearly
double, I'resident Johnson’s “Great Socl:

outilo President Carter’s by one-nnd-a-
!t times, and will be o staggering flve

‘o

(ies greater tan President Ranens

oty hudgets, eastty top 'restdent Nixon's, ™

ten in the same breath—that total federal
spending growth will be keptbelow the in-
flation rate and that the costs of the S&L
ballout are “'off-budget.”

While It Is true that the S&L. costs are
technically off-budget, these costs never-
theless have been Included In aggrepgate
federal spending. 1t s only by including
these costs in the total that the administra-

* tion can’claim to be holding ‘spending *

Intrittions of dotiars

E3 SAL hatlout costs
(. Ifievenyos iom SA&L. asset sates

Fodaral
spanding | -
with 3813

fadersl spending
ancluding 8aALs

100 0 w. w6 ‘04 b
Lovrce; he Hentigo foondabon

ye, 24992, costs are expected to
drop to about $88 billlon; and In fiscal 1993
it will drop still more, to about $44 bil-
tton. .

in the Darman budget, the very high
up-front costs sends aggregate fiscal 1991
spending levels through the roof. But, as
the S&L costs shtink in subsequent years,
so-too wlll the aggregate growth rate of
federal spending, even though domestic
spending accounts will be increasing rap-
idly. '

According to the budget, total spending
In fiscal 1992 will increase **just' $36.5 bil-
Hon from 1991 levels, from approximately
$1.4 trillion to $1.45 trillion. Yet the actual

~---~increase exciuding-the-G& - bullout coats—-—

Is $60 billion—from $1.3 trilllon to $1.36 tril-

. llon (see chart ) The.additionad . $23.5 Ml

Hon=hidden in the budget mumbo-jumbo -
is the difference between the 1991 and 92
S&LL badlout costs.

Likewlse, In fiscal 1993, a $52 billon
Jump in totad federal spending Is made to
look ke a modest S8 billfon fnerease.

That's not the end of the scam, how-
ever. As part of the &1L batlont, the gov-
ernment will own considerable real estate
and other assets, which will b iy e

C eaptaae 1L

lodk considerably smaller. In fiscal 1994,
for instance, total spending is shown in the
budget 10 decline by $27 billion from (iscal
1993 Ievels. Remove the S&L gimmick, and
fiscal 1994 spending is revealed to be $55
biltion higher than In fiscal 1993.

Mr. Darman plays a similar game with
the money trimmed from the defense
budget. As a resuit.ol last year's budget
deal, defense spending will decrease by
roughly $10 billion over the next severil
yeaps, from $299.6 billion In fiscal 1991 (ex-
cluding the costs of Operations Desert
Shield and Desert Storin) to $289 blillon In
fiscal 1995, However, these small annual
reductlons account “for much more in

Washington--parlance...Because ..defense . -

spending had been projected td grow (o
$353. Lillion By 1995, a cimulative Increase -
of $176 Dilllon bver the levels agreed to by
the negotlators, Mr. Darman can claim
massive spending restraint. Rot the money
saved will not be used to reduce the deflelt,
nor will it be retarned to the taxpayers In
the form of tax rellef. Instead, these de-
fense savings are belng used to further the
appearanee - that  aggregate  spending ~
rowth Is Tlowing when, i (act, non-de-
fense speading 1s vishng at an unprece-

dontag yate,

—do that gives you the desired results?"' “-— ences at the Claremont Gradiiate School in—— .

The-Bush_Administrationﬁ-uEUdget—Shell Game -~ — -
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Permanent Cost Cutting

By PETER DRUCKER

Scores of large organizations — busi-
nesses of all kinds but also government
agencies, hospitals and universities—have
sharply cut staffs these past few years.
But few have realized the expected cost
savings. In some cases costs have even
gone up. In many more performance has
suffered. And there are growing employee
complaints about stress and work loads.

Cutting staffs to cut costs is putting the
cart before the horse. The only way to
bring costs down is to restructure the
work. This will then result in reducing the
number of people needed to do the job, and
far more drastically than even the most
radical staff cutbacks could possibly do.
Indeed. a cost crunch should always be
used as an opportunity to re-think and to
re-design operations.

Eliminate Operations

To start cost-cutting managements usu-
ally ask: “How can we make this opera-
tion more efficient”? It is the wrong ques-
tion. The question should be: “Would the
roof cave in if we stopped doing this work
altogether?"* And if the answer is “*proba-
bly not,” one eliminates the operation.
This is unpopular, to be sure. Some one
is bound to argue: *‘We needed this proce-
dure only 18 months ago and may need it
again 18 months hence.” But eliminating
an entire operation is by far the most ef-
fective way to cut costs, and the only one
likely to produce by itself permanent cost
savings. It is by no means accident that
the only places where cost-cutting done
during the past few years has produced
real savings are where an entire operatjon
was eliminated—in the commercial bank,
for instance, that closed down an unprofit-
able merchant-banking subsidiary.

And it is always amazing how many
of the things we do will never be missed.
One example—a fairly typical one—is the
old manual order-entry system used until
the task was computerized five years ago,
but still maintained “just in case.” An-
other is the system of duplicate patient
files that many hospitals maintain, one for
billing, one for patient-care, each run on a
different computer with a different pro-
gram. Altogether, up to one-third of all
clerical and control operations are likely to
be found unneeded. because they either
never served a purpose or because they
have outlived it. And nothing is less pro-
ductive than to make more efficient what
should not be done at all.

The next question in respect to the two-
thirds of operations that will be found to
serve a need is: ‘'What contribution to the
business should each make? What purpose
does it serve?” Managements usually
think the answer to be obvious. But more
often than not, no one has an answer; or
the answer is patently wrong: or, worst of
all, there is more than one.

*“Why do we check all our sales peoples’
expense accounts?" “To keep them honest,
of course.” But that is hardly a business
objective. The right answer is: ““To keep
sales expenses under control.”” And this is
best done—and at a fraction of the cost--
by determining expense standards based,
for instance, on a sales person’s need to
travel and on the number of nights spent
away tfrom home. All that is needed to ar-
rive at these standards is for a small num-
ber of experienced sales people to keep a
record of their actual expenses twice a
year for one week.

The previous system in the company—
the System that thought its purpose was
morality—kept 11 clerks busy the year
round. The new system employs not even
one full-time person. And it further ena-
bled the company-a large national whole-
saler of builders’ supplies—to cut its sales
force to 158 people from 167, despite a
steady growth in sales volume. Sales peo-
ple have more time 1o sell, when they no
longer misuse selling time filling out
lengthy “‘swindle sheets.”

Just as common as the wrong answer to
the question of what purpose a given oper-
ation serves, are two or more answers. But
a well-designed and cost-effective opera-
tion serves one purpose only. To combine
two or more in one operation means ineffi-
clencies and sky-high costs.

“We have two objectives in supplying
our 2800 national distributors,” said the
builders'-supply people in answer to the
question of what their big logistics opera-
tlon contributed. *“We make sure that none
of our distributors is ever out of stock. And
we make sure that we don't pile up excess

Drucker on Management

It is always amazing how
many of the things we do will
neverbemissed. Andnothing
15 less productive than to
make more efficient what
should not be done at all.

inventory.” What was needed were two
separate operations.

One would make sure that the distribu-
tors are always stocked adequately with
the fast-moving standard items that to-
gether account for about half of the firm's
dollar sales. This is being done by stocking
the distributors with 15% to 20% more of
these items than they will sell during the
next three weeks. There is no central in-
ventory of these items any more, and no
inventory control. The stock level for every
distributor is determined by systematic
spot checks, taken every other week, of the
actual retail sale of a 3% sample of distrib-
utors—that is of 84 distributors throughout
the country.- This requires only seven or
eight sales trainees, and has been found,
:nc}dentally. to be a most effective training
ool. .

A second operation then handles the
20% of “spectality” products—mostly big-
ticket items—that together account for the
other half of the firm's dollar sales (and
for a substantially larger part of its
profits). These are stocked in one centrai
warehouse located at the hub of an air
freight company, and shipped free of
charge by overnight air delivery anyplace
in the country within six hours of receipt of
the order.

The old system cost almost 1% of the
company's sales (and that in a business
where a 6% return on sales is considered
outstanding! ). The new systems together
cost less than one-third as much. And
where the old system kept 53 people busy
the two new systems together employ 20.
Yet the new systems give both, better
service and better inventory control.

The question of hotw to organize the re-

structured organization for maximum per-
formance and minimum cost comes only at
the very end. More computers to handle
more data faster is rarely the right an-
swer. To be sure, the end product will be
In many cases expressed by a computer
program. But the task is to define what in-
formation is needed rather than how to
manipulate it.

This may mean-as it did in one of my
eariier examples—switching from inside to
outside data, in order to find out the actual
retafl sales of one’s customers to the ulti-
mate consumers. it may mean-especially
in operations aimed at controlling a pro-
cess—shifting from counting to statistics
and sampling. Not only is sampling much
cheaper than counting, it is far more reli-
able. Statistical analysis alone can provide
the crucial information on which effective
control rests: the difference between fluc-
tuations within the permissible range of
normal, and the *‘exception,” that is the
genuine malfunction, which calls for im-
mediate remedy. .

Cutting costs is only the beginning. I
all that is being done is to cut costs without
putting in adequate cost prevention, a re-
currence of excess costs a few short years
hence, can be guaranteed. For costs never
drift down. Cost prevention requires steady
work on productivity improvement of ev-
ery operation, year in and year out—with
a 3% annual Improvement a mini-
mum goal. It requires that every operation
and every activity be put, every third year
or S0, to the question: "“Do we really need
to do this or should it be abandoned?” it
requires that new operations and actjvi-
tles—and especially new staff operations—~
be entered only if an old operation is aban-
doned or at least pruned back.

Each operation and activity should also
be questioned—again every three years—
as to the purpose it serves and the contri-
bution it makes to the business. And each,
finally, should be subjected to the ques-
tion: What is the simplest way to achieve
this purpose?

Excess Fat

By now most of us have learned the
hard way that dieting off fat is a good deal
more difficult than not putting it on in the
first place. Excess costs are excess fat.
Cutting costs rarely gets much support
from the work force itself; it means, after
all, laying off people. Without active work-
force participation, however, none of the
measures needed for effective cost control
are easy to implement. Indeed one reason
why so many of the cost-cutting efforts of
past years have failed to cut costs is that
they were imposed from above on a work
force that saw in thern a threat to their
own jobs and incomes. Cost prevention,
however, can count on active, and indeed,
enthusiastic work-force support. Em-
ployees know where the fat is. They also
know that low, controlled costs mean bet-
ter and more secure jobs.

A great deal more cost-cutting s stiil
needed, especially in big organizations
{and by no means only in American ones—
the big Japanese companies, e.g. the big
banks, are far more over-staffed still ). But
cost-cutting should always be used as the
first step towards building permanent cost
prevention into the organization.

Mr. Drucker is a professor of social sci-
ences at the Claremont Graduate School in
California.
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Permanent Cost Cutting

By PeTER DRUCKER

Scores of large organizations - busi-
nesses of all kinds but also government
agencies, hospitals and universities—have
sharply cut staffs these past few years.
But few have realized the expected cost
savings. In some cases costs have even
gone up. In many more performance has
suffered. And there are growing employee
complaints about stress and work loads.

Cutting staffs to cut costs is putting the
cart before the horse. The only way to
bring costs down is to restructure the
work. This will then result in reducing the
number of people needed to do the job, and
far more drastically than even the most
radical staff cutbacks could possibly do.
Indeed, a cost crunch should always be
used as an opportunity to re-think and to
re-design operations.

Eliminate Operations

To start cost-cutting managements usu-
ally ask: “How can we make this opera-
tion more efficient"? It is the wrong ques-
tion. The question should be: “Wouid the
roof cave in if we stopped doing this work
altogether?" And if the answer is *'proba-
bly not.” one eliminates the operation.
This is unpopular, to be sure. Some one
is bound 1o argue: ‘“\We needed this proce-
dure only 18 months ago and may need it
again 18 months hence.” But eliminating
an entire operation is by far the most ef-
fective way to cut costs, and the only one
likely to produce by itself permanent cost
savings. It is by no means accident that
the only places where cost-cutting done
during the past few years has produced
real savings are where an entire operation
was eliminated—in the commercial bank,
for instance, that closed down an unprofit-
able merchant-banking subsidiary.

And it is always amazing how many
of the things we do will never be missed.
One example-a fairly typical one—is the
old manual order-entry system used until
the task was computerized five years ago,
but still maintained "just in case." An-
other is the system of duplicate patient
files that many hospitals maintain, one for
billing, one for patient-care, each runon a
different computer with a different pro-
gram. Altogether, up to one-third of all
clerical and control operations are likely to
be found unneeded. because they either
never served a purpose or because they
have outlived it. And nothing is less pro-
ductive than to make more efficient what
should not be done at all.

The next question in respect to the two-
thirds of operations that will be found to
serve a need is: "“\What contribution to the
business should each make? What purpose
does it serve?" Managements usuaily
think the answer to be obvious. But more
often than not, no one has an answer: or
the answer is patently wrong; or, worst of
all, there is more than one.

“Why do we check ail our sales peoples’
expense accounts?" “To keep them honest,
of course.” But that is hardly a business
objective. The right answer is: “'To keep
sales expenses under control.” And this is
best done—and at a fraction of the cost—
by determining expense standards based.
for instance, on a sales person's need to
trave] and on the number of nights spent
away from home. All that is needed to ar-
rive at these standards is for a small num-
ber of experienced sales people to keep a
record of their actual expenses twice a
year for one week.

The previous system in the company -
the system that thought its purpose was
morality—kept 11 clerks busy the year
round. The new system employs not even
one full-time person. And it further ena-
bled the company~a large national whole-
saler of builders’ supplies—1to cut its sales
force to 158 people from 167, despite a
steady growth in sales volume. Sales peo-
ple have more time to seil, when they no
longer misuse selling time filling out
lengthy “swindle sheets.”

Just as common as the Wrong answer to
the question of what purpose a given oper-
atlon serves, are two or more answers. But
a well-designed and cost-effective opera-
tion serves one purpose only. To combine
two or more in one operation means ineffi-
ciencies and sky-high costs.

"“We have two objectives in supplying
our 2800 nationai agistributors,” said ihe
builders'-supply people in answer to the
question of what their big logistics opera-
tion contributed. *We make sure that none
of our distributors is ever out of stock. And
we make sure that we don't pile up excess

Drucker on Management
It is always amazing how
many of the things we do will
neverbemissed. Andnothing
15 less productive than to
make more efficient what
should not be done at 4ll,

inventory.” What was needed were two
separate operations.

One would make sure that the distribu-
tors are always stocked adequately with
the fast-moving standard items that to-
gether account for about half of the firm's
dollar sales. This is being done by stocking
the distributors with 15% to 20% more of
these items than they will sell during the
next three weeks. There is no central in-
ventory of these items any more, and no
inventory control. The stock level for every
distributor is determined by systematic
spot checks, taken every cther week, of the
actual retail sale of 2 3% sample of distrib-
utors—that is of 84 distributors throughout
the country. This requires only seven or
eight sales trainees, and has been found,
inc:demally, to be a most effective training
tool. -

A second operation then handles the
20% of “speciality" products—mostly big-
ticket items—that together account for the
other half of the firm's dollar sales (and
for a substantially larger part of its
profits). These are stocked in one central
warehouse located at the hub of an ajr
freight company, and shipped free of
charge by overnight air delivery anyplace
in the country within six hours of receipt of
the order.

The old system cost almost 1% of the
company's sales (and that in a business
where a 6% return on sales is considered
outstanding!). The new systems together
cost less than one-third as much. And
where the old system kept 53 people busy
the two new systems together employ 20.
Yet the new systems give both, better
service and better fnventory control.

The question of how to organize the re-

structured organization for maximum per-
formance and minimum cost comes only at
the very end. More computers to handle
more data faster is rarely the right an-
swer. To be sure, the end product will be
In many cases expressed by a computer
program. But the task is to define what in-
formation is needed rather than how to
manipulate it.

This may mean-as it did in one of my
earlier examples—switching from inside to
outside data, in order to find out the actua)
retall sales of one's customers to the uitl-
mate consumers. It may mean-especially
in operations aimed at controlling a pro-
cess—shifting from counting to statistics
and sampling. Not only is sampling much
cheaper than counting, it is far more relj-
able. Statistical analysis alone can provide
the crucial information on which effective
control resis: the difference betweer fluc-
tuations within the permissible range of
normal, and the ‘‘exception,” that is the
genuine malfunction, which calls for im-
mediate remedy.

Cutting costs is only the beginning. If
all that is being done is to cut costs without
putting in adequate cost prevention, a re-
currence of excess costs a few short years
hence, can be guaranteed. For costs never
drift down. Cost prevention requires steady
work on productivity improvement of ev-
ery operation, year in and year out~with
a 3% annual improvement a mini-
mum goal. It requires that every operation
and every activity be put, every third year
or so, to the question: Do we really need
to do this or should it be abandoned?" It
requires that new operations and activi-
ties—and especially new staff operations—
be entered only if an old operation is aban-
doned or at least pruned back.

Each operation and activity should also
be questioned—again every three years—
as to the purpose it serves and the contri-
bution it makes to the business. And each,
finally, should be subjected to the ques-
tion: What is the simplest way to achieve
this purpose?

Excess Fat

By now most of us have learned the
hard way that dieting off fat is a good deal
more difficult than not putting it on in the
first place. Excess costs are excess fat.
Cutting costs rarejy gets much support
from the work force itself: it means, after
all, laying off people. Without active work-
force participation, however, none of the
measures needed for effective cost control
are easy to implement. Indeed one reason
why so many of the cost-cutting efforts of
past years have failed to cut costs is that
they were imposed from above on a work
force that saw in them a threat to their
own jobs and incomes. Cost prevention,
however, can count on active, and indeed,
enthusiastic work-force support. Em-
ployees know where the fat is. They also
know that low, controlled costs mean bet-
ter and more secure jobs.

A great deal more cost-cutting Is still
needed, especially In big organizations
(and by no means only in American ones—
the big Japanese companies, e.g. the big
banks, are far more over-staffed still ). But
cost-cutting should always be used as the
first step towards building permanent cost
prevention into the organization.

Mr. Drucker is a professor of social sci-
ences at the Claremont Graduate School in
California.
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How to Be Competitive Though Big

By PeTeER F. DRUCKER

The big companies dominate the heaii :

unes. But midsized businesses are fast re-
slacing them as the engines driving the
Ainerican economy.

Between 1985 and 1930 American manu-
{actured-goods exports rose by more than
0% in volume; those to Japan actually
doubled. Yet, only two of the nation’s big-
gest companies, Boeing and General Elec-
tric—selling airplanes and aircraft en-
sines, respectively —significantlyincreased
exports. The rest of the growth—the fastest
ever recorded In peacetime America, and
one of the fastest in any country's his-
tory—was contributed by medium-sized
firms with sales (in 1990 dollars) of more
than $75 million to less than $1 billion.

Since the 1987 stock market crash, big
businesses across the board have steadily
cut employment. Indeed, for the first time
suee the Great Depression, big businesses
have been laying off white-collar people in
laree numbers. Yet, until the second half
of last year, total employment still grew
faster than population. Labor-force partici-
pation remained the highest in our history
1and the highest ever recorded in peace-
time for a developed country), and unem-
ployment remained at a boom-time low.
At least 75% of America’s almost explosive
employment growth since 1975 took place
in midsized businesses.

Handicaps Disappeared

During the past decade or two, midsized
business has become more competitive and
big business less competitive. The handi-
caps under which midsized business used
1o labor have largely disappeared. Above
all. now that a managerial or professional
job in the big company no longer promises
life-time security as it did only 10 years
ago, midsized companles are fast becom-
ing the employers of choice for many of
the ablest young people.

Bul more important than the strength-
ening of the midsized firm is the decline in
the advantage of being big.

The manufacturing companies that
dominated their industries during the past
hundred years—GE, Siemens and Philips;

.'Procter & Gamble, Unilever and Nestle;

Du Pont, Hoechst and ICI; International
Harvester and International Paper. the
Standard Oil companies, Shell and Texaco:
GM, Ford, Fiat and Daimler-Benz—were
all built on the same conceptual founda-
tion. And so was the Bell Telephone Sys-
tem. To each industry, the theory asserted,
belongs one clearly delineated technology.
It generates all the knowledge needed to
lead the industry. In turn, whatever knowl-
edge comes out of the industry's specific

This theory enabled the successful re-
tailer to change from being a *'distributor™
of goods designed by outside makers into
being a “'buyer” who creates and designs
the goods he sells—the pioneers were Sears
and Marks & Spencer in the '20s and early
'30s. Again, the theory still worked in the
postwar period. Kmart, for instance, was
buiit on it.

No new theories on which a big business
can be built have emerged. But the old
ones are no longer dependable. Technolo-
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No new theories on which a big business can be built
have emerged. But the old ones are no longer dependable.

technology will become a salable product
for the company. And there is, the theory
asserted further, very little if any overlap
between different technologies and be-
tween different industries based on them.

This theory still underlay the rise of the
very big companies of the post-World War
11 period, such as IBM in the U.S. and Mat-
sushita, Hitachi and Toyota in Japan. It
also underlay the rise since 1950 of such
pharmaceutical giants as Hoffmann-La
Roche, Merck and Pfizer. One of them,
only 20 years ago, defined Its business as
“the application of biochemistry to supply-
ing whatever products are needed in heaith
care.” And Citibank's strategy for becom-
ing the world's first financial institution
that is both transnational and a “‘universal
bank'* was based on the same theory of the
business.

A parallel theory underlay the rise of
the large retailers, such as Sears Roebuck
in the U.S., Marks & Spencer in Britain,
and the department-store chains in the
U.S., Western Europe and Japan. They as-
sumed homogeneous but totally distinct
mass markets, again with little overlap be-
tween them. Everything bought by a cus-
tomer within one of these markets would
belong in the same value category, in
terms of pri¢cé of quality or life-style ap-
peal.

gies are no longer discrete. They overlap
and criss-cross each other. No industry or
company can be fed out of one technologi-
cal stream. However brilliant its work,
even AT&T's magnificent Bell Labs can no
longer supply everything the telecommuni-
cations industry needs, nor can IBM's
equally magnificent labs supply all the
software or semi-conductor designs that
IBM’s computers need. Health-care prod-
ucts, competing with one another, now
come out of organic chemistry and phar-
macology, genetics and molecular biology,
physics and electronic engineering.

Conversely, one technology no longer
feeds only one industry. Much of what the
research labs of the big companies are
now discovering finds its major application
outside of the company and even outside of
the industry—in the case of Bell Labs, for
instance, outside of telecommunications.
Above all, “industry” is becoming a very
fuzzy term indeed.

Twenty-five years ago, computers and
telephones were separate industries. Now
AT&T has decided that telecommunica-
tions leadership requires acquiring a ma-
jor computer company—NCR, a century-
old maker of cash registers and a leader in
computerized office equipment. Twenty-
flve years ago, coplers, printing ma-
chinery, typewriters and computers were

separate industries, each with its own tech-
nology and its own markets. Xerox now of-
fers a machine that is a copier, high-speed
printer, word processor and fair-sized com-
puter all in one.

Similarly, the assumptions on which the
big retailers have been operating no longer
hold. There is increasing segmentation in
all markets, and increasing overlap and
criss-crossing between them. No one, for
instance, in the office-furniture market
could tell any more what is industrial,
wholesale and retail.

Big businesses are not going to disap-
pear. On the contrary, we will need quite a

few big businesses, some even bigger than -

anything we have today. Information and
money are becoming increasingly global.
New challenges, such as the environment,
demand the kind of transnational work
that only very big enterprises can perform.
And there are many products and services
that can be supplied efficiently only by big
organizations: building a big power plant
or a pipeline; producing passenger jets;
making paper; running long-distance tele-
phone service, or making automobiles and
trucks that can be serviced throughout the
world or at least across a continent—the
list is endless.

Global competition in high technology
almost certainly requires bigness. The
competitors threatening America’s global
position in high-tech industries, whether
semiconductors, computers, factory auto-
mation or high-resolution TV, are not
lonely garage mechanics. They are multi-
billion-dollar giants. And the only Ameri-
can companies that have successfully
fought them so far are very big compa-
nies—IBM, Intel, Motorola and Xerox, for
example.

The challenge, therefore, is for the cor-
poration to learn how to be competitive de-
spite being big. This means becoming mar-
ket-driven. It means building into the com-
pany's system an organized abandonment
of yesterday's products and technologies.
It means organizing the whole business
around innovation. Big businesses will
have to become not only better but differ-
ent. “Synergy” will be out. The more
clearlv a business (esbeciallv a hig one) is

focused on one product range or on one
market, the better it is likely to do.

Another implication: Whatever diversi-
fication a big business needs—e.g., to gain
access to a different technology or a differ-
ent market—is better achieved through
strategic alljances, such as partnerships,
joint ventures and minority participations,
than through acquisitions or grass-roots
developments.

Finally, decentralization is no longer
enough for a muiltiproduct, multitechnol-
ogy. multimarkets company; the various
units have to be set up as truly separate
businesses. This is what GE, for instance,
is trying to do In setting up 13 “Strategic
Business Units.” One might go a step fur-
ther and organize the big business the way
GE's European counterpart, Stemens in
Germany, is organized: as a “group” in
which each business is a separate com-
piny with its own CEO and board.

The Right Size

Big diversified companies of tomorrow
may not even have ‘‘central manage-
ment.”” They may emulate the two most
successful builders of large business em-
pires in the past two decades, the Ameri-
can investor Warren Buffett and the Anglo-
American Hanson PLC. Both operate as
“investors” that “‘supervise.”” They make
sure that their individual businesses have
the right plan, the right strategy and the
management they need. But they do not
“‘manage.”

Still, bigness will no longer be desirable
in itself. It will have to serve a function.
qu 100 years superior performance went
with being the biggest in a given industry.
From now on it will increasingly mean be-
ing the right size. And in most fields this
ynll mean being midsized—as the leaders
in American exports of manufactured
goods already are,

The shift from the big to the midsized
enterprise as the economy's center of
gravity is a radical reversal of the trend
that dominated all developed economies
for more than a century. It has been all

“but ignored so far by economists, politi-

cians and the media. It may well, however,
have been the most important economic
event of the past 20 years. One of its conse-
quences is that to be competitive despite
being big is fast becoming the new man-
agement challenge.

Mr. Drucker is « professor of social sci-
ences at the Claremaeyt (:raduate School in

o lilfmeain
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‘How to Be Competitive Though Big

By PETER F. DRUCKER

The big companies dominate the head-?
iines. But midsized businesses are fast re-
placing them as the engines driving the
American economy.

Between 1985 and 1990 American manu-
iactured-goods exports rose by more than
507 in volume; those to Japan actually
doubled. Yet, only two of the nation’s big-
gest companies, Boeing and General Elec-
tric—selling airplanes and aircraft en-
gines, respectively—slgnlficantlyincreased
exports. The rest of the growth—the fastest
ever recorded in peacetime America, and
one of the fastest in any country's his-
tory—was contributed by medium-sized
firms with sales (in 1990 dollars) of more
than $75 miilion to less than $1 billion.

Since the 1987 stock market crash, big
businesses across the board have steadily
cut employment. Indeed, for the first time
since the Great Depression, big businesses
have been laying off white-collar people in
large numbers. Yet, until the second half
of last year, total employment still grew
faster than population. Labor-force partici-
pation remained the highest in our history
1and the highest ever recorded in peace-
time for a developed country), and unem-
ployment remained at a boom-time low.
At ieast 75% of America's almost explosive
employment growth since 1975 took place
in midsized businesses.

Handicaps Disappeared

During the past decade or two, midsized
business has become more competitive and
big business less competitive. The handi-
caps under which midsized business used
10 labor have largely disappeared. Above
all. now that a managerial or professional
job in the big company no longer promises
life-time security as it did only 10 years
ago, midsized companies are fast becom-
ing the employers of choice for many of
the ablest young people.

But more important than the strength-
ening of the midsized firm is the decline in
the advantage of being big.

The manufacturing companies that
dominated their industries during the past
hundred years—GE, Siemens and Philips;

Procter & Gamble, Unilever and Nestle;
Du Pont, Hoechst and ICI; International
Harvester and International Paper: the
Standard Oil companies, Shell and Texaco;
GM, Ford, Fiat and Daimler-Benz—were
all built on the same conceptual founda-
tion. And so was the Bell Telephone Sys-
tem. To each industry, the theory asserted,
belongs one clearly delineated technology.
1t generates all the knowledge needed to
lead the industry. In turn, whatever knowl-
edge comes out of the industry's specific

This theory enabled the successful re-
tailer to change from being a “'distributor”
of goods designed by outside makers into
being a ‘‘buyer’ who creates and designs
the goods he sells—the pioneers were Sears
and Marks & Spencer in the '20s and early
'30s. Again, the theory still worked in the
postwar period. Kmart, for instance, was
built on it.

No new theories on which a big business
can be built have emerged. But the old
ones are no longer dependable. Technolo-
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No new theories on which a big business can be buslt
have emerged. But the old ones are no longer dependable.

technology will become a salable product
for the company. And there is, the theory
asserted further, very little if any overlap
between different technologies and be-
tween different industries based on them.

This theory still underiay the rise of the
very big companies of the post-World War
11 period, such as IBM in the U.S. and Mat-
sushita, Hitachi and Toyota in Japan. It
also underlay the rise since 1950 of such
pharmaceutical giants as Hoffmann-La
Roche, Merck and Pfizer. One of them,
only 20 years ago, defined its business as
“the application of biochemistry to supply-
ing whatever products are needed in health
care.” And Citibank's strategy for becom-
ing the world's first financial institution
that is both transnational and a *‘universal
bank'' was based on the same theory of the
business.

A parallel theory underlay the rise of
the large retailers, such as Sears Roebuck
in the U.S., Marks & Spencer in Britain,
and the department-store chains in the
U.S., Western Europe and Japan. They as-
sumed homogeneous but totally distinct
mass markets, again with little overlap be-
tween them. Everything bought by a cus-
tomer within one of these markets would
belong in the same value category, in
terms of price or quality or life-style ap-
peal.

gles are no longer discrete. They overlap
and criss-cross each other. No industry or
company can be fed out of one technologi-
cal stream. However brilliant its work,
even AT&T's magnificent Bell Labs can no
longer supply everything the telecommuni-
catfons industry needs, nor can IBM's
equally magnificent labs supply all the
software or semi-conductor designs that
IBM's computers need. Health-care prod-
ucts, competing with one another, now
come out of organic chemistry and phar-
macology, genetics and molecular biology,
physics and electronic engineering.

Conversely, one technology no longer
feeds only one industry. Much of what the
research labs of the big companies are
now discovering finds its major application
outside of the company and even outside of
the industry—in the case of Bell Labs, for
instance, outside of telecommunications.
Above all, “industry’ is becoming a very
fuzzy term indeed.

Twenty-five years ago, computers and
telephones were separate industries. Now
AT&T has decided that telecommunica-
tions leadership requires acquiring a ma-
jor computer company—NCR, a century-
old maker of cash registers and a leader in
computerized office equipment. Twenty-
five years ago, copiers, printing ma-
chinery, typewriters and computers were

separate industries, each with its own tech-
nology and its own markets. Xerox now of-
fers a machine that is a copier, high-speed
printer, word processor and fair-sized com-
puter all in one.

Similarly, the assumptions on which the
big retailers have been operating no longer
hold. There is increasing segmentation in
all markets, and increasing overlap and
criss-crossing between them. No one, for
instance, in the office-furniture market
could tell any more what is industrial,
wholesale and retail.

Big businesses are not going to disap-
pear. On the contrary, we will need quite a

few big businesses, some even bigger than -

anything we have today. Information and
money are becoming increasingly global.
New challenges, such as the environment,
demand the kind of transnational work
that only very big enterprises can perform.
And there are many products and services
that can be supplied efficiently only by big
organizations: building a big power plant
or a pipeline; producing passenger jets:
making paper; running long-distance tele-
phone service, or making automobiles and
trucks that can be serviced throughout the
world or at least across a continent—the
list is endless.

Global competition in high technology
almost certainly requires bigness. The
competitors threatening America's global
position in high-tech industries, whether
semiconductors, computers, factory auto-
mation or high-resolution TV, are not
lonely garage mechanics. They are multi-
billion-dollar giants. And the only Ameri-
can companies that have successfully
fought them so far are very big compa-
nies—IBM, Intel, Motorola and Xerox, for
example.

The challenge, therefore, is for the cor-
poration to learn how to be competitive de-
spite being big. This means becoming mar-
ket-driven. It means building into the com-
pany’s system an organized abandonnient
of yesterday's products and technologies.
It means organizing the whole business
around innovation. ‘Big businesses will
have to become not only better but differ-
ent. “Synergy" will be out. The more

clearlv a business (esoeciallv a big one}is

focused on one product range or on one
market, the better it is likely to do.

_ Another implication: Whatever diversi-
fication a big business needs—e.g., to gain
access to a different technology or a differ-
ent market—is better achieved through
strategic alliances, such as partnerships,
joint ventures and minority participations,
than through acquisitions or grass-roots
developments.

Finally, decentralization is no longer
enough for a multiproduct, multitechnol-
ogy, muitimarkets company: the various
units have to be set up as truly separate
businesses. This is what GE, for instance,
is trying to do in setting up 13 "Strategic
Business Units.” One might go a step fur-
they and organize the big business the way
GE's European counterpart, Siemens in
Germany, is organized: as a “‘group” in
which each business is a separate com-
pany with its own CEO and board.

The Right Size

Big diversified companies of tomorrow
may not even have ‘central manage-
ment.”" They may emulate the two most
spccegsful builders of large business em-
pires in the past two decades, the Ameri-
can investor Warren Buffett and the Anglo-
American Hanson PLC. Both operate as
“investors’' that '‘supervise.” They make
sure that their individual businesses have
the right plan, the right strategy and the
management they need. But they do not
‘‘manage.”

_ Still, bigness will no longer be desirable
in itself. It will have to serve a function.
qu 100' years superior performance went
with being the biggest in a given industry.
From now on it will increasingly mean be-
ing the right size. And in most fields this
yvnll mean being midsized—as the leaders
in American exports of manufactured
goods already are.

The shift from the big to the midsized
enterprise as the economy's center of
gravity Is a radical reversal of the trend
that dominated all developed economies
for more than a century. It has been all
but ignored so far by economists, politi-
cians and the media. It may well, however,
have been the most important economic
event of the past 20 years. One of its conse-
quences is that to be competitive despite
being big is fast becoming the new man-
agement challenge.

Mr. Drucker is 1 professor of social sci-
ences al the Clarem.~! Gr- ‘uate School in
California.

e



THE WALL STREET JOURNAL THURSDAY, MAY 9, 1991 -

A Better Way to Pay for College

By PETER F. DRUCKER

The “prestige” private colleges—the
likes of Princeton, Amherst, the University
of Chicago, Oberlin, Carleton and the
Claremont Colleges (where I teach)—are
all running scared. '‘How much longer,”
they ask, *‘will we still attract enopgh first-
rate students?” They are hiring marketing

corisultants to “‘polish our image,” churn"

out glossy recruiting brochures, and ro-

mance promising high-school seniors and

their guidance counselors. And they have
reason to worry.

Ten—even five—years ago, these col-
leges enjoyed a boom in applications even
though the number of young people in the

nation reaching college age was plummet- -

ing. Today, the college-age decline has bot-
tomed out, and the number of youngsters
qualified by their grades and test scores
for admission to a prestige school is actu-
ally going up. Yet, applications are going
down. The market share of the prestige

colleges has been falling steadily these -

past five years, perhaps by as much as
one-fifth. It is still going down..

There is only one reason for this decline
in market share: “sticker shock.” The
number of youngsters wanting to go to a

| prestige school is as large as ever: and so
1 is the number of parents who would like to

send their child to one. But more and more
of these youngsters, no matter how well
qualified, do not even apply. They know
that they cannot afford it. -

The colleges have only themselves to

blame. They all talk about ‘‘marketing,” .

but they are guilty of the worst of all mar-
keting sins: negative misrepresentation.

“In 1991-92 it'll cost you $20,000 a year
to come here,” the prestige schools now
tell prospective customers. But the rela-
tionship between this “sticker price” and
the real cost for the average student is no

closer than that between what the shop- .

keeper in-the curio shop next to the Pyra-
mids-first asks for one of his “guaranteed
fakes” and what even the most gullible
tourist pays in the end.

More Like $11,000 a Year

The average prestige-college students
will end up paying around $11,000 up
front—that is, not much more than half the
sticker price. ’ T

To be sure, up to two-fifths of the stu-
dents actually pay the advertised price.
But even they have access to student loans
of about $2,000 to $2,500 a year. Three out
of every five students, however, get ‘“‘fi-
nancial aid"~the euphemism for “dis-
count."” Prestige colleges now offer an av-
erage financial-aid discount of $6,000 per
student. Student loans, as already men-
tioned, cover an added $2,000 to $2,500. And
a final $1,000 to $1,500 is accounted for by
credit for work done by.the student on
campus. This then leaves an average bill
of $11,000 per student. Of course, since that
Is the average, many students pay less.

The colleges like to shroud financial aid
in secrecy and mumbo-jumbo. But in the
great majority of cases it is determined by
"a fairly straightforward formula: Take the
applicant’s family income; add to it what-
ever additional cash the applicant can
draw on, e.g. from a trust fund set up by
Grandmother; make a small allowance in
the applicant’s favor if any siblings are
currently in college—and, presto, the ad-

| missions office knows within a few dollars

how much financial aid it is going to allo-
cate.

By and large, all the colleges use the
same financial-aid formula. In fact, the
Justice Department recently indicted the

Ivy League schools for price-fixing be-
cause they jointly set the financial-aid for-
mula they all follow. The only ones who
don’t even know that there is a formula
and who don’t know how much they will
have to pay are the -prospective cus-
tomers. )

To be sure, $11,000 is still a.lot of money
for one year of college—though, adjusted

" for inflation,. it is about what prestige col-
_leges charged during the Depression. It is

also not significantly more than the $8,000
to $9,000 charged out-of-state students by
major state universities. Above all, all our
evidence shows that more than enough
qualified ~applicants and their families
would be petfectly willing to pay what col-
leges actually charge if only they knew the
amount in advance. Just publishing the fi-
nancial-aid formulas would almost over-
night reverse the downward trend in appli-
cations at the prestige private colleges—it
would probably swamp them.

But this would still be only a temporary
fix. Five—at most 10—years out, the pres-

Drucker on Management
Five—at most 10—years
out, the prestige private
schools will find themselves
in deep trouble again unless .
they change the way they
price. .

tige private schools would find themselves
in deep trouble again unless they change
the way they price. . o

The prestige private schools depend on
a low student-to-faculty ratio, which means
that faculty costs are high to begin with,

And faculty costs will be under tremendous -

upward pressure as the present glut of
Ph.D.s turns into a shortage around 1995.
Unless the prestige private schools (and
private schools in general) change the way
they collect their money, their charges will
sooner or later—and probably sooner—ap-
pear unacceptably high even with finan-
cial aid. In the end, under the current sys-
tem, college charges will go so high that
they will end up being taken over by the
taxpayer, and the private college will be-
come a thing of the past.

The basic problem of American higher
education is that traditionally it has been
priced no different from the way food, soap
or shoes are priced. Customers pay in full
when they take delivery of the merchan-
dise. But a college education is not a con-
sumer good that will be used up.and gone
within a short time. It is a long-term in-
vestment in the lifetime earning power of
the graduate: As a consumer good, college
education is becoming more and more of a
bargain, and none a greater one than the
degree of a prestige school.

The lifetime earnings of a person with a
college degree are-about three times those
of a person without a college degree. And

the lifetime earnings of a person with 4 de- -

gree from one of the prestige schools are
even higher. This gap is widening as jobs
paying above-average money without re-
quiring advanced education—mainly blue-
collar jobs in unionized mass-production
industries—are fast disappearing.

Using present prices: Average prestige-
school graduates will have put about $50,-
000 of their or their families' money into
their college educations by the time they

get their degrees. But the difference be-
tween their expected lifetime earnings and
those of a graduate of any other kind of
college may be as high as $500,000. The
difference between their expected lifetime
earnings and those of a non-college gradu-
ate may well exceed $1.5 million. )

This may not be what the faculty means
when it talks of “quality.” But it is very
much what potential students and their
parents mean when they talk of *‘prestige
schools.” :

It would not be very difficuit to shift
paying for a college education from the
“front end,” when most students have no
money and next-to-no earning power, to a .
later period when their incomes are al-
ready sizable and rising fast. A substantial
percentage of the students probably will
elect to stick with the present system and
pay in full while in school. And every stu-
dent probably should be expected to pay a
sizable portion of the bill—maybe a third—
when the expense is incurred. But up to
two-thirds of the bill could be postponed, if
the student so chose, with the first install-
ment payable (with adequate interest, of
course) no later than, perhaps, five years
after graduation and the last one no later
than 15 years thereafter (ie., before the
graduates are well into their 40s and have
college-age children themselves).

Students exercising this option would
have to agree to have the installments paid
through payroll deduction—something that
came close to being made a requirement
40 years ago when we first went into feder-
ally guaranteed student loans. And they
should be required to take out 20-year term
life insurance for the amount of the out-
standing liability; such insurance at age 22
costs practically nothing.

Little Financial Burden

Then the repayment claim for the in-
vestment made by the college in the future
earning power of the student would be-
come an eminently salable security, bear-
ing little risk and a fair rate of return. The
college under such a plan could be sure
of being paid. The former student, now a
graduate with a job and a decent income,
could -easily carry the annual instaliment,
even if in a low-paying profession such as
the ministry or nursing. And the gradu-
ate's family would have little or no finan-
cial burden at all. Under such a system,
the colleges could charge what they need
to build faculty and curriculum and still
would not price themselves out of the qual-
ity-student market, as they are now about
to do. :

Neither of these proposals—to publish
the real cost of going to college and to
price college education according to the
recipient’s earning power—are new. John
Silber, longtime president of Boston Uni-
versity—the largest, at 28,000 students, of
the prestige private colleges—has advo-
cated for years that we move the student’s
repayment liability into the graduate's
earning years. And every college adminis-
trator readily agrees that the present sys-
tem misdirects prospective customers and
steadily erodes the private colleges’ con-
stituency and their ability to attract the
students they need to survive. But the only
thing the colleges have been doing so far is
raising the sticker price 15%,. year after
year. It makes me wonder whether the
private colleges really want to survive.

Mr. Drucker is a professor.of social sci-
ences at the Claremont Graduate School in
California.
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A Better Way to Pay for College

By PETER F. DRUCKER
The ‘‘prestige” private colleges—the
likes of Princeton, Amherst, the University
of Chicago, Oberlin, Carleton and the
Claremont Colleges (where I teach)-are
all running scared. “How much longer,”
they ask, *‘will we still attract enough first-
rate students?" They are hiring marketing
consultants to *‘polish our image,” churn
out glossy recruiting brochures, and ro-
mance promising high-school seniors and
their guidance counselors. And they have
reason to worry. '
. Ten—even five—years ago, these col-
leges enjoyed a boom in applications even
though the number of young people in the
nation reaching college age was plummet-
ing. Today, the college-age decline has bot-
tomed out, and the number of youngsters
qualified by their grades and test scores
for admission to a prestige school s actu-
ally going up. Yet, applications are going
down. The market share of the prestige
colleges has been falling steadily these
past five years, perhaps by as much as

one-fifth. It is still going down.
There is only one reason for this decline
in market share: ‘“sticker shock.” The
number of youngsters wanting to go to a

prestige school is as large as ever; and so .

is the number of parents who would like to
send thefr child to one. But more and more
of these youngsters, no matter how well

qualified, do not even.apply. They know

that they cannot afford it.” -
" The colleges have. only. themselves to

blame. They all talk about “marketing,” .

but they are guilty of the worst of all mar-
keting sins: negative misrepresentation.
- *“In 1991-92 it'll cost you $20,000 a year
to come here,” the prestige schools now
tell prospective customers. But the rela-
tionship between this “‘sticker price” and
the real cost for the average student is no
‘closer than that between what the shop-
keeper in the curio shop next to the Pyra-
mids first asks for one of his ‘“‘guaranteed
fakes” and what even the most gullible
tourist pays in the end.
More Like $11,000 a Year

The average prestige-college students
will end up paying around $11,000 up
front—that is, not much more than half the
sticker price.

To be sure, up to two-fifths of the stu-
dents actually pay the advertised price.
But even they have access to student loans
of about $2,000 to $2,500 a year. Three out
of every five students, however, get *fi-
nancial aid'’—the euphemism for *“‘dis-
count.” Prestige colleges now offer an av-
erage financial-aid discount of $6,000 per
student. Student loans, as already men-

. tioned, cover an added $2,000 to $2,500. And

a final $1,000 to $1,500 is accounted for by
credit for work done by the student on
campus. This then leaves an average bill

*of €11 000 nar ctitdant OF canreg cinca that:

Ivy League schools for price-fixing be-
cause they jointly set the financial-aid for-
mula they all follow. The only ones who
don't even know that there is a formula
and who don't know how much they will
have to pay are the prospective cus-
tomers.

To be sure, $11,000 is still a lot of money

for one year of college—though, adjusted

for inflation, it is about what prestige col-
leges charged during the Depression. It is
also not significantly more than the $8,000
to $9,000 charged out-of-state students by
major state universities, Above ail, all our
evidence shows that more than enough
qualified applicants and their families
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Frve—at most 10—years
out, the oprestige private
schools will find themselves
in deep trouble again unless
they chamge the way they

price.

- would be perfectly willing to pay what col-

leges actually charge if only they knew the
amount in advance. Just publishing the fi-

“nancial-aid formulas would almost over-

night reverse the downward trend in appli-

catlons at the prestige private colleges_-;_-it .

would probably swamp them. = . <.
. But this would still be only a temporary
fix. Five—at most 10—years out, the pres-
tige private schools would find themselves
in deep trouble again unless they change
the way they price. - : - Lo

" " The prestige private scﬁools ﬁepexici on-
a low student-to-faculty ratio, which means -

that faculty costs are high.to begin with.
And faculty costs will be under tremendous
upward pressure as the present glut of
Ph.D.s turns into a shortage around 1995.
Unless the prestige private schools (and
private schools in general ) change the way
they collect their money, their charges will
sooner or later—and probably sooner—ap-
pear unacceptably high even with finan-
cial aid. In the end, under the current Sys-
tem, college charges will go so high that
they will end up being taken over by the
taxpayer, and the private college will be-
come a thing of the past. :

The basic problem of American higher
education is that traditionally it has been
priced no different from the way food, soap
or shoes are priced. Customers pay in full
when they take delivery of the merchan-
dise. But a college education is not a con-
sumner good that will be used up and gone
within a short time. It is a long-term in-
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their college educations by the time they
get their degrees. But the difference be-
tween their expected lifetime earnings and
those of a graduate of any other kind of
college may be as high as $500,000. The
difference between their expected lifetime
earnings and those of a non-college gradu-
ate may well exceed $1.5 million.

This may not be what the faculty means
when it talks of “quality.” But it is very
much what potential students and their
parents mean when they talk of “‘prestige
schools.”

It would not be very difficult to shift
paying for a college education from the
*“front end,” when most students have no
money and next-to-no earning power, to a
later period when their incomes are al-

“ready sizable and rising fast. A substantial

percentage of the students probably will
elect to stick with the present system and
pay in full while in school. And every stu-
dent probably should be expected to pay a
sizable portion of the bill-maybe a third—
when the expense is incurred. But up to
two-thirds of the bill could be postponed, if
the student so chose, with the first instal-
ment payable (with adequate interest, of
course) no later than, perhaps, five years
after graduation and the last one no later
than 15 years thereafter (ie., before the
graduates are well into their 40s and have
college-age children themselves).

. " Students exercising this option would

have to agree to have the installments paid
through payroll deduction—something that
came close to being made a requirement
40 years ago when we first went into feder-
ally guaranteed student loans. And they

_should be required to take out 20-year term

life insurance for the amount of the out-

_ standing lability; such insurance at age 22

costs practically nothing.
‘Little Financial Burden

. Then the repayment claim for the in-
vestment made by the college in the future
earning power of the student would be-
come an eminently salable security, bear-
ing little risk and a fair rate of return. The
college under such a plan could be sure
of being paid. The former student, now a
graduate with a job and a decent income,
could easily carry the annual installment,
even if in a low-paying profession such as
the ministry or nursing. And the gradu-
ate's family would have little or no finan-
cial burden at all. Under such a system,
the colleges could charge what they need
to build faculty and curriculum and still
would not price themselves out of the qual-
ity-student market, as they are now about
to do.

Neither of these proposals—to publish

.the real cost of going to college and to

price college education according to the
recipient’s earning power—are new. John
Silber, longtime president of Boston Uni-
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they ask, “‘will we still attract enough first-
rate students?"’ They are hiring marketing
consultants to “polish our image,” churn
out glossy recruiting brochures, and ro-
mance promising high-school seniors and
their guidance counselors. And they have
reason to worry. :

Ten—even five—years ago, these col-
leges enjoyed a boom in applications even
though the number of young people in the
nation reaching college age was plummet-
ing. Today, the college-age decline has bot-
tomed out, and the number of youngsters
qualified by their grades and test scores
for admission to a prestige school is actu-
ally going up. Yet, applications are going
down. The market share of the prestige
colleges has been falling steadily these
past five years, perhaps by as much as
one-fifth. It is still going down.

There is only one reason for this decline
in market share: “sticker shock.” The
number of youngsters wanting to go to a

prestige school is as large as ever; and so .

Is the number of parents who would like to
send their child to one. But more and more
of these youngsters, no matter how well
qualified, do not even.apply. They know
that they cannot afford it. - :

__ The colleges have. only, themselves to
blame. They all talk about “marketing,”
but they are guilty of the worst of all mar-
keting sins: negative misrepresentation. .

~*In 1991-92'it'll cost you $20,000 a year
to come here,” the prestige schools now .

tell prospective customers. But the rela-
tionship’ between this “‘sticker price”” and
the real cost for the average student is no
‘closer than that between what the shop-

keeper in the curio shop next to the Pyra- -

mids first asks for one of his “guaranteed

fakes” and what even the most gullible

tourist pays in the end.
More Like $11,000 a Year

The average prestige-college students
will end up paying around $11,000 up
front—that is, not much more than haif the
sticker price.

To be sure, up to two-fifths of the stu-
dents actually pay the advertised price.
But even they have access to student loans
of about $2,000 to $2,500 a year. Three out
of every five students, however, get “fi-
nancial aid"—the euphemism for *dis-
count.” Prestige colleges now offer an av-
erage financial-aid discount of $6,000 per
student. Student loans, as already men-

. tioned, cover an added $2,000 to $2,500. And
afinal $1,000 to $1,500 is accounted for by

credit for work done by the student on

: campus. This then leaves an average bill
--af $11,000 per student. Of course, since that
‘Is the average, many students pay less.

- The colleges like to shroud financial aid

:in secrecy and mumbo-jumbo. But in the

great majority of cases it is determined by

- a fairly straightforward formula: Take the
- applicant’s family income; add to it what-

er. additional . cash the applicant can
raw on, e.g. from a trust fund set up by
Grandmother;. make a small allowance in
the applicant's favor if any siblings are
currently in college—and, presto, the ad-
missions office knows within a few dollars
hoW much financtal aid it is going to allo-

_cate.
>~ By and large, all the colleges use the

same financial-aid formula. In fact, the
Justice Department recently indicted the
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tomers. .
To be sure, $11,000 is still a lot of money

for one year of college—though, adjusted

for inflation, it is about what prestige col-
leges charged during the Depression. It is
also not significantly more than the $8,000
to $9,000 charged out-of-state students by
major state universities. Above all, all our
evidence shows that more than enough
qualified applicants and their families
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Five—at most 10—years
out, the prestige private
“schools will find themselves
in deep trouble again unless
they change the way they

price.

would be perfectly willing to pay what col-

leges actually charge if only they knew the

_ amount in advance, Just publishing the fi-
- nancial-aid formulas would almost over-
_“Night reverse the downward trend in appli-
" catlons at the prestige private colleges—it

“would probably swamp them. . ..& o

But this would still be only.a temporary

. fix. Five—at most 10—years out, the pres-
tige private schools would find themselves:

in deep trouble again unless they change

- the way they price. . et
l Thgnrl)gesttige ?ri:?te schools depend on-
- 8 10w student-to-faculty ratio, which means -
o . vestment made by the college in the future

that faculty costs are high to begin with.
And faculty costs will be under tremendous
upward pressure: as the present glut of
Ph.D.s turns into a shortage around 1995.
Unless the prestige private schools (and
private schools in general) change the way
they collect their money, their charges wiil
Sooner or later—and probably sooner-ap-
pear unacceptably high even with finan-
cial aid. In the end, under the current sys-
tem, college charges will g0 so high that
they will end up being taken over by the
taxpayer, and the private college will be-
come a thing of the past. .

The basic problem of American higher
education is that traditionally it has been
priced no different from the way food, soap
or shoes are priced. Customers pay in full
when they take delivery of the merchan-
dise. But a college education is not a con-
sumer good that will be used up and gone
within a short time. It is a long-term in-
vestment in the lifetime earning power of
the graduate. As a consumer good, college
education fs becoming more and more of a
bargain, and none a greater one than th
degree of a prestige school. ’

The lifetime earnings of a person with a
college degree are about three times those
of a person without a college degree. And
the lifetime earnings of a person with a de-
gree from one of the prestige schools are
even higher. This gap is widening as jobs
paying above-average money without re-
quiring advanced education—mainly blue-
collar jobs in unionized mass-production
Industries—are fast disappearing.

Using present prices: Average prestige-
school graduates will have put about $50,-
000 of their or their families’ money into

UaiITiiLe vetwerd Jdicil eapecied liretime
earnings and those of a non-college gradu-
ate may well exceed $1.5 million. ;
*This may not be what the faculty means
when it talks of “quality.” But it is very
much what potential students and their
parents mean when they talk of ‘“‘prestige
schools."” '
It would not be very difficult to shift
paying for a college education from the
“'front end,” when most students have no
money and next-to-no earning power, to a
later period when their incomes are al-
ready sizable and rising fast. A substantiai
percentage of the students probably will
elect to stick with the present system and
pay in full while in school. And every stu-
dent probably should be expected to pay a
sizable portion of the bill-maybe a third—
when the expense is incurred. But up to
two-thirds of the bill could be postponed, if
the student so chose, with the first install-
ment payable (with adequate interest, of
course) no later than, perhaps, five years
after graduation and the last one no later
than 15 years thereafter (ie., before the
graduates are well into their 40s and have
college-age children themselves). :

-~ Students exercising this option would

have to agree to have the installments paid
through payroll deduction—something that
came close to being made a requirement

-40 years ago when we first went into feder-

ally ‘guaranteed student loans. And they

_sholild be required to take out 20-year term

life' insurance for the amount of the out-

-standing Hability; such insurance at age22
. costs practically nothing. - ! :

Little Financial Burden =,
“: Then the repayment claim for the in-

earning power of the student would be-
come an eminently salable security, bear-

' ing little risk and a fair rate of return. The

college under such a plan could be sure
of being paid.. Phe former student, now a
graduate with a job and a decent income,
could easily carry the annual installment,
even if in a low-paying profession such as
the ministry or nursing. And the gradu-
ate’s family would have little or no finan-
cial burden at all. Under such a system,
the colleges could charge what they need
to build faculty and curriculum and still
would not price themselves out of the qual-
ity-student market, as they are now about

- to do

- Neither of these proposals—to publish
the real cost of going to college and to
price college education according to the
recipient’s earning power—are new. John
Silber, longtime president of Boston Uni-
versity—the largest, at 28,000 students, of
the prestige private colleges—has advo-
cated for years that we move the student’s
repayment liability into the graduate’s
earning years. And every college adminis-
trator readily agrees that the present sys-
tem misdirects prospective customers and
steadily erodes the private colleges’ con-
stituency and their ability to attract the
students they need to survive. But the only
thing the colleges have been doing so far is
raising the sticker price 15%, year after
year. It makes me wonder whether the
private colleges really want to survive.-

-Mr. Drucker is a professor of social sci-
ences at the Claremont Graduate School in
California.
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General Motors, Ford and Chrysler
have improved car quality so much that
several of thelr models are now as well-
made as anything the Japanese offer. And
through their discounts and finanring deals
they now offer the lowest prices. Yet they
stili steadily lase market share to the Jap-
anese.

Detroit has also sharply reduced costs:
some new Ford plants in the U.S. and in
Mexico may now be the world's lowestcost
producers. Yet the Big Three are losing
money hand over fist while the feading
Japanese companies ar® profitable. All
three—again with Ford in the Jead—have
sharply reduced the time it takes to de-

. velop a new deslgn and bring it to market.

But In the meantime the Japanese have re-
duced their lead-times even turther, so
that the time gap between Detroit and the
Japanese has hardly narrowed at al.
There are a great many different diag-
noses of Detroit's sickness: “fat* instead
of “lean™ manufacturing; union work
rules; management's shori-lerm vision:
departmenta) parochialism, and so oq. But
the root of Detroit's problems goes much
deeper. Detroit still operates on the as-
sumption that the U.S. car market is ho-
mogeneous In its values and expectations
but sharply segregated by Income into four
or five “socioeconomic' groups. This the-
ory of the market shapes how Detroit sees
the market, how It organizes itself, and

how It designs, makes, merchandises and

| distributes its products. But this theory be-

came obsolete at least 15 yéars ago.
Sloan's Legacy PR
Both the homogeneity of the miarket's -

nomic segmentation were first discerned
by Alired P. Sloan right after World War 1.
Sloan bullt GM on this insight into’the
world's biggest and for many decades its
most profitable manufacturing enterprise.
And both Chrysler and Ford-Cuirysler
duringltsﬂselnme'ﬂsand‘m!-‘ord
during its rebirth after World War I1—buflt
themselves in GM's image and on Sioan's

socloeconomic market segmentation.

The Sloan theory of the U.S. market
worked for more than 0 years-a good
deal longer than such theortes usually last.
But it ceased to be valid in the '60s. Ford's
Edsel should have been & roaring success.

values and expectations and its socioeco-

1t was researched, designed and marketed
as the ultimate socioeconomic car for the
newly affluent “middle-middle market.
Instead, it was rejected by every socioeco
nomic group. The marketing success of
that period was the Volkswagen Beetle~
the symbo} of the “youth culture” and a
low-priced car for affluent people. The 1373
petroleum crunch then finished off socio-
economic segmentation in the car market.
It made driving a small, fuel-elficlent car
fashionable, if not patriotic, and a status
symbo) for the upper-middie class.
Many older Americans, thase over 55 or
so, still buy cars acconding to socioeco-

stable. it miakes sense, then, to have long
lead-times for a new design. A life-style
market is fuzzy and extremely volatile.
One has to plan long-range and for every
possible (or fmpassible 1 contingency so as
(o be able to act with extreme speed when
opportunity knocks. . .
The lile-style market is the one the Jap-
anese take for granted, the market that
they see, plan for, are prepared for. For
their automobile industry barely existed
when socioeconomic market segmentation
prevailed: It emerged only after World
War II and entered the U.S. only in the
"70s. Japanese cars are therefore designed
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Detrost still operates on the assumption that the U.S.
car market is segregated into four or five “sozioeconomsc”
groups. But this theory became obsolete 15 years ago.

nomic segmentation. But Detroit is losing .

the younger ones and with them the future.
Up 1o half of them buy “life-style”-cars—
primarily non-Detroit cars. Income is, of
course, still important. But where it was
the determinant In automobile buying from
1820 until 1965 or 1970, it has now become a
restraint—in the US., in Western Europe
and in Japan. The determinant increas-
ingly is “life style": that is, values and ex-
pectations a potential customer largely se-
lects for himself. And Jife style is as elu-
sive and qualitative 2 concept as socloeco-
nomic segmentation was tangible and rig-
orously quantitative, - XS
Equally important: Sloan's theory of
the market assumhed one car per family.
But the American family today owns two
as a rule. And there Is nothing “typlcal”
about the choice of the second car. In the
same upper-middle socioeconomic group—
all two-career professional families—there
may be the family whose two cars are 8
Bulck and a Dodge minivan; the family
with two compacts, one American, one
Japanese; the family whose two cars are a'
blg Mercedes and a Ford Escort; and the
couple, both professors at the state univer
sity, who drive *'His™ and “'Hers’ BMWs.
Which of the four is “typical”?

A market of socioeconomlc segments Is

from the beginning as life-style cars, and
the cars for one life-style market are de-
signed to look very much alike regardless
of price. All Toyota ‘‘family cars,” for ex-
ample, from the low-price Corolla to the
Juxury Lexus, have the same Jook of com-
fortable solidity. They differ mainly in op-
tions and accessories rather than in style
or in the way they handle. *

But the Japanese are also organized to
be opportunistic, which means that they
continuously plan for every concelvable
contingency so that they can move with
lightning speed whesiever an opportunity
opens. When the success of Honda's Acura
showed that there was a substantive mar-
ket for a luxury car &mong baby boomers
reaching middle .age, Toyota and Nissan
both already had detalled plans for such a
car~and this enabled them to have it pro-
duced and out in the market in less than
three years. .

The Japanese also try to design parts so
that they can be combined in any number
of ways even thogh this considerably in-
creases ‘the cost of tools and dies—rank
heresy for any American automobile pro-
ducer. This made ht possible, for Instance,
for Mazda to dring out In no time at all its
sports car, the Miata—the marketing sen-
sation of 1383. Though it looks entirely dif-

The Big Three Miss Japan’s Crucial Lesson

ferent from any other Mazda car, 80 of
its parts are standard. This then enabled
Mazda to make good money on the Miaiz
even though it probably has sold fewet
than a hundred thousand uaits, at which
volume any American manufacturer would
fose his shirt.

Detroit knows how to design successfu)
life-style cars. In fact, every truly success
ful American car since World War 11 has
been a life-style car: the Jeep as it was
transformed after World War Il from
areny roughneck into a high-performance
and comfortable “outdoors’ vehicle; the
Rambler, American Motors' original com-
pact, which was designed as the second
car of the newly affluent; Ford's Mustang
and Thunderbird; the Dodge Minivan. But
desplte these successes Detroit remains in
the grip of Slaan's socloeconomic market
segmentation. GM set up the Salurn Divi-
sion a few years back as a new and sepa-
rate life-style-based business. But when the
Saturn car was unveiled last year, it
furned out to be just another socioeco-
nomic car for the already overcrowded
“middle-middle” segment.

Forty-five years of unbroken success
are indeed hard to slough off. Everybody
in Detrott management has grown up with
socioeconomic market segmentation as an
article of falth, if not as a law of nature.
Worse: The way the Big Three are struc-
tured all but lorces them into a socioeco-
nomic straitjacket.

-Sloan decentralized GM in the early "20s
into divisions, each of which serves one so-
cloeconomic segment. He similarly organ-
ized distributton in dealerships, each serv-
Ing one of these segments. Despite count-
less reorganlzations, this is still how GM,
Ford and Chrysler function. As a result,
planning, design and marketing are elther
socloeconomically determined - that {s, run
counter to the way the market now actu-
ally works—or, if one of the Big Three de-
signs a life-style car it is then subordinated
to the socioeconomic axiom.

One example: The Chevrolet Cavalier is
arguably the best second car on the Ameri-
can market—-small enough to park easily
and big enough for the entire famlly and 2
lot of luggage. But in order to give each
GM diviston a “popular™ car, it was par-
celed out among them. Several divisions
thus offer and advertise the same car un-
der different oamecs, through different

| dealers and at different prices. Thus GM
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By PETER F. DRUCKER .

The most important event in the world
economy in the 1980s was the boom in U.S.
manufacturing exports. In just five years,
from 1986 to 1991, these exports alimost
doubled, with the biggest increases in sales
going to Japan and West Germany.

This came as a surprise to business-

men, economists and government fore-
casters. When the over-valuation of the
dollar, especially against the yen, was cor-
rected in the fall of 1985, everyone was
absolutely certain that imports into the
U.S. would fall sharply. Instead, they have
risen steadily, thanks mainly to the un-
quenchable thirst for oil and to the continu-
ing decline of the American automobile in-
dustry. But exports? No one then thought
seriously that they could do more than hold
their own at best.

The export boom was unprecedented in
American history and, indeed, in economic
history altogether. Never before had a
fully developed country experienced such
a rapid growth in exports of manufactured
goods—and-that was starting from a very
high base, since the U.S. was already. the
world's number one -exporter. This per-
formance is all the more impressive since
most of Latin America, traditionally the
best customer -for American manufac-
tured-goods, is still deeply depressed. Only
Mexico—and then only during the past two
years—has come to life again as a big
buyer.

Explosive Growth

. The export boom fueled the continuing
expansion of the U.S. economy during the
second Reagan term. It has kept the recent
recession from turning into full-blown de-
pression with double-digit unempioyment.
And, unless the world economy slumps, ex-
ports of American manufactured goods are
likely to continue to do well. Their explo-
" sive -growth, however, has slowed down
sharply. The export boom has clearly
peaked. What, then, are its lessons?

At first glance there seems to be no
pattern. The list of goods whose exports
jumped contains high-tech products such
as jet engines, heart valves and sophisti-
cated software for programming paper
machines. It also includes goods normally
not considered *‘tech” at all; movies and
rock recordings, running shoes, blue jeans
and office furniture—and everything in be-
tween.

The star performers. come in_all sizes:
giants such as Boeing, which sells air-
planes, and General Electric, which pro-
duces body scanners and aircraft engines;
any number of middie-sized’ companies

such as Millipore of New Bedford, Mass.,

the world's leader in water treatment .

equipment, and Giorgio Perfumes of Bev-
erly Hills, Calif.; and, amazingly, many
small and even tiny companies such as the
machine shop with 35 employees that
makes a specialized control instrument for
the pharmaceutical industry or the com-
pany that produces hospital paging sys-
tems.

Among the stars are firms that have
been. active in the world economy for a
long time, including many, such as 3M,
that have operated big plants abroad for
decades. But the list also includes quite a’
few firms that had never before filled a
foreign order.

Yet, for all their diversity, the winning
products and their makers have some fea-

" Secrets of the U.S. Export Boom *

same’ tastes, the same values, the same
buying habits as American engineers or
American teen-agers. "I do not sell on the
world market,” says the leart-valve man-
ufacturer. ““1 sell to cardiac surgeons.”

This, then, is probably the most impor-
tant lesson of the export boom: The world
market is a “foreign” market only in
terms of trade statistics. For successful
business people, it is a congeries of *‘fa-
miliar" markets, at least for knowledge-in-
tensive products. And these are the prod-
ucts that increasingly dominate world
trade in manufactured goods.

Another important lesson: Bigness is
not an advantage, let alone a prerequisite,
to success in the world market (as Ameri-
cans believed 30 years ago and as the Jap-
anese still seem to believe). Many of the

Drucker on Management

]apanese engineers or German teen-agers are not °
> They have the same’ tastes, values ind buymg

eigners.’

01’-

habits as American engineers or - American teen-agers. L

tures in common and it is these that ex-
plain their success. Indeed, these features
may be the keys to success in today's
world economy.

All the successful export products have
clear product differentiation. Each is dis-

~ tinct; not one is a “‘commodity.” They are

priced competitively; but not one is sold
primarily on price. The successful export ¢
products are all high *‘value-added” goods
And what adds high value to them is
knowledge, or, at least mgenulty. asin the
case of 3M's "‘Post-Its.”

Most of the successful companies also
have clearly defined markets; indeed, they
have clearly known customers. "I never
before shipped anything overseas,” says
the maker of the control instrument for the
pharmaceutical industry. ‘‘But I've known -
every one of my overseas customers for
any number of years from trade shows and
industry conventions. As customers they

were new; but as people they weren 't for- :

Y]

eigners’ but ‘old friends.

Similarly, Boeing knows cvery smgle
one of the world's airlines and Hollywood
knows every major movie distributor any-
where. The Japanese engineers buying
U.S.-made work processors or the East
German teen-agers queuing up for U.S.-
made rock tapes are not, of course, known

“personally to the U.S. producers. But nei-

ther are they ‘‘foreigners.” They have the_

winners in the U.S. export boom are mid-

- dle-sized or small companies with exper-

tise in a given field. All successful compa-
nies—no matter-what their size—are highly
concentrated. They are all single-product
or single-technology businesses.

Boeing, for example, is very big; but all
it makes is airplanes..General Electric Is
engaged in a multitude of different busi-
nesses but its medical-electronics division

makes and sells only medical electronics, -

and its jet- engme division produces only
aircraft engines. The world market does
not pay for what is still fashionable among
financial people and still taught in the busi-
ness schools: running a company as a
“portfolio” of businesses; ‘'balancing”
businesses with different cyclical charac-
teristics; or keeping old products as
“milch cows’ to offset the cash demands
of new technologies and new products.
One more lesson. There is an additional

" skill crucial ‘for successful exporters in
.- today's world market: managing foreign-

exchange exposure and thus avoiding for-
eign-exchange losses.

During the Carter and early Reagan
years, U.S. exporters took huge foreign-ex-
change losses. European and Japanese ex-
porters still do. But for American compa-
nies such losses are now quite rare even
though the past five years saw extreme
currency fluctuations.

This isn't the case with taxes. Co}n—
pared to the Europeans—especially the
Germans—the Americans are still babes in
the woods when it comes to them. Small
exporters rarely know that they can get’
substantial tax savings under American’
law (though as a rule only with profes-.
sional help). But even the smallest Ameri-'
can exporter now knows how to minimize:
foreign-currency exposure. This newly ac:.!
quired skill has become a major competi~,
tive advantage for U.S. business in today's
world markets. 11

Exporting and manufacturing abroads,
the U.S. export boom shows, complement:;
each other. Once an exporter of a knowl-,
edge-intensive product holds a substantial.*
share of a foreign market, he has to pro-
duce there. Otherwise he simply creates;
market opportunity for a domestic compets -~
itor. This holds true even for the small ex-.
porter. -When . he-had gained 35% of the ;
market in Western Europe and Japan, thec
maker of hospital-pagers had to start oper-
ationsithere. “Local imitators were begin: -
ning to:_-'sell around us,” the owner says:.,
“We ‘began with assembly operatlons.
within two years we had to put in small but::
fully equipped machine shops."

Far, from *‘exporting American jobs.: .'
manufacturmg overseas for overseas marx.,
kets creates American jobs. Within two -~
years, for example, the hospital-pager firm .
had to hire an additional 15 Americans to !
supply parts and machinery to its new
overseas operations. , R

National Economics : W

Fma]ly. the export boom of the past
five years provides strong support for the
contention of Harvard economist Robert
Reich, who argues in “The Work of Na
tions' that knowledge rather than national '
boundaries defines today's developed mar-
kets. But it also supports the opposité’
thesis of the importance of a national econ-
omy and of the structure of the home mar- -
ket—the thesis recently put forth by an-
other Harvard professor, Michael Porter,
in “The Competitive Advantage of Na
tions."”

The reason American manufacmrers
responded so quickly and so successfully to
the export opportunities opened by the dol- -
lar-devaluation of 1985 is that the vigorous .
competition of the U.S. lwoine market .
makes them both opportuhity- and tharket-
driven.

iy

Mr. Drucker is a professor of social sc'i-.'
ences at the Claremont Graduale School in
California. .
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Secrets of the U.S. Export Boom

By PETER F. DRUCKER

~ The most important event in the world
economy in the 1980s was the boom in U.S.
manufacturing exports. In just five years,
from 1986 to 1991, these exports almost
doubled, with the biggest increases in sales
going to Japan and West Germany. ;

This came as a surprise to business-
men, economists and government fore-
. casters. When the over-valuation of the

dollar, especially against the yen, was cor-
rected in the fall of 1985, everyone was
absolutely certain that imports into the
U.S. would fall sharply. Instead, they have
risen steadily, thanks mainly to the un-
quenchabie thirst for oil and to the continu-
ing decline of the American automobile in-
dustry. But exports? No one then thought
seriously that they could do more than hold
their own at best. ;

The export boom was unprecedented in
American history and, indeed, in economic
history altogether. Never before had a
fully developed country experienced suchl
a rapid growth in exports of manufactured|
goods—and that was starting from a ve
high base, since the U.S. was already th
world’s number one exporter. This per:
formance is all the more impressive since
most of Latin America, traditionally the
best customer for American manufacd
tured-goods, is still deeply depressed. Onlyl
Mexico—and then only during the past two
years—has come to life again as a bigl
buyer. o |

Explosive Growth ‘ |

, The export boom fueled the continuing
expansion of the U.S. economy during the!
second Reagan term. It has kept the recent!
recession from turning into full-blown de-:
pression with double-digit unemployment.
And, unless the world economy slumps, ex-|
ports of American manufactured goods are:
likely to continue to do well. Their explo-:
sive growth, however, has slowed down:
sharply. The export. boom has clearlyj
peaked. What, then, are its lessons? |

At first glance there seems to be noi
pattern. The list of goods whose exports:
jumped contains high-tech products such!
as jet engines, heart valves and sophisti-
cated software for programming paper
machines. It also includes goods normally
not considered “tech” at all: movies and/
rock recordings, running shoes, blue jeans;
and office furniture—and everything in be-
tween. R I

The star performers come in all sizes:’
giants such as Boeing, which sells air-
planes, and General Electric, which pro-
duces body.scanners and aircraft engines;:
any number of middle-sized companies

such as Millipore of New Bedford, Mass..
the world's leader in water treatment
equipment, and Giorgio Perfumes of Bev-
erly Hills, Calif.; and, amazingly, many.
small and even tiny companies such as the
machine shop with 35 employees that
makes a specialized control instrument for
the pharmaceutical industry-or the com-
pany that produces hospital paging sys-
tems. o

—-Among the stars are firms that have
been active in the world economy for a
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Same tastes, the same values, the same
buymg habits as American engineers or
American teen-agers. “I do not sell on the
world market,” says the heart-valve man-
ufacturer. “I sell to cardiac surgeons."

- This; then, is probably the most impor-
tant lesson of the export boom: The world ;
market is a “foreign’ market only in
terms of trade statistics. For successful’
bu_siness people, it is a congeries of “‘fa-
miliar"’ markets. at least for knowledge-in-
tensive products. And these are the prod-
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Japanese engineers or German teen-agers are not “for-
exgners.” They have the same tastes, values and buying
habits as American engineers or American teen-agers.

long time, including many, such as 3M,
that have operated big plants abroad for
decades. But the list also includes quite a.
few firms that had never before filled a:
foreign order. . . - '

‘Yet, for all their diversity, the winning
products and their makers have some fea-
tures in common and it is these that ex-
plain their success. Indeed, these features;
may be the keys to success in today's
world economy. H

All the successful export products have
clear product differentiation. Each is dxs
tinct; not one is a “‘commodity.’’ They are:
priced competitively; but not one is sold:
primarily on price. The successful export:
products are all high ‘‘value-added’ goods.:
And what adds high value to them is:
knowledge, or, at least ingenuity, as in the'
case of 3M's “Post-Its.” .

Most of the successful companies also
have clearly defined markets; indeed, they
have clearly known customers. “I never
before shipped anything overseas,” says
the maker of the control instrument for the:
pharmaceutical industry. “‘But I've known
every one of my overseas customers for
any number of years from trade shows and
industry conventions. As customers-they
were new; but as people they weren’t ‘for-
eigners' but ‘old friends.’ ” !

Similarly, Boeing knows every single:
one of the world's airlines and Hollywood:
knows every major movie distributor any-:
where. The Japanese engineers buying:
U.S.-made work processors or the East
German teen-agers queuing up for U.S.-
made rock tapes are not, of course, known
personally to the U.S. producers. But nei-

ther are they ‘‘foreigners.”” They have the:

ucts tiat increasingly ‘dominate ‘world
trade in manufactured goods.

" Another important lesson: Bigness is
not an advantage, let alone a prerequisite,.
to success in the world market (as Ameri-
cans belleved 30 years ago and as the Jap-
anese still seem to believe). Many of the
winners in the U.S. export boom are mid-
dle-sized or small companies with exper-
tise in a given field. All successful compa-
nies—no matter what their size—are highly
concentrated. They are all single-product.
or single-technology businesses.

Boeing, for example, is very big; but all|
it makes is airplanes. General Electric is;
engaged In a mulititude of different busi-
nesses but its medical-electronics division:
makes and sells only medical electronics,
and its jet-engine ‘division produces onl
aircraft engines. The world market does
not pay for what is still fashionable among
financial people and still taught in the busi+
ness schoois: running.a company as al
“portfolioc” of businesses; ‘‘balancing™
businesses with different cyclical charac4
teristics; or keeping old products as
“milch cows” to offset the cash demands
of new technologies and new products.

One more lesson. There is an addition
skill crucial for successful exporters in
today’s world market: managing foreign
exchange exposure and thus avoiding for
eign-exchange losses. o

During the Carter and early Reag ;
years, U.S. exporters took huge foreign-exd
change losses. European and Japanese ex-
porters still do. But for American compa-
niés such losses are now quite rare even
though the past five years saw extreme
currency fluctuations.
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This isn't the case with taxes. Com-
pared to the Europeans—especially the:
Germans—the Americans are still babes in.
the woods when it comes to them. Small:
exporters rarely know that they can get
substantial tax savings under American.
law (though as a rule only with profes-
sional help). But even the smallest Ameri-
can exporter now knows how to minimize.
foreign-currency exposure. This newly ac-:
quired skill has become a major competi-
tive advantage for U.S. business in today's
world markets.

Exporting and manufacturing abroad,
the U.S. export boom shows, complement
each other. Once an exporter of a knowl-
edge-intensive product holds a'substantial.
share of a foreign market, he has to pro-
duce there. Otherwise he simply creates
market opportunity for a domestic compet-
itor. This holds true even for the small ex-
porter. When he had gained 35% of the
market in Western Europe and Japan, the
maker of hospital-pagers had to start oper-
ations there. ‘‘Local imitators were begin-
ning to sell around us,” the owner says.
“We began with assembly operations;.
within two years we had to put in small but
fully -equipped machine shops.”

Far from “exporting American jobs,”
manufacturing overseas.for overseas mar-
kets creates American jobs. Within twp
years, for example, the hospital-pager firmi
had to hire an additional 15 Americans to:
supply parts and machinery to its new:
overseas operations. . ;

National Economies

* Finally, the export boom of the past
five years provides strong support for the
contention of Harvard economist Robert
Reich, who argues in “‘The Work of Na-
tions"” that knowledge rather than national
boundaries defines today’s developed mar-
kets. But it also supports the opposite
thesis of the importance of a national econ-
omy and of the structure of the home mar-
ket—the thesis recently put forth by an-
other Harvard professor, Michael Porter,
in “The Competitive Advantage of Na-
tions.”

The reason. American manufacturers:
responded so quickly and so successfully to:
the export opportunities opened by the dol-:
lar-devaluation of 1985 is that the vigorous-
competition of the U.S. home market
makes them both opportunity- and market-
driven. .

Mr. Drucker is a professor of social sci-:
ences at the Claremont Graduate School in
Califormia.
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Japan: New Strategies for a New Reality

By PeTER F. DRUCKER

Quietly, and with a minimum of discus-
sion, the leading Japanese companies are
moving to new business strategies. They
‘are embracing two radically new theories:
To do blue-collar manufacturing work in
Japan Is a gross misallocation of resources
that weakens both the company and the

national economy. And leadership through- -

out the developed world no longer rests on
financial control or traditional cost advan-
tages. It rests on control of brain power.
These companies are also fast restruc-
turing their organizations on the assump-
tion that the winner in a competitive world
economy is going to be the firm that best
organizes the systematic abandonment of
its own products. And they are moving
from Total Quality Management toward
Zero-Defects Management based on drasti-
cally different principles and methods.

The Japanese now hold about 30% of the . -

U.S. automobile market and expect to in-
crease this share substantially in the next

few years. Yet they also expect to stop ex- -

porting Japanese-made cars to the Ameri-

"can market within the next three to five

years;, by 1995 or so, most Japanese
marques sold in the U.S. should be manu-
factured in North American plants.

The Real Reason

Similarly, the Japanese expect to have
something like one-third of the automobile
market of the Buropean Economic Com-
munity by the year 2000 (whatever their
present promises to the EC to the con-
trary), but again without exporting many
cars from Japan. And Japanese multina-
tionals—Toyota, Honda, Sony, Matsushita,
Fujitsu, the ceramics leader Kyocera, and
the Mitsubishi companies—are . pouring

; staggering amounts of money into manu-

facturing plants in developing countries.

They are in Tijuana on the U.S.-Mexican -

border, throughout South America, in
Southern Europe, and in Southeast Asia.
The standard explanations for moving

. manufacturing out of Japan'are *“foreign

protectionism’ and ‘‘Japan’s growing la-
bor shortage.” Both explanations are legit-

* imate, but they are also smoke screens.
: The real reason is the growing conviction
. among Japan's business leaders and influ-
{ ential bureaucrats that manufacturing

work does not belong in a developed coun-
try such as Japan.

Before youngsters can go to work on the
assembly line, my Japanese friends say
again and again, Japan pours $100,000 in

school expenses into them. And then they -

have to get a middle-class income, life-
time security, a pension and health care.

In Bangkok or in Tijuana, youngsters re- -

quire very little capital investment in their
educations; and they are ‘‘middle class" if

paid a 10th the wages of the U.S. or Japan. -

Yet their productivity after two or three
years of training is as high in Tijuana or in
Bangkok as it is in Nagoya or Detroit.
When you figure the enormous sociakcapi-
tal invested in them, my friends say, the

rect financial return is usually zero. But
the Japanese are paying not for dividends
but access to the knowledge their partners
will produce, and -control over it—or at
least priority in using it.

Increasingly Japanese companles em-
ploy foreigners in their international oper-
ations, both as professionals and as execu-
tives. The large Japanese auto makers
now all have design studios in Southern
California and Westerners running their in-
ternational marketing. But the use of the
knowledge these foreigners produce is
“proprietary’’ and tightly held within the
Japanese management team. And while in

Drucker on Management

' The Japanese are willing to pay large sums to gain access

to the knowledge their foreign partners will produce, and

control over it—or at least priority in using it.

return that blue-collar workers make to so-
clety in developed countries is at most 1%
or 2%; in Latin America or Indonesia, it's
20 times that. C :
Whenever I then argue that a country is

highly vulnerable without a strong manu- -

facturing base, they respond that the sup-
ply of young people in the developing
world will be so large in the next 30 years
that it’s absurd to worry about the “manu-
facturing base,” the way Americans do.

Indeed it's my friends’ social responsibility .

to Japan, they say, to make sure that as
few "as possible of its high-investment,
high-cost young people are being misused
for low-yield manufacturing work.
Instead, the new Japanese strategies
call for total control of what now matters.
To be competitive, the argument goes, Ja-
pan requires leadership in technology,

marketing and management, and firm con-

trol of what my Japanese friends are be-
ginning to call “brain capital.”
The Japanese are willing to pay large

" sums to gain access to knowledge—through

a minority participation in a Silicon Valley
computer specialist; through similar in-

_ vestments in U.S. and European pharma-

ceutical or genetics entrepreneurships;
above all, through financing research in

Western (mainly U.S.) universities. The di-

the past some Japanese companies
granted licenses on their knowledge to
Western companies—e.g., on some Japa-
nese-developed cardiac drugs--they are
now revoking or not renewing them.
Every major Japanese industrial group
now has its own research institute, whose
main function is to bring to the group
awareness of any important new knowl-
edge—in technology, in management and
organization, in marketing, in finance, in
training—developed world-wide. On my
last trip to Japan, a few months ago, 1

" spoke at the 20th anniversary of one of -

these think tanks, that of the Mitsubishi

- Group. At lunch after my talk, one of the .

most respected elders of the Mitsubishi :
clan said to me: “In another 20 years the
entire Mitsubishi Group will be organized

. around this research institute."”

Everybody now knows that the Japa-
nese can bring out a new product in half
the time it takes their American competi-
tors and in one-third the time it takes the
Europeans. And everybody also knows that
major US. companies are reorganizing
their research and development work on
the Japanese model, along cross-functional
lines. But the Japanese are already mov-
ing to the next stage.

They are reorganizing R&D so that it



simultaneously produces three new prod-
ucts with the effort traditionally needed to
produce one. And they do this by starting
out with a deadline for abandoning today's
new product on the very day it is first sold.
“The faster we can abandon today's new

product, the stronger and the more profit-:

able we'll be"” is the new motto.

To most Western businessmen, this is -

madness. They believe that a product be-
comes more profitable the longer its prod-
uct life—for then the money spent on de-
veloping it has been written off. But ‘‘writ-
ing off” to the Japanese is useful to cut
taxes but otherwise self-delusion.

Money spent on developing a product or
a process is not ‘‘investment’* to the Japa-
nese; it is “‘sunk cost.” But the main rea-
son the leading Japanese businesses are

now shifting the life cycle of their products .

is their conviction that the only alternative
is for a competitor to do so—and then the
competitor will have not only the profits
but the market.

My Japanese friends acknowledge that
some Western companies—3M, for exam-
ple—have long operated on the policy that
70% of their sales five years hence will
have to come from products that do not ex-
fst today. But these companies rely on a
spontaneous upswelling of entrepreneur-
ship from within. . .

By. deciding in advance that they will
abandon a new product within a given pe-
riod of time, the Japanese force them-
selves to go to work immediately on re-
placing it, and to do so on three tracks:

One track (kaizen) is organized work on
improvement of the product with specific
goals and deadlines—e.g., a 10% reduction
in cost within 15 months and/or a 10% im-
provement in reliability within the same
time, and/or a 15% increase in perform-
ance characteristics—and énough in any
event to result in a truly different product.
The second track Is “‘leaping” —developing
a new product out of the old. The best ex-
ample is still the earliest one: Sony’s de-
velopment of the Walkman out of the
newly developed portable tape recorder.
And finally there is genuine innovation.

Wall Street Journal Page {2

Increasingly, the leading Japanese
companies organize themselves so that all
three tracks are pursued simultaneously
and under the direction of the same cross-
functional team. The idea is to produce
three.new products to replace each present
product, with the same investment of time
and money—with one of the three then be-
coming the new market leader and produc-
ing the “innovator’s profit.”

Finally, the leading .Japanese compa-
nies are moving from Total Quality Man-
agement to Zero Defects Management.
“\We can't use TQM," one of the top manu-

" facturing people at Toyota recently said.

At its very best—and no one has reached
that yet—it cuts defects to 10%. But we
turn out four million cars, and a 10% de-
fect rate means that 400,000 Toyota buyers
get a 100% defective car. But Zero-Defects
Management is now possible and actually
not too difficult.” i

What the Japanese now practice is very
much a return to Frederic Taylor's Scien-
tific Management. Only the operators
themselves, rather than the industrial en-
gineer, take the initiative in studying the
task, the work and the tools. And instead of
stopwatch and camera, they use computer
simulation. N

The Disneyland Factor

- What triggered this shift was an Ameri-
can import: the huge and hugely success-
ful Disneyland that opened outside of To-
kyo. “We all knew that it would take Dis-
ney three years to work the bugs out of
this huge undertaking,” a leading Japa-
nese industrialist told me. “Instead, it ran
with zero defects the day it opened. Every
single operation had been engineered all
the way through and simulated on the com-
puter and trained for—and it suddenly
dawned on us that we could do this too.”

_ Since the mid-1980s, he said, American
firms have been rushing to install TQM.
“That'll take 10 years before it really
works—at least that's what it took here.
.This means it will work in America around
1995. By that time we’ll have Zero-Defects
Management and will again be 15 years
ahead of you.”

These new Japanese strategies may not
work. Or they may work only for the Japa-
nese. But even if they are the wrong re-
sponses, they are at least responses to re-
ality: the emergence of the highly compet-

_itive and world-wide knowledge economy.

Mr. Drucker is a professor of social sci-
ences at the Claremont Graduate School in
California.
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By PETER F. DRUCKER

Quietly, and with a minimum of discus-
sion, the leading Japanese companies are
moving to new business strategies. They
are embracing two radically new theories:
To do blue-collar manufacturing work in
Japan is a gross misallocation of resources
that weakens both the company and the
national economy. And leadership through-
out the devejoped world no longer rests on
financial cogtrol or traditional cost advan-
tages. It rests on control of brain power.

These companies are also fast restruc-
turing their; organizations on the assump-
tion that the winner in a competitive world
economy is going to be the firmi that best-

organizes the systematic abandonment of -
its own products. And they are moving ...

from Total Quality: Management toward
Zero-Defects Management based on drasti-
cally different principles and methods.

The Japanese now hold about 30% of the

U.S. automobile market and expect to in-
crease this share substantially in the next
few years. Yet they also expect to stop ex-
porting Japanese-made cars to the Ameri-

can market within the next three to five -

years; by 1995 or so, most Japanese

marques sold in the U.S. should be manu-

factured in North American plants,
The Real Reason .
Similarly, the Japanese expect to have

‘something like one-third of the automobile

market of the European Economic Com-
munity by the year 2000 (whatever their
present proimises to the EC to the con-
trary), but again without exporting many
cars from Japan. And Japanese multina-
tionals—Toyota, Honda, Sony, Matsushita,
Fujitsu, the ceramics leader Kyocera, and
the Mitsubishi companies—are pouring
staggering amounts of money into manu-
facturing plants in developing countries.
They are in Tijuana on the U.S.-Mexican
border, throughout South America, In
Southern Europe, and in Southeast Asia. -

Theé standard explanations for moving -

manufacturing out of Japan are “foreign

| protectionism™ and ‘“‘Japan's growing la-

bor shortage.” Both explanations are legit-
imate, but they are also smoke screens.

" The real reason-is the growing conviction

among Japan's business leaders and influ-
ential bureaucrats that manufacturing.
work does nct belong in a developed coun-
try such as Japan. - *

Before youngsters can go to work on the
assembly line, my Japanese friends say
again and again, Japan pours $100,000 in
school expenses into them. And then they
have to get a middle-class income, life-
time security, a pension and health care.
In Bangkok or in Tijuana, youngsters re-
quire very little capital investment in their

rect financial return is usually zero. But
the Japanese are paying not for dividends
but access to the knowledge their partners
will produce, and .control over it—or at
least priority in using it.

Increasingly Japanese companies em-
ploy foreigners in their international oper-
ations, both as professionals and as execu-
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- The Japanese are willing to bay lbrgg‘sums to 'gain access
. to the knowledge their foreign partners will produce, and
control over it—or at least prionity in using it. |

 educations; and they are “middle class” if

paid a 10th the wages of the U.S. or Japan. .

_Yet their productivity after two or three
" "years of tratning is as high in Tijuana or in

‘Bangkok as ‘it is in Nagoya or Detroit.
When you figure the enormous social capi-
tal invested in them, my friends say, the
return that blue-collar workers make to so-
ciety in developed countries is at most 1%
or 2%; in Latin America or Indonesia, it's
20 times that. '

Whenever I then argue that a country is
highly vulnerable without a strong manu-
facturing base, they respond that the sup-
ply of young people in the developing
world will be so large in the next 30 years
that it’s absurd to worry about the “manu-
facturing base,” the way Americans do.
Indeed it's my friends’ social responsibility
to Japan, they say, to make sure that as
few as possible of its highdnvestment,

high-cost young people are being misused .

for low-yield manufacturing work.
Instead, the new Japanese strategies
call for total control of what now matters.

To be competitive, the argument goes, Ja- .

pan requires leadership in technology,
marketing and management, and firm con-
trol of what my Japanese friends are be-
ginning to-call “brain capital.”

The Japanese are willing to pay large
sums to gain access to knowledge—through
a minority participation in a Silicon Valley
computer spectalist;. through similar in-
vestments in U.S. and European pharma-
ceutical or genetics entrepreneurships;

_above-all, through financing research in
“Western (mainly U.S.) universities. The di-

tives. The .large Japanese auto makers
now all have design studios in Southern
California and Westerners running their in-

‘ternational marketing. But the use of the

knowledge these foreigners produce is
“proprietary” and tightly held within the
Japanese management team. And while in
the past some Japanese companies
granted licenses on their knowledge to
Western companies—e.g., on some Japa-
nese-developed cardiac drugs—they are
now revoking or not renewing them.
Every major Japanese industrial group

now has its own research institute, whose.

main function is to bring to the group
awareness of any important new knowl-
edge—in technology, in management and
organization, in marketing, in finance, in
training—developed world-wide. On my
last trip to Japan, a few months ago, 1

-spoke at the 20th anniversary of one of

these think tanks, that of the Mitsubishi
Group. At lunch after my talk, one of the
most respected elders of the Mitsubishi
clan said to me: “In another 20 years the
entire. Mitsubishi Group will be organized
around this research institute.”
Everybody now knows that the Japa-
nese can bring out a new product in half
the time it takes their American competi-
tors and in one-third the time it takes the
Europeans. And everybody also knows that
major U.S. companies are reorganizing
thelr research and development work on

" the Japanese model, along cross-functional

lines. But the Japanese are already mov-
ing to the next stage.
They are reorganizing R&D so that it

Japan: New Strategies for a New Reality

simultaneously produces three new prod-
ucts with the effort traditionally needed to
produce one. And they do this by starting
out with a deadline for abandoning today's
new product on the very day it is first sold.
““The faster we can abandon today’s new
product, the stronger and the more. profit-
able we'll be” is the new motto. .

To most Western businessmen, this is
madness. They believe that a product be-
comes more profitable the longer its prod-
uct life—for then the money spent on de-
veloping it has been written off. But *‘writ-

‘ing off” to the Japanese is useful to cut

taxes but otherwise self-delusion..

Money spent on developing a product or
a process is not “investment” to the Japa-
nese; it is “sunk cost.”” But the main rea-
son the leading Japanese businesses are
now shifting the life cycle of their products
Is their conviction that the only alternative
is for a competitor to do so—and then the
competitor will have not only the profits
but the market.

My Japanese friends acknowledge that
some Western compantes—3M, for exam-
ple—have long operated on the policy that
70% of their sales five years hence will
have to come from products that do not ex-
ist today. But these companies rely on a
spontaneous upswelling of entrepreneur-
ship from within.

By deciding in advance that they will
abandon a new product within a given pe-
riod of time, the Japanese force them-
selves to go to work immediately on re-
placing it, and to do so on three tracks:

One track (kaizen) is organized work on
improvement of the product with specific
goals and deadlines—e.g., a 10% reduction
in cost within 15 months and/or a 10% im-
provement in reliability within the same
time, and/or a 15% increase in perform-
ance characteristics—and enough in any
event to result in a truly different product.
The second track is ‘“‘leaping” —developing
a new product out of the old. The best ex-
ample is still the earliestione: Sony’s de-
velopment of the Walkman out of the
newly developed portable tape recorder.
And finally there is genuine innovation.

Increasingly, the leading Japanese
companies organize themselves so that all
three tracks are pursued simultaneously
and under the direction of the same cross-
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" functional team. The idea is to produce
- three new products to replace each present
. product, with the same investment of time

and money—with one of the three then be-
coming the new market leader and produc-
ing the “innovator’s profit.”

Finally, the leading Japanese compa-
nies are moving from Total Quality Man-
agement to Zero Defects Management.
“We can't use TQM," one of the top manu-
facturing people at Toyota recently said.
“At its very best—and n< one has reached
that yet—it cuts defects to 10%. But we
turn out four million cars, and a 10% de-
fect rate means that 400,000 Toyota buyers
get a 100% defective car. But Zero-Defects
Management is now possible and actually
not too difficult.”

What the Japanese now practice is very
much a return to Frederic Taylor's Scien-
tific Management. Only the operators
themselves, rather than the industrial en-
gineer, take the initiative in studying the
task, the work and the tools. And instead of
stopwatch and camera, they use computer
simulation.

The Disneyland Factor

" What triggered this shift was an Ameri-
can import: the huge and hugely success-
ful Disneyland that opened outside of To-
kyo. “We all knew that it would take Dis-
ney three years to work the bugs out of
this huge undertaking,” a leading Japa-
nese industrialist told me. ‘‘Instead, it ran
with zero defects the day it opened. Every
single operation had been engineered all
the way through and simulated on the com-
puter and trained for—and it suddenly
dawned on us that we could do this too.”

Since the mid-1980s, he said, American
firms have been rushing to install TQM.
“That'll take 10 years before it really
works—at least that's what it took here.
This means it will work in America around
1995. By that time we'll. have Zero-Defects
Management and will again be 15 years
ahead of you.”

These new Japanese strategies may not
work. Or they may work only for the Japa-
nese. But even if they are the wrong re-
sponses, they are at least responses to re-

- ality: the emergence of the highly compet- .

itive and world-wide knowledge economy.

Mr. Drucker is a professor of social sci-
ences at the Claremont Graduate School in
California.
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By Peter F. DRUCKER

America needs a new social priority: to
triple the productivity of the nonprofits and
to double the share of gross personal in-
come—now just below 3%—they collect as
donations. Otherwise the country faces,
only a few years out, social polarization.

Federal, state and local governments
will have to retrench sharply, no matter
who is in office. Moreover, government has
proved incompetent at solving social prob-
lems. Virtually every success we have
scored has been achieved by nonprofits.

The great advances in health and lon-
gevity have been sponsored, directed and
in large part financed by such nonprofits
as the American Heart Association and the
American Mental Health Association.
Whatever resuits there are in the rehabili-
tation of addicts we owe to such nonprofits
as Alcoholics Anonymous, the Salvation
Army and the Samaritans. The schools in
which ‘inner-city minority children learn
the most are parochial schools and those
sponsored by some Urban League chap-
ters. The first group to provide food and
shelter to the Kurds fleeing from Saddam
Jast spring was an American nonprofit, the
International Rescue Committee.

Double Rehabilitation ’

Many of the most heartening successes
are being scored by small, local organiza-
tions. One example: The tiny Judson Cen-
ter in Royal Oak, Mich.-an industrial sub-
urb of Detroit —gets black women and their
families off welfare while simuitaneously
getting severely handicapped children out
of institutions and back into society.

Judson tralns carefully picked welfare. .
mothers to raise in their. homes, for a mod-
est salary, two or three crippled or emo-
tionally disturbed kids. The rehabilitation
rate for the welfare mothers is close to
100%, with many of them in five years or

. 50 moving into employment as rehabilita-
tion workers. The rehabilitation tate for
the children, who otherwise would be con-
demned to lifetime institutional confine-
ment, is about 50%; and every one of these
kids had been given up as hopeless. |

The nonprofits spend far less for results
than governments spend for failures. The
cost per pupil in the New York Archdio-
cese's parochial schools—70% of whose
students stay in school, stay off the streets
and graduate with high literacy and sal-
able skills—is about half that in New York
City's falling public schools.

Two-thirds of the first-offenders paroled
in Florida into the custody of the Salvation
Army are ‘‘permanently’ rehabilitated—
they are not indicted for another crime for
at least six years. Were they to go to
prison, two-thirds would become habitual
criminals. Yet a prisoner costs at least
twice as much per year as a parollee in the

custody of the Salvation Army.

The Judson Center saves the state of
Michigan $100,000 a year for each welfare
mother and her charges—one-third in wel-
fare costs and two-thirds in the costs of
keeping the children in institutions.

Though-the majority of the students in
private colleges and universities get some
sort of financial aid, their parents stiil pay
more than do the parents of students in

_state universities and colleges. But the

state-university student’s education actu-
ally costs a good deal more than’ (in some
states twice as much as) that of the stu-
dent in a private nonprofit institution—with
the difference paid by the taxpayer.
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nell, head of Independent Sector. the na-
tional association of the large nonprofits)
believe that, within 10 years, two-thirds of
American adults—120 million—will want to
work as nonprofit volunteers for five hours
a week each, which would mean a doubling
of the man- and woman-power available
for nonprofit work. .

And the nonprofits are becomlng highly
innovative. When some friends. and 1
founded the Peter F. Drucker Foundation
for Non Profit Management a year ago,
we planned as our first public event a $25,
000 award for the best innovation that
would “create a significant new dimension
of non profit performance.” We hoped to

" Drucker on Management
A great many nonprofits still believe that the way to get
money is to hawk needs. But the Amenican pubhc gives for
results. It no longer gives to “chanity”; it “buys in.”

The nonprofits have the potential to be-
come America’s social sector—equal in im-
portance to the public sector of. govern-
ment and the private sector of business.
The delivery system is already tn place:
There are now some 900,000 nonprofits, the
great majority close to the ‘problems of
their- communities. And about 30,000 of
them came into being in 1990 (the latest
year for which figures are available)—
practically all dedicated to local action on
one problem: tutoring minority children;
furnishing ombudsmen for patients in the
local hospital; helping immigrants mrough
government red tape.

Where 20 years ago the American mid-
dle class thought it had done its social duty
by writing a check, it increasingly com-
mits itself to active doing as well. Accord-
ing to the best avaliable statistics, there
are now some 90 million Americans—one
out of every two adults—working as “vol-
unteers” in nonprofits for three hours a
week on average; the nonprofits have be-
come America’s largest “‘employer.”

Increasingly these volunteers do not
look upon thelr work as charity; they see it
as a paralle! career to their paid jobs and
insist on being trained, on being held ac-

countable for results and performance, and

on career opportunities for advancement to
professional and managerial—though still
unpaid—positions in the nonprofit. Above
all, they see in volunteer work access to

-achievement, to effectiveness, to self-ful-

fillment, indeed to meaningful citizenship.

And for this reason there is more demand -

for well-structured volunteer jobs than
there .are positions to fill.
- Some qbserver; (such as Brian O'Con-

receive 40 applications. We received 809—
and most were deserving of a prize.
The actual award went to the Judson
Center, but the big nonprofits are as inno-
vative as the small fry in many cases.
With several billion dollars in revenue,
Family Service America—headquartered
in Milwaukee—has become bigger than a
good many Fortune 500 companies; it now
is probably the biggest American nonprofit
next to the Red Cross. It has achieved its
phenomenal growth in part through con-

tracting with large employers such as Gen-

eral Motors to help employee families with
such problems as addiction or the emo-
tional disorders of adolescent children. -

For the nonprofits’ potential to become
reality, three things are needed. First, the
average nonprofit must manage itself as
well as the best-managed ones do. The ma-
.jority still believe that good intentions and
a pure heart are all that are needed. They
o not yet see themselves as accountable
for performance and results. And far too
many splinter their efforts or waste them

-on non-problems and on activities that

would be done better—and more cheaply—
by a business.

Second, ronprofits have to learn how to
raise money. The American public has not
become less generous—there is little evi-
dence of the ‘“‘compassion fatigue' non-
profit people talk about. In fact, giving has
been going up quite sharply these past few

. years—from 2.5% of personal income to

2.9%. Unfortunately, a great many non-
profits still believe that the way to get
money is to hawk needs. But the American
public gives for results. It no longer gives
to *‘charity”; it “buys In." Of the charita-

It Profits Us to Strengthen N {onprofits

ble appeals most of us get in the mail ev-
ery week, usually just one talks of re-
sults—the one that gets our check.

The nonprofits will have to get the addi-
tional money they need primarily from in-

- dividuals—~as they always have. Even if

there is government money—mainly via
vouchers, I expect—and money from com-
panies, they can supply only a fraction of
what is needed.

Finally, we need a change in the atti
tude of government and government bu-
reaucracies. President Bush has spoken
glowingly of the importance of the non-
profits as the “thousand points of light.” If
he really believes this, he should propose
allowing taxpayers to deduct $1.10 for each
dollar they give to nonprofits as a cash do-
nation. This would solve the nonprofits’.
money problems at once. It also could cut
government deficits in the not-so-very-long
run—for a well-managed nonprofit gets at
least twice the bang out of each buck that

" a government agency does. Some of the

voucher 'programs already enacted cut
public school budgets, since some of the
district’s per-pupil spending moves with
the child into the private sector.

Instead of such a policy, however, we
have the IRS making one move after the
other to penalize and to curtail donations
to nonprofits—and the tax collectors of the
big states are all doing the same. Each of
these moves Is presented as ‘‘closing a tax
loophole'; in fact, none has yielded a
penny of additional revenue and none is
likely to do so.

First Line of Attack

The real motivation for such actlons is
the bureaucracy’s .hostility to the non-:
profits—not too different from the bureau:
cracy's hostility to markets and private en-
terprise in the former Communist coun-
tries. The success of the nonprofits under-
mines the bureaucracy's power and denies
its ideology. Worse, the bureaucracy can-
not admit that the nonprofits succeed
where governments fail. What is needed,-
therefore, is a public policy that estab
lishes the nonprofits as the country’s first
line of attack on its social problems.

In my 1969 book ‘“The Age of Disconti-
nuity” 1 first proposed ‘“privatization,”
only to have every reviewer tell me that it
would never happen. Now, of course, pri-
vatization is widely seen as the cure for
modern economies mismanaged by social-
ist bureaucracies. We now need to learn
that *‘nonprofitization’ may for modern so-
cleties be the way out of mismanagement
by welfare bureaucracles.

Mr. Druckerisa professor of social sci-
ences at the Claremont Graduate School in
California.
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It Profits Us to Strengthen Nonprofits

By PeTer F. DRUCKER

America needs a new social priority: to
triple the productivity of the nonprofits and
. to double the share of gross personal in-
come-now just below 3%—they collect as
donations. Otherwise the country faces,
only a few years out, social polarization.

Federal, state and local governments
will have to retrench sharply, no matter
who is in office. Moreover, government has
proved incompetent at solving social prob-
lems. Virtually every success we have
scored has been achieved by nonprofits.

The great advances in health and lon-
gevity have been sponsored, directed and
in large part financed by such nonprofits
as the American Heart Assocjation and the
American Mental Health Assocfation.
Whatever results there are in the rehabili-
tation of addicts we owe to such nonprofits
as Alcoholics Anonymous, the Salvation
Atmoy and the Samaritans. The schools in
which ‘inner-city minority children learn
the most are parochial schools and those
sponsored by some Urban League chap-
ters. The first group to provide food and
shelter to the Kurds fleeing from Saddam
last spring was an American nonprofit, the
International Rescue Committee.
Double Rehabilitation

Many of the most heartening suctesses
are being scored by small, local organiza-
tions. One ezample: The tiny Judson Cen-
ter in Royal Oak, Mich.~an industrial sub-
urb of Detroft—gets black women and their
families off welfare while simultaneously
getting severely handicapped children out
of institutions and back into society.

Judson trains carefully picked welfare. .

mothers to raise in their homes, for & mod-
est salary, two or three crippled or emo-
tionally disturbed kids. The rehabilitation
rate for the welfare mothers s close to
100%, with many of them in five years or
. S0 rooving into employment as rehabilita-
tion workers. The rehabilitation rate for
the children, who otherwise would be con-
demned to lifetime institutional confine-
ment, is about 50%; and every one of these
kids had been given up as hopeless. |

The nonprofits spend far less for results
than governments spend for failures. The
cost per pupll in the New York Archdio-
cese’s parochial schools—70% of whose
students stay in school, stay off the streets
and graduate with high literacy and sal-
able skills—{is about half that in New York
City's failing public schools.

Two-thirds of the first-offenders paroled
in Florida into the custody of. the Salvation
Army are ‘‘permanently” rehabilitated—
they are not indicted for another crime for
at least six years. Were they to go to
prison, two-thirds would become habitual
criminals. Yet a prisoner costs at least
twice as much per year as a parollee in the

custody of the Salvation Army.

The Judson Center saves the state of
Michigan $100,000 a year for each welfare
mother and her charges—one-third in wel-
fare costs and two-thirds in the costs of
keeping the children in institutions.

Though the majority of the students in
private colleges and universities get some
sort of financial aid, their parents still pay
more than do the parents of students in
state universities and colleges. But the
state-university student's education actu-
ally costs a good deal more than' (in some
states twice as much as) that of the stu-
dent in a private nonprofit institution—with
the difference paid by the taxpayer.

nell, head of Independent Sector, the na-
tional association of the large nonprofits)
believe that, within 10 years, two-thirds of
American adults—120 million—will want to
work as nonprofit volunteers for five hours
a week each, which would mean a doubling
of the man- and woman-power available
for nonprofit work. .

And the nonprofits are becomlng highly
innovative, When some friends and I
founded the Peter F. Drucker Foundation
for Non Profit Management a year ago,
we planned.as our first public event a $25,-
000 award for the best innovation that
would “‘create a significant new dimension
of non profit performance.” We hoped to

Drucker on Management
A great many nonprofits still believe that the way to get
money is t0 hawk needs. Bus the Amencan publsc gies for
results. It no longer gives to “chanity”; it “buys in.”

The nonprofits have the potential to be-
come America’s social sector—equal in im-
portance to the public sector of. govern-
ment and the private sector of business.
The delivery system is already in place:
There are now some 300,000 nonprofits, the
great mafjority close to the -problems of
their- communities. And about 30,000 of
them came into being in 1990 (the latest
year for which figures are available)—
practically all dedicated to local action on
one problem: tutoring minority children;

ombudsmen for patients in the
local hospital; helping immigrants through
government red tape.

Where 20 years ago the American mid-
dle class thought it had done its social duty
by writing a check, it increasingly com-
mits itself to active doing as well. Accord-
ing to the best available statistics, there
are now some 9 million Americans—one
out of every two adults—working as ‘‘vol-
unteers” in nonprofits for three hours a
week on average; the nonprofits have be-
come America’s largest ‘“‘employer.”

Increasingly these volunteers do not
look upon their work as charity; they see it
as a parallel career to their paid jobs and
insist on being trained, on being held ac-

countable for results and performance, and

on career opportunities for advancement to
professional and managerial—though still
unpaid—positions in the nonprofit. Above
all, they see in volunteer work access to
achievement, to effectiveness, to self-ful-
filiment, indeed to meaningful citizenship.

And for this reason there is more demand -

for well-structured volunteer jobs than
there are positions to fill.
Some qbsenexs (such as Brian O'Con-

receive 40 applications. We received 809—
and most were deserving of a prize.
The actual award went to the Judson
Center, but the big nonprofits are as inno-
vative as the small fry in many cases.
With several billion dollars in revenue,
Family Service America—headquartered
in Milwaukee—has become bigger than a
good many Fortune 500 companies; it now
is probably the biggest American nonprofit
next to the Red Cross. It has achieved its
phenomenal growth in part through con-
tracting with large employers such as Gen-
eral Motors to help employee families with
such problems as addiction or the emo-
tional disorders of adolescent children.
For the nonprofits’ potential to become
reality, three things are needed. First, the
average nonprofit must manage itself as
well as the best-managed ones do. The ma-

.Jority still believe that good intentions and

a pure heart are all that are needed. They
do not yet see themselves as accountable
‘for performance and results. And far too
many splinter their efforts or waste them

.on ‘non-problems and on activities that

wouid be done better—and more cheaply—
by a business.

Second, nonprofits have to learn how to
raise money. The American public has not
become less generous-—there is little evi-
dence of the “compassion fatigue' non-
profit peopie talk about. In fact, giving has
been going up quite sharply these past few

. years—from 2.5% of personal income to

2.9%. Unfortunately, a great many non-
profits still believe that the way to get
money is to hawk needs. But the American
public gives for results. It no longer gives
to “charity™; it “buys in.” Of the charita-

ble appeals most of us get in the mail ev-
ery week, usually just one talks of re-
sults—the one that gets our check.

The nonprofits will have to get the addi-
tional money they need primarily from in-

- dividuals—as they always have. Even if

there is government money—mainly via
vouchers, 1 expect—and money from com-
panies, they can supply only a fraction of
what is needed.

Finally, we need a change in the att!
tude of government and government bu-
reaucracies. President Bush has spoken
glowingly of the importance of the non-
profits as the “thousand points of light.” If
he really believes this, he should propose
allowing taxpayers to deduct $1.10 for each
dollar they give to nonprofits as a cash do-
nation. This would solve the nonprofits’.
money problems at once. It also could cut
government deficits in the not-so-very-long
run—for a well-managed nonprofit gets at
least twice the bang out of each buck that

. a government agency does. Some of the

voucher ‘programs already enacted cut
public schoo! budgets, since some of the
district's per-pupll spending moves with
the child into the private sector.

Instead of such a policy, however, we
have the IRS making one move after the
other to penalize and to curtail donations
to nonprofits—and the tax cotlectors of the
big states are all doing the same. Each of
these moves is presented as ‘‘closing a tax
loophole™; in fact, none has yielded a
penny of additional revenue and none is
likely to do so.

First Line of Attack

The real motivation for such actions is
the bureaucracy's hostility to the non-
profits—not too different from the bureau-
cracy's hostility to markets and private en-
terprise in the former Communist coun
tries. The success of the nonprofits under-
mines the bureaucracy’s power and denies
its ideology. Worse, the bureaucracy can-
not admit that the nonprofits succeed
where governments fail. What is needed,-
therefore, is a public policy that estab-
lishes the nonprofits as the country's first
line of attack on its social problems.

In my 1969 book ‘‘The Age of Disconti-
nuity” I first proposed *‘privatization,”
only to have every reviewer tell me that it
would never happen. Now, of course, pri-
vatization is widely seen as the cure for
modern economies mismanaged by social-
ist bureaucracies. We now need to learn
that “‘nonprofitization’* may for modern so-
cleties be the way out of mismanagement
by welfare bureaucracies.

Mr. Drucker is a professor of social sci-
ences at the Claremont Graduate School in
California.
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