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BUSINESS MANAGEMENT PRACTICES AND THE
PRODUCTIVITY OF THE AMERICAN ECONOMY

FRIDAY, MAY 1, 1981

CONGRESS OF THE UNITED STATES,
JOINT EcoNoxIc CoMMITTEE,

Washington, D.C.
The committee met, pursuant to notice. at 10 a.m., in room 6226,

Dirksen Senate Office Building, Hon. Henry S. Reuss (chairman of the
committee) presiding.

Present: Representatives Reuss and Heckler.
Also present: James K. Galbraith, executive director; and William

R. Buechner, Paul B. Manchester, Helen T. Mohrmann, Mark R. Poli-
cinski, and Timothy P. Roth, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSS. Good morning.
The Joint Economic Committee will be in order for the first of three

hearings on what American business is doing and might be doing to
improve productivity.

Members of this committee wholeheartedly-and I think unani-
mously agree-on the need to improve the productivity of the Ameri-
can economy. Whereas output per worker between 1950 and 1965 grew
at an average of 2.4 percent per year, between 1973 and 1978 the aver-

age annual productivity increase was only 0.4 percent. And since then,
productivity has actually declined.

All members of the committee recognize the need for investment
incentives. We agree on the need to cut unnecessary regulation and on
the need to improve job training. But this series of hearings will rather
concentrate on how business can itself become more productive and
thus more competitive.

Our witnesses will demonstrate that there is nothing inevitable about
the decline in U.S. productivity or the superior performance of foreign
competitors, Japanese or European.

We welcome today two Harvard Business School professors, Wil-
liam Abernathy and Robert Hayes, whose recent Harvard Business
Review article on American business management has stirred some
healthy controversy; as well as two businessmen, Robert Lynas, a
group vice president and general manager of TRW with factories in

Japan; and Chris Wada, assistant vice president of Sony Corp., a
Japanese firm with factories in the United States.

Gentlemen, we appreciate your getting to us your comprehensive,
prepared statements, and under the rule, and without objection, they
will be placed in full in the record.



I will now ask you to proceed to orally summarize or to add to your
prepared statements.

Let's hear first from the Harvard Business School team in whatever
arrangement you prefer.

STATEMENT OF ROBERT H. HAYES, PROFESSOR OF BUSINESS
ADMINISTRATION, HARVARD BUSINESS SCHOOL, BOSTON, MASS.

Mr. HAYEs. Thank you, Mr. Chairman.
You had an opportunity to look over the article that Professor

Abernathy and I wrote last year and the monograph on Japanese
manufacturing management practices that I submitted several weeks
ago to the committee.

Rather than repeat large segments of those two documents, I would
prefer to summarize briefly our argument as well as some of the rele-
vant data for you, and then Professor Abernathy will provide you with
some examples of specific U.S. industries and companies which illus-
trate various aspects of our argument.

You are all, as you have indicated very well aware of, and informed
about, the slowdown in the productivity growth rate in the private sec-
.tor of our economy. Economists, businessmen, and Government leaders
have proposed a variety of possible explanations for this decline. These
explanations have been examined in a number of studies. They include
such factors as the increased size of our Government, and the increased
degree of its intervention in our economy, which may have led to re-
duced capital investment and R. & D. investment.

Another factor that's been looked at is the change in the work ethic
of the American worker and constraints imposed by organized labor.

A third explanation that is sometimes advanced is the oil crisis that
developed after 1973, with its associated price increases, dislocations,and uncertainties.

Another factor is the influx of untrained workers into our economy,
both from the baby boom and the vast increase in the number of women
and minority group members incorporated into our work force.

Individually, a number of studies have indicated that none of these
factors appear to have great explanatory power. And collectively, they
do not explain more than half of the total decline in prodictivity
growth over the last 20 years.

Moreover, several of the factors that do appear to have considerable
explanatory power are themselves symptoms, rather than underlying
causes. We know capital investment and reduced R. & D. expendi-
tures have some relationship to the reduction in productivity growth.
The question is, what has caused the reduction in capital investment
and R. & D.?

The persuasiveness of these explanations is further undermined by
the fact that other countries who have experienced many of the same"causes"l as our own country did not experience a productivity slow-
down nearly as great as our own.

As an example, West Germany has a government sector that is larger
than our own, and higher tax rates. It has an even greater oil energy
crisis than we do, because they have none of their own domestic oil
with which to average out changes in price or temporary shortage.



They have a much greater degree of involvement of the unions in

their government; companies must deal with a variety of worker

groups on all major decisions, and they have had the same influx of

untrained workers in their economy. Yet their productivity growth

over the last 10 years has actually increased from about 3 percent

per year to well over 4 percent per year.

Similarly, the beginning of the slowdown in our productivity

growth, which occurred about the middle 1960's, predated several of

the supposed causes. For example, the oil crisis, which began in late-

1973, occurred long after the downtrend in productivity irowth was

well established in our economy.
Several of these explanations should have influenced certain sectors

of our economy more than others. For example, if Government inter-

ference, environmental protection legislation, the impact of organized

labor, and the oil crisis are all important contributing factors, then

we should expect to see a slowdown in productivity in the heavy

manufacturing sector which is much greater than in other sectors

which are not organized as heavily, do not utilize as much energy,

and are not nearly as capital-intensive.
That is not true. If we look across our economy, we find that, in

sector after sector, productivity growth has slowed and this produc-

tivity growth has slowed in some sectors considerably more than it

'has i n heavy industry.
For example, retail and wholesale trade both have exhibited greater

productivity slowdowns than heavy industry. Therefore, how do we

explain the falloff in productivity?
We propose, Professor Abernathy and myself, another factor, one

which is very difficult to quantify, but we feel is important and ulti-

mately more persuasive than many of those raised previously. And

that is the so-called "management factor."
Let me give you just three brief reasons behind our concern that

American management practices may be a major cause of the slow-

down in productivity growth.
One is the personal experience of both Professor Abernathy and

myself, who lived and worked in Europe for a period of time as part

of Harvard Business School's European Center for Research on In-

ternational Management. Managers in Europe and Japan hold differ-

ent assumptions, display different attitudes and follow different prac-

tices than U.S. managers. Moreover, they're becoming more and more

critical of U.S. managers, whereas a decade ago they regarded U.S.

management practices with great resnect.
Second, there's evidence that U.S. management practices and at-

titudes have undergone a profound change in the last 30 years.

Japanese and European businessmen almost invariably refer to'what

we call modern management theories, or modern management prac-

tices, as modern U.S. management theories and modern U.S. man-

aeyement practices, and differentiate those very much from their own

attitudes and practices.
Third, there are theoretical bases for arguing that these new U.S.

manaeement practices might be expected to cause many of the prob-

lerns that we are seeing.
For example. our performance measurement systems, compensation

practices, and the promotion expectations that have developed in this



country over the last 30 years all tend to encourage short-term bases
on the part of American businessmen.

Second. the organizational designs that we have adopted and the
marketing orientation of American companies encourage a reduced
emphasis on technological competition.

And third. the backgrounds of U.S. businessmen, their modes of
training, their orientation, and the increasing diversification of large
U.S. companies tend to encourage detached, analytical, and often
superficial management understanding of the businesses they are
entrusted to manage.

Now, our intent in this presentation is not to put all the blame for
our current problems on the backs of U.S. managers. but is to empha-
size that they share in the blame, and they must share in the solution.

Our problems will not go away if the Government gets off their back.
or if OPEC gets off their back, or if organized labor gets off their
back, or inflation goes away. The problem is a systemic one. And we
are all, in some measure. responsible for it.

For example. the low rate of savings and forced investment in non-
productive assets, while they may have held back investment in pro-
ductive capital equipment, does not explain why business itself has
been investing less and less of the capital that it does have available in
capital equipment.

If we look at the total cash flow available to American business since
1970-that's profit after tax, plus depreciation allowances-we find a
decreasing proportion of that total cash flow has been invested in
capital equipment in almost every year since .1970. It does not explain
why industrial R. & D. spending. as a percent both of GNP and sales
dollars, has decreased to just about 60 percent of its value 15 years ago;
or why the amount spent by manufacturing and mining firms on ac-
quiring other firms during the same interval has increased by almost
five times.

The year 1979 is instructive, I think. U.S. companies spent some-
what less than $30 billion on R. & D. in 1979, but they spent about $45
billion for acquisitions. In other words. they spent 50 percent more for
acquiring used assets than for creating new assets.

'Therefore, we cannot rely too confidently on the ability of Govern-
ment actions to redress this situation. For example, currently, Con-
gress is debating various measures for reducing the depreciation tax
lives of investment in capital equipment in an attempt to encourage
increased expenditures. But in this sense, the United Kingdom has
probably been one of the most attractive locations for investment in
new capital equipment for a number of years. In the United Kingdom,
for most classifications of new capital equipment. businesses are
allowed to write off for tax purposes their investment in the very first
year. Instead of a "10-5-3" program. it is a "1" program.

We cannot guarantee, therefore, that Government measures will, by
themselves, encourage U.S. businesses to change their behavior. U.S.
businessmen must themselves want to change. We are heartened by
the evidence that there are a number of U.S. companies who have
either begun to change from or have never changed to, some of these
modern practices that we are concerned about.



Professor Abernathy will now describe some of the American com-

panies that both illustrate the practices that we are concerned about
and some of the American companies that appear to be making the
appropriate kinds of changes. Thank you.

Representative REUss. Thank you. Mr. Abernathy, please proceed.

STATEMENT OF WILLIAM J. ABERNATHY, PROFESSOR OF BUSINESS

ADMINISTRATION, HARVARD BUSINESS SCHOOL, BOSTON, MASS.

Mr. ABERNATHY. Thank you, Mr. Chairman. Let me say it's an honor
to be here and be able to make a presentation before this committee.
I would like to follow on Professor Hayes' testimony and to cite a few

examples. One particular example I would like to call to the attention
of the committee is the consumer electronics industry in total as an

example. In 1955, the United States had at least a 2-to-1 sales advan-

tage in the consumer electronics worldwide. The Japanese had only
$70 million in sales, and the United States had $1.5 billion in sales.

Sharp reversals, however, have occurred since this period of time.
The Japanese now have a 2-to-1 advantage over the United States in
consumer electronics. It's not only the sales volume that counts, how-
ever. We have got to look very carefully at the innovativeness of the
firms at the same time. The Japanese were the first ones to introduce
innovations like the pocket radio, transistorized television sets, the
Trinitron tube, which Sony developed, the home video recorder, and so

forth. Whereas the United States produced the major innovations in
all of these fields, the Japanese have been much more successful in
commercialization.

Let me go over a few just for a second. Whereas we contributed the

major innovation that created the transistor in 1949 and early 1950's,
we find that it was, in fact, the Japanese who first produced the tran-
sistorized pocket radio. Why is this? It would seem that the logic of

the situation would have the inventors of the transistor commercializ-

ing that product. Such is not the case. Whereas we created television as

an initial innovation, the Japanese were the first to provide solid-state
electronics for the sets. Whereas the first video recorders were devel-

oped at Ampex in 1959 as a spectacular innovation, the Japanese were
the first to produce the first commercialized home video recording
system.

I think this particular-the last act of video recording is very in-
structive. As I understand the situation, Mr. Morita, who, as a senior
executive at Sony back in 1955, viewed the early video recorder, and
then set a design goal involving a hundredfold decrease in the cost of
manufacture. This goal was for a Sony home video recorder. Indeed,
over the years, Sony stumbled and fell many times in terms of this

objective. They introduced video recorders that were not commercially
successful, but they ultimately succeeded in a hundredfold decrease in
the cost of a tape recorder. The "Beta Max" is the resulting product.

This goal was set over a 20-year lifespan of activity by Sony manage-
ment, which represents an exception to anything that U.S. financial

management principles, or present value tables, or other management
techniques would tell you. By formal financial techniques, one would



have difficulty justifying a realistic development budget for any proj-
ect over a 20-year period. Yet, somehow, poor, unfortunate Sony didn't
understand that and were able to somehow develop this video recorder
anyway.

I think this example is particularly instructive, because, one, the
basic genesis of the problem goes back far beyond our current ills, as
my colleague, Professor Hayes, has recounted, and provides a concrete
example of an industry whose problems go back far beyond our current
ills. There were no inflation problems in that particular point. The
structural kinds of realities that the FTC and the Justice Department
worry about certainly were not apparent in the consumer electronics
industry at that time.

There were 150 television set manufacturers in the United States
alone in 1955. There are now almost no sets produced in the United
States. The sets which are produced are produced by Japanese firms,
and they tend to do a better job managing our own people, our own
work force, than we do ourselves, at least based on the productivity
data and quality data I've seen.

We also, I think, failed to keep up to date in developing an effective
manufacturing system, but perhaps the next example will best cite that.

I happen to be honored by being the panel chairman for the National
Academy of Engineering study on the competitive status of the U.S.
automobile industry. I went into this study thinking that the differ-
ences in cost were going to be explained by the labor rate. For example,
say, 100 labor hours are required to produce a car in the United States.
With an $8 an hour difference in labor cost, there would be an $800
differential in production cost. This leads to an advantage for the
Japanese. I was astounded to find that this is not nearly the whole
story. That, in fact, the productivity gap is perhaps as large or larger
as the labor cost gap.

Consistently, the automobile industry finds in case after case that
there is as much as a 50-percent differential in labor productivity.
This is based on the industry's own data, by the way, since they were
kind enough to share many of their findings and trip reports. Whereas
we may take 100 hours to produce a car, Japanese firms produce them
with 50 labor hours: for some engine cases, the gap is as high as a
3 to 1 productivity differential.

In 1974 or early 1970's, we were supposedly at exact parity with the
Japanese, in terms of productivity. Now we're in a situation in which
there is a 2 to 1 disadvantage. It's very popular to say that this is due
to robotics, or capital investment and I have heard people testify to
this before a congressional committee, citing the elaborate sophistica-
tion of Japanese factories. This does not seem to be the case. It's the
opinion of some members of the automobile industry, at least, that
for comparably automated plants, the productivity gap is still 2 to 1.
The Japanese, in general, use the same machine tools that we do, and
essentially operate them in a different way.

We have an explanation which runs counter to the cost in Reagan-
omics terms. The problem is not capital investment; totally, the prob-
lem is a people investment issue, as a matter of fact, that the Japa-
nese work force is able to produce more products of higher quality in
a given period of tim e than we are. The explanation is not principally



a work pace story. In fact, many of the findings suggest that the work
pace is actually lower on many of the lines in Japan, but the quality
is higher. When you get it right the first time, you don't have to fix it,
and that makes a lot of difference.

So we have come to a turning point, I think, in this country. The
automobile industry should be singled out for its deficiency in this

area, because I think many mechanical-based industries find that their
costs due to productivity is running 2 to 1 in favor of corresponding
Japanese producers, even when production is in our own country.

The interpretation I give on this is that we are not dealing with a

macro problem. The temptation is to try to search out those giant
switches and levers which can be pulled in the economy- macro actions
which you can take-to solve the Nation's problems. This involves

getting inflation down, and many other related things. There's a good
chance, as Professor Hayes said, that if inflation went away, the prob-
lem wouldn't.

Certainly, reducing the inflation rate will help and capital invest-

ment would help, but the first and primary task is to get the tech-

nology problem and the short-range management perspective turned

around. This means correcting problems in U.S. management. The

emphasis is not so much on the Government sector.
We find corporations have a very short-range viewpoint, whereas

foreign firms have taken a much longer viewpoint and tend to deal
more in terms of technological results and not so much in terms of the

bottom line, so to speak.
To summarize, we find also that the Japanese factories are produc-

ing at a higher productivity level. They are better managing their

own work forces, and better managing their own manufacturing than
we are. All is not dark, however, because there are many firms that

do get it right. When you look at examples like Caterpillar, Black &

Decker, Hewitt-Packard, 3-M, among others, that, in fact, we find

firms that are doing the right thing, and are, in fact, experiencing
the favorable results which we might expect.

There is, nonetheless, a great need to turn our competitive record

around in general. It's going to take time for many U.S. corporations

to learn how to solve these problems but it is happening. And I hope
that they will continue to do so. Thank you very much.

[The article referred to by Mr. Hayes and Mr. Abernathy follows:]
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Managing our
way to
economic decline

Robert H. Hayes and Modern management principles
William J. Abernathy may cause rather than cure

sluggish economic performance

How are we to fix re-
sponsibility for the
current malaise of
American business.
Most attribute its weak-
ened condition to the
virus of inflatio, the
paralysis broug on by
government re lation
and tax policy, or the
feverish price escala-
tion by OPEC. Not quite
right, say the authors.
In their judgment, re-
sponsibility rests not
with general economic
forces alone but also
with the failure of
American managers to
keep their companies
technologically compet-
itive over the long run.
In advancing their con-
troversial diagnosis, the
authors draw on their
own extensive work in
the production field as
well as their recent
association with Harvard's
International Senior
Managers Program in
Vcvey, Switzerland. Hav-
ing taken a long,
hard look from ,broad
at how American
managers operate, they

propose some strong
medicine for improving
the health of American
business.

Mr. Hayes is professor
of business administra-
tion at the larard
Business School and has
served as faculty chair-
man of the International
Senior Managers Program.
He is the author of
several HBR articles,
the most recent being
"The Dynamics of
Process-Product Life
Cycles" (coauthor, Steven
C. Wheelwright, March-
April i979). Mr. Aber-
nathy, also professor of
business administration
at the Harvard Business
School, is a leading
authority on the auto
mobile industry. He is
the author of The Pro-
Juctisity Dilemno: Road.
block to invation in
the Autiobiile Industry
(Johns Hopkins Univer-
sity Press, 19781. This
is his sccond HBR article

During the past several years American business has
experienced a marked deterioration of competitive
vigor and a growing unease about its overall eco-
nomic well-being. This decline in both health and
confidence has been attributed by economists and
business leaders to such factors as the rapacity of
OPEC, deficiencies in government tax and monetary
policies, and the proliferation of regulation. We find
these explanations inadequate.

They do not explain, for example, why the rate
of productivity growth in America has declined both
absolutely and relative to that in Europe and Japan.
Nor do they explain why in many high-technology
as well as mature industries America has lost its
leadership position. Although a host of readily
named forces-government regulation, inflation,
monetary policy, tax laws, labor costs and con-
straints, fear of a capital shortage, the price of im-
ported oil-have taken their toll on American busi-
ness, pressures of this sort affect the economic cli-
mate abroad just as they do here.

A German executive, for example, will not be con-
vinced by these explanations. Germany imports 95%o
of its oil (we import So), its government's share of
gross domestic product is about 37% (ours is about
301.1, and workers must be consulted on most major
decisions. Yet Germany's rate of productivity growth
has actually increased since 1970 and recently rose
to more than four times ours. In France the situation
is similar, yet today that country's productivity
growth in manufacturing (despite current crises in
steel and texies) more than triples ours. No modem
industrial nation is immune to the problems and
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pressures besetting U.S. business. Why then do we

find a disproportionate loss of competitive vigor by
U.S. companies?

Our experience suggests that, to an unprece-

dented degree, success in most industries today re-

quires an organizational commitment to compete
in the marketplace on technological grounds-that

is, to compete over the long run by offering superior

products. Yet, guided by what they took to be the

newest and best principles of management, Ameri-

can managers have increasingly directed their atten-

tion elsewhere. These new principles, despite their

sophistication and widespread usefulness, encourage
a preference for (1) analytic detachment rather

than the insight that comes from "hands on" experi-
ence and (2) short-term cost reduction rather than

long-term development of technological competitive-
ness. It is this new managerial gospel, we feel, that

has played a major role in undermining the vigor
of American industry.

American management, especially in the two de-

cades after World War II, was universally admired

for its strikingly effective performance. But times

change. An approach shaped and refined during
stable decades may be ill suited to a world character-
ized by rapid and unpredictable change, scarce en-

ergy, global competition for markets, and a constant
need for innovation. This is the world of the 198os
and, probably, the rest of this century.

The time is long overdue for earnest, objective

self-analysis. What exactly have American managers
been doing wrong? What are the critical weaknesses
in the ways that they have managed the technolog-
ical performance of their companies? What is the

matter with the long-unquestioned assumptions on

which they have based their managerial policies and
practices?

A failure of management

In the past, American managers earned worldwide

respect for their carefully planned yet highly aggres-
sive action across three different time frames:

> Short term-using existing assets as efficiently
as possible.

> Medium term-replacing labor and other scarce
resources with capital equipment.

> Long term-developing new products and pro-
cesses that open new markets or restructure old ones.

The first of these time frames demanded toughness,
detenination, and close attention to detail; the

second, capital and the willingness to take sizable

financial risks; the third, imagination and a certain

amount of technological daring. .
Our managers still earn generally high marks for

their skill in improving short-term efficiency, but

their counterparts in Europe and Japan have started

to question America's entrepreneurial imagmation

and willingness to make risky long-term competitive

investments. As one such observer remarked to us:

,,The U.S. companies in my industry act like banks.

All they are interested in is return on investment

and getting their money back. Sometimes they act

as though they are more interested in buying other

companies than they are in selling products to cus-

tomers."
In fact, this curt diagnosis represents a growing

body of opinion that openly charges American

managers with competitive myopia: "Somehow or

other, American business is losing confidence in

itself and especially confidence in its future. Instead

of meeting the challenge of the changing world,

American business today is making small, short-term

adjustments by cutting costs and by turning to the

government for temporary relief.... Success in trade

is the result of patient and meticulous preparations,

with a long period of market preparation before the

rewards are available.... To undertake such com-
mitments is hardly in the interest of a manager who

is concerned with his or her next quarterly earnings

reports."
More troubling still, American managers them-

selves often admit the charge with, at most, a rhe-

torical shrug of their shoulders. In established busi-

resses, notes one senior vice president of research:
"We understand how to market, we know the tech-

nology, and production problems are not extreme.

Why risk money on new businesses when good,

profitable low-risk opportunities are on every side?"
Says another: "It's much more difficult to come up
with a synthetic meat product than a lemon-lime

cake mix. But you work on the lemon-lime cake miX

because you know exactly what that return is going

to be. A synthetic steak is going to take a lot longer,
require a much bigger investment, and the, risk of

failure will be greater."
These managers are not alone; they speak for

many. Why, they ask, should they invest dollars

that are hard to cam back when it is so easy-and

so much less risky-to make money in other ivays?

Rych, suzuki. morldade Etanfionof US. Ert,-A 1apanac Vi,".

2. S nsWeek, Fbma 16, 476, P. 57
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Why ignore a ready-made situation in cake mixes
for the deferred and far less certain prospects in
synthetic steaks. Why shoulder the competitive risks
of making better, more innovative products?

In our judgment, the assumptions underlying
these questions are prime evidence of a broad man-
agerial iailure-a failure of both vision and leader-
ship-that over time has eroded both the inclination
and the capacity of U.S. companies to innovate.

Familiar excuses

About the facts themselves there can be little dis-
pute. Exhibits I-1V document our sorry decline. But
the explanations and excuses commonly offered
invite a good deal of comment.

It is important to recognize, first of all, that the
problem is not new. It has been going on for at least
i years. The rate of productivity growth in the pri-
vate sector peaked in the mid-196os. Nor is the
problem confined to a few sectors of our economy;
with a few exceptions, it permeates our entire econ-
omy. Expenditures on R&D by both business and
government, as measured in constant (noninflated)
dollars, also peaked in the mid-g6cs-both in ab-
solute terms and as a percentage of GNP. During
the same period the expenditures on R&D by West
Germany and Japan have been rising. More im-
portant, American spending on R&D as a percentage
of sales in such critical research-intensive industries
as machinery, professional and scientific instru-
ments, chemicals, and aircraft had dropped by the
mid-1970s to about half its level in the early r96os.
These are the very industries on which we now de-
pend for the bulk of our manufactured exports.

Investment in plant and equipment in the United
States displays the same disturbing trends. As econ-
omist Burton G. Malkiel has pointed out: "From 1948
to 1973 the Inet book value of capital equipment]
per unit of labor grew at an annual rate of almost
3,. Since 1973, however, lower rates of private in-
vestment have led to a decline in that growth rate
to 1.75 c. Moreover, the recent composition of in-
vestment (in 19781 has been skewed toward equip-
ment and relatively short-term projects and away
from structures 'and relatively long-lived invest-
ments. Thus our industrial plant has tended to
age...."1

Other studies have shown that growth in the in-
crenital capital equipment-to-labor ratio has fallen
to about one-third of its value in the early 1960s.
By contrast, between 1966 and 1976 capital invest-

Exhibit I
Growth In labor productivity since 1960 (United States and
abroad)

Awerage annual perent Change

Man.factung AN indunes
1960-1976 1960-1976

United States 2.8% 1.7%

United Kngdonm 29 2.2

Canada 4.0 2.1

Germany 5.4 4.2

France 5. 4.3

Italy 5.9 4.9

Belgium 6.9 -

Netherands 6.9' -
Sweden 52 -

Japan 82 7.5

Exhibit 11
Growth of labor productivity by sector, 1948-1978

Growth of labor productivty
(annual average penent)

Time secton 194845 196573 1973-78
Privatebiuines. 3.2% 2.3% 11%

Agticu. fiesy. and fsiten.. 55 5.3 29
M nn9  42 2.0 -40
Constructn 29 -2.2 -18

Manuacturing 3.1 2.4 1.7
Durable goods 2.: 1.9 1.2
Nondurable goods 3.4 3.2 2.4

Transpoation 3.3 2.9 0.9

Communication 5.5 48 71

Elects. gas. and sanitary services 6.2 4.0 0.1
Trade 27 30 04
Wholesale 3 3 9 02
Retai 2.4 2.3 08
Finance.,nsurance.andea aesate 1.0 -03 14

Seces 1. 19 05

Goveentniewterises -0.6 09 -07

ment as a percentage of GNP in France and West
Germany was more than 207 greater than that in
the United States; in Japan the percentage was al-
most double ours.

To attribute this relative loss of technological
vigor to such things as a shortage of capital in the
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Exhibit III
National expenditures for performance of R&D as a percent
of GNP by country, 1961-1978'

Percent

WeeyGerRs,,

0
1961 63 65 67 69 71 73 75 7778

United States is not justified. As Malkiel and others

have shown, the eturn on equity of American busi-

ness (out of which comes the capital necessary for

investment) is about the same today as 20 years ago,

even after adiusting for inflation. However, invest-
ment in both new equipment and R&D, as a per-

centage of GNP, was significantly higher 20 years
ago than today.

The conclusion is painful but must be faced. Re-

sponsibility for this competitive listlessness belongs
not just to a set of external conditions but also

to the attitudes, preoccupations, and practices of

American managers. By their preference for servic-
ing existing markets rather than creating new ones
and by their devotion to short-term returns and
"management by the numbers," many of them have
effectively forsworn long-term technological superi-
ority as a competitive weapon. In consequence, they
have abdicated their strategic responsibilities.

The new management orthodoxy
We refuse to believe that this managerial failure

is the result of a sudden psychological shift among

American managers toward a "super-safe, no risk"

mind set. No profound sea change in the character
of thousands of individuals could have occurred in

so organized a fashion or have produced so consis-

tent a pattern of behavior. Instead we b#lieve that

during the past two decades American managers
have increasingly relied on principles wthich prize
analytical detachment and methodological elegance

over insight, based on experience, into the subtleties

and complexities of strategic decisions. As a result,
maximum short-term financial returns have become
the overriding criteria for many companies.

For purposes of discussion, we may divide this
new management orthodoxy into three general cate-

gories: financial control, corporate portfolio manage-

ment, and market-driven behavior.

Financial control

As more companies decentralize their organizational

structures, they tend to fix on profit centers as the

primary unit of managerial responsibility. This de-

velopment necessitates, in turn, greater dependence

on short-term financial measurements like return

on investment (ROI) for evaluating the perfonnance
of individual managers and management groups.

Increasing the structural distance between those en-

trusted with exploiting actual competitive oppor-

tunities and those who must judge the quality of

their work virtually guarantees reliance on objec-

tively quantifiable short-term criteria.

Although innovation, the lifeblood of any vital

enterprise, is best encouraged by an environment
that does not unduly penalize failure, the predictable

result of relying too heavily on short-term financial

measures-a sort of managerial remote control-is
an environment in which no one feels he or she can

afford a failure or even a momentary dip in the

bottom line.

Corporate portfolio management

This preoccupation with control draws support from

modern theories of financial portfolio management.

Originally developed to help balance the overall risk

4. Roge g~enac sJa Robert Cooper, Beyond the Markesat Concept."

Buia s floros, u...e -7, p. 7-
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and return of stock and bond portfolios, these prin-
ciples have been applied increasingly to the creation
and management of corporate portfolios-that is, a
cluster of companies and product lines assembled
through various modes of diversification under a
single corporate umbrella. When applied by a remote
group of dispassionate experts primarily concerned
with finance and control and lacking hands-on ex-
perience, the analytic formulas of portfolio theory
push managers even further toward an extreme of
caution in allocating resources.

"Especially in large organizations," reports one
manager, "we are observing an increase in manage-
ment behavior which I would regard as excessively
cautious, even passive; certainly overanalytical; and,
in general, characterized by a studied unwillingness
to assume responsibility and even reasonable risk."

Market-driven behavior

In thie past 20 years, American companies have
perhaps learned too well a lesson they had long
been inclined to ignore: businesses should be cus-
tomer orieited rather than product oriented. Henry
Ford's famous dictum that the public could have
any color automobile it wished as long as the color
was black has since given way to its philosophical
opposite: "We have got to stop marketing makeable
products and learn to make marketable products."

At last, however, the dangers of too much reliance
on this philosophy are becoming apparent. As two
Canadian researchers have put it: "Inventors, scien-
tists, engineers, and academics, in the normal pur-
suit of scientific knowledge, gave the world in re-
cent times the laser, xerography, instant photog-
raphy, and the transistor. In contrast, worshippers
of the marketing concept have bestowed upon man-
kind such products as new-fangled potato chips,
feminine hygiene deodorant, and the pet rock...."

The argument that no new product ought to be
introduced without managers undertaking a market
analysis is common sense. But the argument that
consumer analyses and formal market surveys
should dominate other considerations when allocat-
ing resources to product development is untenable.
It may be useful to remember that the initial market
estimate for computers in r94s projected total world-
wide siles of oly ten units. Similarly, even tre
most carciully researched analysis of conisuiner pref-
Crences ltr gas-guizzlinig cars in an cra of gasoline
abundance offers little useful guidance to today's
autio mob[hile mianiufacturcrs in making wise product
ins-tmient dcisiins. Customers may know what
thcir needs are, hut they often define those needs

Exhibit IV
Industrial R&D expenditures for basic research, applied
research, and development, 1960-1978 (in S millions)

$30.000 Cuentdollars .........
Constan 1972dll .........

20.000 Deelopmeni

10.000 .
9.000
8oo
7.000
6.000
5.000*

Applied research
4.000 .. . . .. .

2.000

1.000 Basicresearch
900
Soo
800

500

300

1960 62 64 68 6B 70 72 74 76 78

GNP nnncip-ceeiwsusediocoiwis, --remnb -aIsone2o1s
S -ie Sc.1-n imc 1i, 78. p 87

: . Premman~y nam wei. 1977c, , eam .nmes re 1978

in terms of existing products, processes, markets,
and prices.

Deferring to a market-driven strategy without pay-
ing attention to its limitations is, quite possibly,
opting for customer satisfaction and lower risk in
the short run at the expense of superior products in
the future. Satisfied customers are critically inipOr
tant, of course, but not if the strategy for creating
them is responsible as well for unnecessary product
proliferation, intiaed costs, unfocused diversifica-
tion, and a lagging comnitment to new technology
and new capital cuipimenit.
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Three managerial decisions

These are serious charges to make. But the un-

pleasant fact of the matter is that, however useful
these new principles may have been initially, if

carried too far they are bad for U.S. business. Con-

sider, for example, their effect on three major kinds

of choices regularly faced by corporate managers:
the decision between imitative and innovative prod-
uct design, the decision to integrate backward, and
the decision to invest in process development.

Imitative vs. innovative product design

A market-driven strategy requires new product ideas

to flow from detailed market analysis or, at least, to

be extensively tested for consumer reaction before

actual introduction. It is no secret that these require-

ments add significant delays and costs to the intro-

duction of new products. It is less well known that

they also predispose managers toward developing

products for existing markets and toward product

designs of an imitative rather than an innovative

nature. There is increasing evidence that market-

driven strategies tend, over time, to dampen the

general level of innovation in new product decisions.

Confronted with the choice between innovation

and imitation, managers typically ask whether the

marketplace shows any consistent preference for

innovative products. if so, the additional funding

they require may be economically justified; if not,

those funds can more properly go to advertising,

promoting, or reducing the prices of less-advanced

products. Though the temptation to allocate re-

sources so as to) strengthen pertormance im existing

products and markets is often irresistible, recent

studies by 1. Hugh Davidson and others confirm the

strong market attractiveness of innovative products.
5

Nonetheless, ianagers having to decide between

innovative atnd imitative product design face a dif-

ficult series of marketing-related trade-offs. Exhibit

V summarizes these trade-offs.
By its very nature. innovative design is, as Joseph

Schumpeter observed a long timie ago, initially de-

structive of capital-whether in the form of labor

skills, management systems, technological processes,

or capital equipment. It tends to make obsolete ex-

isting investments in both iarketing and manufac-

turing orgami:aions. For the managers concerned

it represents the choice of uncertainty (about ceo-

ni nic returns, timing, etc.) over relative predictabil-

its, exchanging the reasonable expectation of cur-

rent inconie against the promise of high future

value. It is the choice of the gambler, the person
willing to risk much to gain even more.

Conditioned by a market-driven strategy and held
closely to account by a "results noi" ROI-oriented
control system, American managers have increas-
ingly refused to take the chance on innovative prod-
uct/market development. As one of them confesses:
"In the last year, on the basis of high capital risk, I
turned down new products at a rate at least twice
what I did a year ago. But in every case I tell my
people to go back and bring me some new product
ideas." In truth, they have learned caution so well
that many are in danger of forgetting that market-
driven, follow-the-leader companies usually end up
following the rest of the pack as well.

Backward integration

Sometimes the problem for managers is not their

reluctance to take action and make investments but

that, when they do so, their action has the unin-

tended result of reinforcing the status quo. In de-

ciding to integrate backward because of apparent

short-term rewards, managers often restrict their

ability to strike out in innovative directions in the

future.
Consider, for example, the case of a manufacturer

who purchases a maior component from an outside

company. Static aialysis of production economies

may very well show that backward integration offers

rather substantial cost beiefits. Eliminating certain

purchasing and marketing functions, centralizing

overhead, pooling R&D efforts and resources, co-

ordinating design and production of both product

and component, reducing uncertainty over design

changcs, allowing for the use of more specialized
equipment and labor skills-in all these ways and

more, backward integration holds out to manage-

ment the promise of significant short-term increases

in ROL
These efficiencies may be achieved by companies

with commoditylike products. In such industries as

ferrous and nonferrous metals or petroleum, back-

ward integration toward raw materials and supplies

tends to have a strong, positive effect on- profits.

However, the situation is markedly different for

companies in more techiologically active industries.

Where there is considerable exposure to rapid tech-

nological advances, the promised value of backward

integration becomes problematic. It may provide a

4 icN Hu ihtDvidn, Why MiarNew. con,,umr~, ,i B rnd , HIR Marh.

Apni ,,:r. p*7
6. B.,-,nes Wee,. ebrur 6, 19 - P7.

83-184 0 - 81 - 2
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quick, short-term boost to ROI figures in the next
annual report, but it may also paralyze the long-term
ability of a company to keep on top of technological
change.

The real competitive threats to technologically ac-
tive companies arise less from changes in ultimate
consumer preference than from abrupt shifts in com-
ponent technologies, raw materials, or production
processes. Hence those managers whose attention.
is too firmly directed toward the marketplace and
near-term profits may suddenly discover that their
decision to make rather than buy important parts
has locked their companies into an outdated tech-
nology.

Further, as supply channels and manufacturing
operations become more systematized, the benefits
from attempts to "rationalize" production may well
be accompanied by unanticipated side effects. For
instance, a company may find itself shut off from
the R&D efforts of various independent suppliers
by becoming their competitor. Similarly, the com-
mitment of time and resources needed to master
technology back up the channel of supply may dis-
tract a company from doing its own job well. Such
was the fate of Bowmar, the pocket calculator pio-
neer, whose attempt to integrate backward into
semiconductor production so consumed manage-
ment attention that final assembly of the calcula-
tors, its core business, did not get the required re-
sources.

Long-term contracts and long-term relationships
with suppliers can achieve many of the same cost
benefits as backward integration without calling
into question a company's ability to innovate or re-
spond to innovation. European automobile manu-
facturers, for example, have typically chosen to rely
on their suppliers in this way; American companies
have followed the path of backward integration.
The resulting trade-offs between production efficien-
cies and innovative flexibility should offer a stem
warning to those American managers too easily be-
guiled by the lure of short-term ROI improvement.
A case in point: the U.S. auto industry's huge in-
vestment in automating the manufacture of cast-
iron brake drums probably delayed by more than
five years its transition to disc brakes.

Process dcveld'pmcnt

In an era of management by the numbers, many
American managers-especially in mature industries
-are reluctant to invest heavily in the development
of new manufacturing processes. When asked to
explain their reluctance, they tend to respond in

Exhibit V
Dadaoffs between imitative and Innovative design for an
established product line
timaativedesign Innonvartl design
Market demand Sa relatwely wer Polentaily large but unpredictable
k and predictable demand; the risk ofa fops also

large.

market reogniion and acepianco Market acceptance maybsini-.
an andl bally. but the ,mliaie resoonse of

competitors may also b0 slowed.
Readily adaptable to eisig market. May require unique, tailored market
sansonditnbutsonpolc.e, 0ng disrnbuio and ses poliaest i

educate custonr or because of
specral repair and waarrany problm.

Fi with eisting marke: segmenta. Demand may cut across traditional
tion and product policies ma-keIng segments. disrupring div-

sional resPonshdities and cannibalz-
ing other product.

fairly predictable ways. "We can't afford to design
new capital equipment for just our own manufac-
turing needs" is one frequent answer. So is: "The
capital equipment producers do a much better job,
and they can amortize their development costs over
sales to many companies." Perhaps most common is:
"Let the others experiment in manufacturing; we
can learn from their mistakes and do it better."

Each of these comments rests on the assumption
that essential advances in process technology can be
appropriated more easily through equipment pur-
chase than through in-house equipment design and
development. Our extensive conversations with the
managers of European (primarily German) technol-
ogy-based companies have convinced us that this
assumption is not as widely shared abroad as in the
United States. Virtually across the board, the Euro-
pean managers impressed us with their strong com-
mitment to increasing market share through internal
development of advanced process technology-even
when their suppliers were highly responsive to tech-
nological advances.

By contrast, American managers tend to restrict
investments in process development to only those
items likely to reduce costs in the short run. Not all
arc happy with this. As one disgruntled cxecutivsc
told us: "For too long U.S. managers have been
taught to set low priorities on mechanization proj-
ects, so that eventually divestment appears to be the
best way out of manufacturing difficulties. Why?

"The drive for short-term success has prevented
managers from looking thoroughly into the matter
of special manutacturing equipment, which his to
be invented, developed, tested, redesigned, repro-
duced, improved. and so o. That's . long process,
wihich needs expeticd, knowledgeable, and dedi-
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cated people who stick to their jobs over a consider-
able period of time. Merely buying new equipment
(even if it is possible) does not often give the com-
pany any advantage over competitors."

We agree. Most American managers seem to forget
that, even if they produce new products with their
existing process technology (the same "cookie cut-
ter" everyone else can buy), their competitors will
face a relatively short lead time for introducing
similar products. And as Eric von Hipple's studies
of industrial innovation show, the innovations on
which new industrial equipment is based usually
originate with the user of the equipment and not
with the equipment producer! In other words, com-
panies can make products more profitable by invest-
ing in the development of their own process tech-
nology. Proprietary processes are every bit as formi-
dable competitive weapons as proprietary products.

The American managerial ideal

Two very important questions remain to be asked:
(1) Why should so many American managers have
shifted so strongly to this new managerial ortho-
doxy? and (2) Why are they not more deeply bothered
by the ill effects of those principles on the long-term
technological competitiveness of their companies-
To answer the first question, we must take a look
at the changing career patterns of American man-
agers during the past quarter century, to answer the
second, we must understand the way in which they
have come to regard their professional roles and re-
sponsibilities as managers.

The road to the top

During the past 25 years the American manager's
road to the top has changed significantly. No longer
does the typical career, threading sinuously up and
through a corporation with stops in several func-
tional areas, provide future top executives with
intimate hands-on knowledge of the company's tech-
nologies, customers, and suppliers.

EIxhiit VI summarizes the curently available data
on the shift in functional background of newly ap-
pointed presideits of the too largest U.S. corpora-
tions. The immediate significance of these figures
is clear. Since the mid-is;os there has been a rather
substantial increase in the percentage ot new com-
pany presidents whose primary iriterests and exper-
rise lie in the financial ard legal areas and not in pro-
duction. In the view of C. Jackson Grayson, presi-

dent of the American Productivity Center, American
management has for 20 years "coasted off the great
R&D gains made during World War II, and con-
stantly rewarded executives from the marketing, fi-
nancial, and legal sides of the business while it
ignored the production men. Today [in business
schools] courses in the production area are almost
nonexistent."*

In addition, companies are increasingly choosing
to fill new top management posts from outside their
own ranks. In the opinion of foreign observers, who
are still accustomed to long-term careers in the same
company or division, "High-level American execu-
tives ... seem to come and go and switch around
as if playing a game of musical chairs at an Alice in
Wonderland tea party."

Far more important, however, than any absolute
change in numbers is the shift in the general sense
of what an aspiring manager has to be "smart about"
to make it to the top. More important still is the
broad change in attitude such trends both encourage
and express. What has developed, in the business
community as in academia, is a preoccupation with
a false and shallow concept of the professional man-
ager, a "pseudo-professional" really-an individual
having no special expertise in any particular indus-
try or technology who nevertheless can step into
an unfamiliar company and run it successfully
through strict application of financial controls, port-
folio concepts, and a market-driven strategy.

The gospel of pseudo-professionalism

In recent years, this idealization of pseudo-profes-
sionalism has taken on something of the quality
of a corporate religion. Its first doctrine, appropriate-
ly enough, is that neither industry experience nor
hands-on technological expertise counts for very
much. At one level, of course, this doctrine helps to
salve the conscience of those who lack them. At
another, more disturbing level it encourages the

faithful to make decisions about technological mat-
ters simply as if they were adjuncts to finance or
marketing decisions. We do not believe that the
technological issues facing managers today canl lie
meaningfully addressed without taking into account
marketing or financial considerations; on the other
hand, neither can they be resolved with the same
methodologies applied to these other fields.

l i onHrrel "The cornm-n Rol 'If U-<rs -n the Scin- l utrmn
o o Pes, MIT 5:,-n sOol of Managemeni Womans rts
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Complex modern technology has its own inner
logic and developmental imperatives. To treat it as
if it were something else-no matter how com-
fortable one is with that other kind of data-is to
base a competitive business on a two-legged stool,
which must, no matter how excellent the balancing
act, inevitably fall to the ground.

More disturbing still, true believers keep the faith
on a day-to-day basis by insisting that as issues rise
up the managerial hierarchy for decision they be
progressively distilled into easily quantifiable terms.
One European manager, in recounting to us his ex-
periences in a joint venture with an American com-
pany, recalled with exasperation that "U.S. managers
want everything to be simple. But sometimes busi-
ness situations are not simple, and they cannot be
divided up or looked at in such a way that they
become simple. They are messy, and one must try
to understand all the facets. This appears to be alien
to the American mentality."

The purpose of good organizational design, of
course, is to divide responsibilities in such a way
that individuals have relatively easy tasks to per-
form. But then these differentiated responsibilities
must be pulled together by sophisticated, broadly
gauged integrators at the top of the managerial pyra-
mid. If these individuals are interested in but one
or two aspects of the total competitive picture, if
their training includes a very narrow exposure to
the range of functional specialties, if-worst of all-
they are devoted simplifiers themselves, who will do
the necessary integration? Who will attempt to re-
solve complicated issues rather than try to uncom-
plicate them artificially? At the strategic level there
are no such things as pure production problems,
pure financial problems, or pure marketing prob-
lems.

Merger mania

When executive suites are dominated by people with
financial and legal skills, it is not surprising that top
management should increasingly allocate time and
energy to such concerns as cash management and
the whole process of corporate acquisitions and
mergers. This is indeed what has happened. In 1978
alone there were some 8o mergers involving com-
panies with assets ill excess of Sio million each;
in 1979 there were almost too. This represents rough-
ly S20 billion in transfers of large companies from
one owner to another-two-thirds of the total amount
spent on R&D by American industry.

In 1976 Business Week ran a cover story ont cash
management in which it stated that "the .40 largest

Exhibit VI
Changes In ths professional origins of corporate presi-
dents (percent changes from baseline years [1948-1952) for
100 top U.S. companies)
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U.S. companies together have more than 56o billion
in cash-almost triple the ainount they had at the
beginning of the 1970S." The article also described
the increasing attention devoted to-and the sophis-
ticated and exotic techniques used for-managing
this cash hoard.

There are perfectly good reasons for this flurry of
activity. It is entirely natural for financially (or
legally) trained managers to concentrate on essen-
tially financial (or legal) activities. It is also natural
for managers who subscribe to the portfolio "law of
large numbers" to seek to reduce total corporme
risk by parceling it out among a sufficiently large
number of separate product lines, businesses, or
technologies. Under certain conditions it may ve ry
well make good economic sense to buy rather than
build new plants or modernize existing ones. Merg-
ers are obviously i exciting game; they tend to
produce fairly quick and decisive results, and they
offer the kind of public recognition that helps careers
along. Who can doubt the appeal of the titles
aWarded by the financial community; being called
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a "gunslinger," "white knight," or "raider" can

quicken anyone's blood.
Unfortunately, the general American penchant

for separating and simplifying has tended to encour-

age a diversification away from core technologies
and markets to a much greater degree than is true

in Europe or Japan. U.S. managers appear to have

an inordinate faith in the portfolio law of large
numbers-that is, by amassing enough product lines,

technologies, and businesses, one will be cushioned

against the random setbacks that occur in life. This

might be true for portfolios of stocks and bonds,

where there is considerable evidence that setbacks

are random. Businesses, however, are subject not

only to random setbacks such as strikes and short-

ages but also to carefully orchestrated attacks by

competitors, who focus all their resources and en-

ergies on one set of activities.
Worse, the great bulk of this merger activity ap-

pears to have been absolutely wasted in terms of

generating economic benefits for stockholders. Ac-

quisition experts do not necessarily make good man-

agers. Nor can they increase the value of their shares

by merging two companies any better than their

shareholders could do individually by buying shares

of the acquired company on the open market Jar a

price usually below that required for a takeover at-

tempt).
There appears to be a growing recognition of this

fact. A number of U.S. companies are now divesting
themselves of previously acquired companies; others

(for example, W.R. Grace) are proposing to break
themselves up into relatively independent entities.
The establishment of a strong competitive position

through in-house technological superiority is by na-

ture a long, arduous, and often unglamorous task.

But it is what keeps a business vigorous and com-
petitive.

The European example

Gaining competitive success through technological

superiority is a skill much valued by the seasoned

European (and Japanese) managers with whom we

talked. Although we were able to locate few hard

statistics on their actual practice, our extensive

investigations of more than 20 companies convinced

us that European managers do indeed tend to differ

significantly from their American counterparts. In

fact, we found that many of them were able to artic-
ulate these differences quite clearly.

In the first place, European managers think them-
selves more pointedly concerned with how to sur-
vive over the long run under intensely competitive
conditions. Few markets, of course, generate pnce

competition as fierce as in the United States, but

European companies face the remorseless necessity
of exporting to other national markets or perishing.

The figures here are startling: manufactured prod-
uct exports represent more than 35% of total manu-

facturing sales in France and 4e many and nefly

60%9 in the Benelux countries, as Aggiest ndt quite

ioo in the United States. In these export markets,

moreover, European products must hold their own

against "world class" competitors, lower-priced prod-

ucts from developing countries, and American prod-

ucts selling at attractive devalued dollar prices. To

survive this competitive squeeze, European man-

agers feel they must place central emphasis on pro-

ducing technologically superior products.
Further, the kinds of pressures from European

labor unions and national governments virtually

force them to take a consistently long-term view in .

decision making. German managers, for example,

must negotiate major decisions at the plant level

with worker-dominated works councils; in turn,

these decisions are subject to review by supervisory

boards (roughly equivalent to American boards of

directors), half of whose membership is worker

elected- Together with strict national legislation, the

pervasive influence of labor unions makes it ex-

tremely difficult to change employment levels or

production locations. Not surprisingly, labor costs

in Northern Europe have more than doubled in the

past decade and are nowy the highest in the world.

To be successful in this environment of strictly
constrained options, European managers feel they
must employ a decision-making apparatus that

grinds very fine-and very deliberately. They must

simply outthink and outmanage their competitors.

Now, American managers also have their strategic

options hedged about by all kinds of restrictions. Bu

those restrictions have not yet made them as con-

scious as their European counterparts of the long-

term implications of their day-to-day decisions.

As a result, the Europeans see themselves as ivest-

ing more heavily in cutting-edge technology than

the Americans. More often than not, this investment

is made to create new product opportunities in ad-

vance of consumer demand and not merely in re-

sponse to market-driven strategy. In case after case,

we found the Europeans striving to develop the prod-

ucts and process capabilities with which to lead

markets and not simply responding to the current

demands of the marketplace. Moreover, in doing this



Economic decline

they seem less inclined to integrate backward and
more likely to seek maximum leverage from stable,
long-term relationships with suppliers.

Having never lost sight of the need to be tech-
nologically competitive over the long run, Euro-
pean and Japanese managers are extremely careful
to make the necessary arrangements and invest-
ments today. And their daily concern with the rather
basic issue of long-term survival adds perspective
to such matters as short-term ROI or rate of growth.
The time line by which they manage is long, and
it has made them painstakingly attentive to the
means for keeping their companies technologically
competitive. Of course they pay attention to the
numbers. Their profit margins are usually lower than
ours, their debt ratios higher. Every tenth of a per-
cent is critical to them. But they are also aware that
tomorrow will be no better unless they constantly
try to develop new processes, enter new markets,
and offer superior-even unique-products. As one
senior German executive phrased it recently, "We
look at rates of return, too, but only after we ask 'Is
it a good product?'" 

Creating economic value

Americans traveling in Europe and Asia soon learn
they must often deal with criticism of our country.
Being forced to respond to such criticism can be
healthy, for it requires rethinking some basic issues
of principle and practice.

We have much to be proud about and little to be
ashamed of relative to most other countries. But
sometimes the criticism of others is uncomfortably
close to the mark. The comments of our overseas
competitors on American business practices contain
enough truth to require our thoughtful considera-
tion. What is behind the decline in competitiveness
of U.S. business? Why do U.S. companies have such
apparent difficulties competing with foreign pro-
ducers of established products, many of which orig-
inated in the United States?

For example, Japanese televisions dominate some
market segments, even though many U.S. producers
now enjoy the same low labor cost advantages of
offshore production. The German machine tool and
automotive producers continue their inroads into
U.S. domestic markets, even though their labor rates
are now higher than those in the United States and

the famed German worker in German factories is
almost as likely to be Turkish or Italian as German.
.The responsibility for these problems may rest in

part on government policies that either overcon-
strain or undersupport U.S. producers. But if our for-
eign itcs are correct, the long-term solution to Am-
erica's problems may not be correctable simply by
changing our government's tax laws, monetary pol-
icies, and regulatory practices. It will also require
some fundamental changes in management attitudes
and practices.

It would be an oversimplification to assert that
the only reason for the decline in competitiveness
of U.S. companies is that our managers devote too
much attention and energy to using existing re-
sources more efficiently. It would also oversimplify
the issue, although possibly to a lesser extent, to say
that it is due purely and simply to their tendency to
neglect technology as a competitive weapon.

Companies cannot become more innovative
simply by increasing R&D investments or by con-
ducting more basic research. Each of the decisions
we have described directly affects several functional
areas of management, and major conflicts can only
be reconciled at senior executive levels. The benefits
favoring the more innovative, aggressive option in
each case depend more on intangible factors than
do their efficiency-oriented alternatives.

Senior managers who are less informed about their
industry and its confederation of parts suppliers,
equipment suppliers, workers, and customers or who
have less time to consider the long-term implications
of their interactions are likely to exhibit a nonin-
novative bias in their choices. Tight financial con-
trols with a short-term emphasis will also bias
choices toward the less innovative, less technologi-
cally aggressive alternatives.

The key to long-term success-even survival-in
business is what it has always been: to invest, to in-
novate, to lead, to create value where none existed
before. Such determination, such striving to excel,
requires Icaders-not just controllers, market ana-
lysts, and portfolio managers. In our preoccupation
with the braking systems and exterior trim, we
may have neglected the drive trains of our corpora-
tions.0



Representative REUss. Thank you. Mr. Lynas, please proceed.

STATEMENT OF ROBERT M. LYNAS, GROUP VICE PRESIDENT AND
GENERAL MANAGER, CHASSIS COMPONENTS, AUTOMOTIVE
WORLDWIDE, TRW, INC., CLEVELAND, OHIO

Mr. LYNAS. Thank you. Mr. Chairman. It is a pleasure to be here
today. I will summarize my prepared statement.

I am a group vice president and general manager of Chassis Com-
ponents of Automotive Worldwide of TRW, Inc.

TRW is a worldwide diversified manufacturer of high-technology
products and services for car and truck, electronics and space, and
industrial and ener markets.

I have responsibiity for divisions, plants, joint venture companies
in the United States, Canada, Venezuela, Brazil, Argentina, and
Japan.

The Chassis Components Group of AWW has over 9,000 employees.
We market, engineer, and manufacture a broad range of products for
the automotive industry, such as valves, steering linkage, rack and
pinion steering gears, ball joint suspension, precision forgings, and
cold formed parts for passenger cars, light trucks, heavy duty trucks,
farm and construction equipment for both the original equipment and
after market application.

I will direct my remarks particularly to the Japanese challenge to
the American automobile and parts supplier industry. I want to em-
phasize the need to accelerate innovative change in U.S. management
technology and engineering technology and state that the acceptability
of accelerated change will succeed or fail on attitudes-management
and union attitudes particularly-but also on the attitude of the peo-
ple in our organizations, all of them.

One, there are changes required in attitude and approaches to some
of the basic management philosophies that have permeated our
industry.

Two, we need changes in attitude and approaches to the quality
engineering disciplines in all of our engineering departments.

Three, we need changes in attitudes and approaches to many man-
agement systems, particularly first-tier systems that are strangling
our ability to improve quality and productivity.

As we are painfully aware, the Japanese challenge is formidable.
They are succeeding in achieving an ever-increasing market share for
several reasons. Basically, I perceive that, one, the Japanese are ef-
fectively using quality as the primary strategic marketing weapon. The
Japanese are outengneering us, perhaps not overwhelmingly in the
product design area, but they are doing a superior job in the critical
engineering areas of quality and plant engineering functions, and are
doing a better job in manufacturing engineering and industrial
engineering.

The Japanese have developed and are using more effective manage-
ment systems, and as I say, particularly the first-tier management
system.

The Japanese, in addition, have taught broad, technical skills to
their employees through extensive educational and training programs;



and that education and training has resulted in superior productivity
from machines, tools, and the equipment that they use.

The Japanese success is based on simple, logical business attitudes,
exacting engineering disciplines and advanced management systems.

The following is a summarization of my recommendations to im-
prove U.S. productivity:

One, we need an essential change that relates to the improvement of
managmg engineering and controlling product quality which we all
heard about, the results of which will produce positive gains in pro-
ductivity. They are interrelated and inseparable.

The challenge of the 1980's to the U.S. industry is to increase the
emphasis on quality management and before-the-fact quality
engineering.

In addition, we need some changes in some basic management phi-
losophies related to attitudes. Let me give you some examples:

Quality versus price and quality costs. In my opinion, American
management still has not fully recognized that quality is more critical
than price in the fight for market share.

In addition, we should inspect our management attitude about the
people capability that we have. I would like to comment on one myth
concerning American workers that has been widely disseminated and
often repeated: That because of the ethnic background of the Japanese
versus the Americans, we cannot compete. I don't think that is the case.
I believe that if we do the engineering and the management job that
we should, it will come down to work pace only. And I believe that we
can live with that difference, because U.S. industry has other real
economic offsets.

Another management approach that must change is one that I refer
to as the "demand philosophy."

In the United States, management sees productivity as being the
result of management demand. That is, we manage using the demand
philosophy for getting production. To oversimplify, U.S. management
systems are cost driven.

Productivity, as it is commonly perceived, is measured by pieces per
hour. And if the numerical goal is achieved, optimum cost is the ex-
pected result. Unfortunately, quality is the stepchild of the demand
for pieces per hour from machines and equipment.

Also, the demand philosophy sacrifices the reliability and repeat-
ability of machines and tools to get those pieces per hour.

Conversely, I see the Japanese management system as using a relia-
bility philosophy for getting high quality products and productivity.
Japanese management systems are quality driven. The Japanese ap-
proach requires exacting engineering disciplines. Productivity is engi-
neered into both the product and the process, and are inseparable.

Significantly, the result of the quality-driven management philoso-
phy is optimum cost.

And finally, organization structure.
I believe U.S. business organizations are too rigidly structured to

achieve optimum product quality and productivity. We are too far
away from the people, and we have got to get closer to the people and
their attitudes.



We need to advance quality engineering disciplines and to balance
our engineering input to product quality. I am convinced -we are only
as strong as our weakest engineering department's input quality and
productivity, and therefore, each function should be making a nearly
equal contribution.

Hence, you can understand the reason for my emphasis on improving
plant engineering and quality engineering, because they are after-the-
fact engineering functions today, not before the fact. I believe these
engineering departments are not performing well as compared to the
Japanese.

We need changes in many management systems. I will -identify
three:

Our present use of time standards is questionable. Management
must review the objectives for having and using time standards and
performance standards. As used in most plants, they are a work meas-
urement to measure the performance of people, and are the root of
the demand philosophy for pieces per hour.

Another is that business must decentralize work specialization back
to the technology centers, or put about 80 percent of the work tasks
back to the machines and to the people who operate them and decen-
tralize it out of skilled trades areas.

Another is that we must provide a much greater degree of technical
training for our people; we must inundate our technology centers,
our machines, and equipment with more technical skills.

U.S. industry can do almost anything if we put our minds to it.
American managers must have greater confidence in the intelligence
of the employees, and take advantage of their individualism. The
Japanese have taken about 30 years to reach the current level of man-
agement sophistication and leadership. I think it is going to take us
5 years plus to turn this around.

[The prepared statement of Mr. Lynas follows:]

PREPARED STATEMENT OF ROBERT M. LYNAS

Improving Quality and Productivity in U.S. Automobile Supplier Indu8try

I am Robert M. Lynas, Group Vice President and General Manager of Chassis
Components of Automotive Worldwide (AWW) of TRW Inc. TRW is a world-
wide diversified manufacturer of high technology products and services for car
and truck, electronics and space, and industrial and energy markets. I have re-
sponsibility for divisions, plants and joint venture companies in the United
States, Canada, Venezuela, Brazil, Argentina and Japan. The Chassis Compo-
nents Group of AWW has over 9,000 employees. The group markets, engineers
and manufactures a broad range of products such as: automotive valves, steer-
ing linkage, rack and pinion steering gears, ball joint suspension assemblies,
precision forgings and cold formed parts for passenger cars, light and heavy
duty trucks, farm and construction equipment for both original equipment and
aftermarket applications.

I will direct my remarks particularly to the Japanese challenge to the Ameri-
can automobile industry and identify a program that we are working on in the
Chassis Components Group which I believe can help to significantly Improve
product quality and productivity. Also, I want to emphasize the need to accel-
erate innovative change in U.S. management technology and engineering tech-
nology and state that, the acceptability of accelerated change will succeed or
fail on the basis of attitudes, management and union attitudes particularly,
but also on the attitudes of all the people in our organizations. To be more specific
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there are changes required in attitudes and. approaches; to some basic man-
agement philosophies that permeate our business today, to quality engineering
disciplines in all of our engineering departments, and to many management sys-
tems, particularly first tier systems, that are strangling our ability to improve
quality and productivity.

As we are painfully aware, the Japanese challenge is formidable. They are
succeeding in achieving ever increasing market share for several reasons. Basic-
ally, I perceive that:

1. The Japanese are effectively using quality as a primary strategic marketing
weapon.

2. The Japanese are out engineering us, perhaps not overwhelmingly in the
product design area, but they are doing a superior job in critical quality and
plant engineering functions and are doing a better job in manufacturing and
industrial engineering.

3. The Japanese have developed and are using more effective management
systems in most operations areas.

4. The Japanese have taught broad technical skills to their employees through
extensive educational and training programs. That education and training has
resulted in superior productivity from the employees, machines, tools, and
equipment.

The result of the Japanese effort is that three out of the four American pas-
senger car producers are now running a poor second to the Japanese in the world
market for car sales. First-tier vehicle parts suppliers such as TRW-AWW are
facing the same challenge.

The current U.S. passenger car business; warranty and recall problems (75.5
million cars or about 60 percent of all the cars we have produced in the last 15
years have been recalled) ; loss of market share to imports; and the outlook for
the 80's are clear warnings that U.S. car makers and parts suppliers have lost
customer confidence. I believe that the loss of confidence and Japanese success
will continue if some of our major engineering, management systems and other
efforts are not redirected.

We can be certain that the erosion of U.S. world market position in auto-
mobiles will not be the last competitive challenge to U.S. industry from the
Japanese. Indeed, look at what the Japanese have done to world competition-in
the shipping industry, motorcycles, cameras, televisions, watches, and steel, etc.
In each instance, the Japanese goal was world dominance. In each case, the goal
was achieved. The Japanese objective is nothing less than world dominance in
connection with automobiles. Moreover, the Japanese challenge does not end
with automobiles. What's next? The Japanese are now attacking the U.S. data
processing and computer business and I predict they will also move into a pre-
dominant position in the machine tool, intermediate and heavy truck, and the
aircraft industries in years to come. The Japanese success is based on logical
business attitudes, exacting engineering disciplines and advanced management
systems.
But what can we do? There are solutions. However, we must attack the coreof the problem and deal with the real issue and be willing to change.
One essential change that is required relates to improvement in managing,engineering and controlling product quality, the results of which will be positivegains in productivity. I'll describe a program which is in its initial stages in mygroup, that I believe can help significantly.

INCBEASE EMPHASIS ON QUALITY MANAGEMENT AND QUALITY ENGINEERING TO
BALANCE TECHNOLOGIES

Quality is not limited to the production line. It embraces all business functions,both line and staff. All operating unit departments affect product quality, eitherdirectly or indirectly.
The Chassis Components Group of TRW-AWW has been working on a pro-gram to improve product quality and productivity Involving all areas of the busi-ness and people within a manufacturing operation. I have named the program

Quality-MEC. The letters "MEC" identify the three technologies involved inproducing high quality products and increasing productivity. Quality-MEC is:
QUALITY [M] ANAGEMENT
QUALITY [E] NGINEERING
QUALITY [C] ONTiOL
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A program to achieve high quality products at competitive prices requires bal-
ance among the above three business functions.

The challenge of the 80's for U.S. industry is to increase the emphasis on
quality management and "before-the-fact" quality engineering.

To date, we at TRW have concentrated on developing quality engineering
technology and have been working within each engineering department to iden-
tify the technical disciplines required to improve quality and productivity.

The basic premises upon which technology centers are designed are that: (1)
product quality and productivity are achieved on the engineer's drawing board;
and (2) repeatability and reliability of processes, machines and tools are estab-
lished on the engineer's drawing board. Hence, high quality products can be
fully preengineered. I just referred to a "technology center". A technology center
or a Quality-MEC center as we call it, is a self-contained manufacturing work
area. It may be one machine or many. The center should be the result of the
combined engineering technology of five engineering departments (not four).
The five are product engineering, manufacturing engineering, industrial en-
gineering, plant engineering, and quality engineering. A technology center is
designed, built and installed with product quality and productivity built into
the product design and manufacturing process. Quality is achieved during the
planning stage, and hence, the technology center is the best possible applica-
tion of the combined balance efforts of the above five engineering disciplines.

The engineered Quality-MEC center has: (1) the necessary quality engineer-
ing tasks completed by each of the five engineering departments before ordering
or building a machine and; (2) all operator work tasks, which are reasonably
possible, engineered therein.

For example, such tasks as handling parts (to-from-and-through the center),
washing parts, checking parts, part quality responsibility, tool quality, tool
change, pre-set-up of tools, tool grinding, tool control, limited machine mainte-
nance, chip removal, oil changes, and machine greasing, should be engineered into
the center and automated or made as convenient for manual performance as pos-
sible. All continuing operating procedures that are required to maintain process
repeatability and reliability are also engineered during the planning phase. At
TRW, we intend to emphasize Quality-MEC centers. The result is certain to be
improved product quality, productivity and profitability.

Product quality can be maintained and sometimes improved by operating em-
ployees after a well-designed and engineered center is put in place. Stated other-
wise, employees cannot significantly improve the quality of products that are
poorly designed or made on inadequate machines and tools. Hence, a fully en-
gineered Quality-MEC center becomes the standard against which management
can evaluate alternative processing and fully identify cost compromises that may
affect product quality.

CHANGE SOME BASIC MANAGEMENT PHILOSOPHIES AND ATTITUDES

Quality versus price and quality costs.-In my opinion, American management
still has not fully recognized that quality is more critical than price in the fight
for marketshare. Some people in the U.S. automotive Industry say we're losing the
battle for customers because of price. I disagree. To those who insist that price
is the controlling factor, I want to mention a few familiar Japanese names.
Honda, Toyota, Sony, and Seiko, etc. Their products cost more than comparable
U.S. products. However, many Americans are paying more to buy Japanese. Why?
Simply because the Japanese products create a mental image of high product
quality. Indeed, I perceive that no world competitor of the U.S. automobile in-
dustry has been winning the battle for sales on the basis of lower prices. Hence,
I believe quality is the controlling issue.

Also, American management assumes high quality costs money and under our
current "reject and sort" management philosophy it does. In the U.S., we consider
a 1 or 2 percent reject rate acceptable. Hence, we are willing to sort out the bad
parts to achieve an acceptable final product quality. I believe this management
concept is a primary cause of the warranty problems and many of the product
recalls our industry has experienced. Conversely, the Japanese truly believe that
the "design it right, make it right" concept is the only way and that "high quality
does not cost money; it saves money." I agree. I am a strong advocate of the
Japanese philosophy. (As a footnote, when I say "Quality" I'm speaking compre-
hensively of high product quality, reliability, and durability.)



Our people capability and their attitudes.-I would like to comment on one
myth concerning American workers that has been widely disseminated and
is often repeated.

Many times you have read and heard that U.S. industry cannot compete in
world markets because our American workers' attitudes are poor, and that it is
the Japanese's work ethic which provides strong discipline and results in high
quality and productivity? I am In violent disagreement with this conclusion. In
my opinion, it's a copout when management excuses itself, from taking leadership
responsibility by assigning an undue portion of quality and productivity problems
to the production worker. He is only one important element of a manufacturing
business. Business is the aggregate of many elements, and it is how well these
parts are brought together which determines the success or failure of a business.
If management will do some of the things I am discussing and others which will
improve our product quality and productivity, I am convinced the difference be-
tween the Japanese worker and the U.S. worker can be reduced to work pace.
I am convinced American business can live with that difference because U.S.
industry has other real economic offsets.

Another management approach that must change is one I call: The Demand
Philosophy.

In the United States, management sees productivity as being the result of
a management demand. That is. we manage using a demand philosophy for
getting production. To over simplify, U.S. management systems are cost driven.
Productivity, as it is commonly perceived, is measured by pieces per hour. and
if the numerical goal is achieved, optimum cost is the expected result. Unfor-
tunately, quality is a step-child of the demand for pieces per hour from people
and machines. Also, the demand philosophy sacrifices the reliability and
repeatability of machines and tools for pieces per hour.

Conversely, I see the Japanese management as using a reliability philosophy
for getting high quality products and productivity. Japanese management sys-
tems are quality driven. The Japanese approach requires exacting engineering
disciplines. Productivity is engineered into both the product and the process
and is inseparably related to quality. Significantly, the result of the quality
driven management philosophy is optimum cost.

Japanese companies are managing their fixed assets better than U.S. com-
panies. The Japanese in most cases are putting machines, tools, and facilities in
place for 50 percent or less of the cost than we are. Furthermore, they are man-
aging their variable assets better and are using less investment because of im-
proved systems for production control, material control, tool design and tool
control, and maintenance of machines and equipment. (I could name more.)
Also, the Japanese are managing their human resources more effectively. The
Japanese are bringing to the man, better engineered machines and equipment,
better management systems and the training necessary to allow each person to
use his time and machines in the best possible manner.

The Japanese success in obtaining high quality and exceptional productivity
is primarily due to the reliability and repeatability of their machines, tools,
equipment and facilities. This reliability and repeatability is the result of care-
ful engineering of tools and machines and their ability to maintain these fixed
assets at a high level of use over an extended period of time. Also, the Japanese
emphasis on reliability helps achieve optimum economic use of variable assets.
i.e., inventory. In Japan. in-process inventory is often less than 30 percent of
that seen in corresponding U.S. businesses. Inventory control is directly asso-
ciated with the reliability and repeatability of manufacturing processes, ma-
chines, and tools. Their effective use of people is also directly related to the
reliability and repeatability of manufacturing processes, machines. and tools.
Their effective use of people is also directly related to the reliability and re-
peatability of manufacturing processes. In my opinion, Japanese management
more effectively combines investment, technology and human resources into a
successful business.

Organization structure.-I believe U.S. business organizations are too rigidly
structured to achieve optimum product quality and productivity. We need greater
organizational flexibility in managing our complex business today. Often. U.S.
business organization structures impede effective communications by too many
levels of management. New organizations and new simpler management struc-
tures are required to accomplish the goals of improved quality and increased
productivity. Specifically, managers must get closer to the work, to the people



and to the decisions which actually control product quality and affect
productivity.

I believe a matrix organization offers an opportunity for significant improve-
ment in communications. Essentially, matrix organization, on a well-defined basis,
allows a person to work effectively for more than one manager. A proper matrix
organization will help to more clearly define responsibility for decisions involv-
ing people in more than one group or function help bridge geographical gaps,
improve line and staff relationships, help define line and program management
responsibilities, and reduce the levels of management. Matrix organization works
effectively when the lines of communication are complicated, where uncertainty
exists as to responsibility in the decision making process, and where staff re-
sponsibility can become confused with line responsibility. In my experience,
matrix organization can be used to improve communications with all of the
people in a position to achieve better product quality and increased productivity.

ADVANCE QUALITY ENGINEERING DISCIPLINES AND BALANCED ENGINEERING INPUT TO
PRODUCT QUALITY

I have reviewed the contribution of various engineering disciplines to product
quality and productivity within the Chassis Components Group. I was surprised
by the results of my evaluation. In terms of effectiveness to design quality into
the product and manufacturing process, on a scale of one-to-ten, I found the
contribution of our product engineering departments to be about 7; manufactur-
ing engineering 6; industrial engineering 4; plant engineering 1; and quality
engineering 1. I am convinced we are only as strong as our weakest engineering
departments input to quality and productivity and, therefore, each function
should be making a nearly equal contribution. Hence, you can understand the
reason for my emphasis on improving plant and quality engineering.

Quality enginecring.-Indeed, an essential element is to elevate quality engi-
neering to a position equal to the other engineering departments. I am creating, a
new engineering department to handle all quality functions. In the past, quality
engineering has, in most organizations, been a subgroup of the quality control
department primarily assigned to the analysis of inspection data and the in-
vestigation and correction of quality problems-all of which are after-the-fact
activities. This must change.

What is planned in our Group is a new quality engineering organization, with
a manager at the operating unit level, who will take an active part in the pre-
production engineering of product designs, facilities, machines, and manufac-
turing processes. Quality engineering will become an integral part of the other
engineering departments through the establishment of quality engineering dele-
gates (QED's) using a matrix organization approach in order to assure that
quality is engineered into the product and reliability and repeatability into the
manufacturing process whether it be in a supplier's plant, our plant, or the
customer's plant.

To achieve the engineering of quality into product design and manufacturing
processes requires greater emphasis on: quality engineering discipline in product
engineering; quality engineering discipline in manufacturing engineering; quality
engineering discipline in industrial engineering; quality engineering discipline
in plant engineering.

In the short-term, U.S. industry needs to train innovative quality engineers
for all engineering departments. In the long-term, industry efforts must be sup-
ported by college graduates from good engineering schools, who are fully trained
to design quality into products and processes. I believe the result of the train-
ing of quality engineers will be to reestablish customer confidence and satis-
faction in American product quality. Today few U.S. colleges and universities
have the word "quality" in their curriculum, let alone offer a degree in quality
engineering. Product quality must be identified as a technical discipline re-
quiring a full curriculum comparable to mechanical engineering, electrical en-
gineering, and industrial engineering. I recommend that we try to influence
education of students in the quality philosophy.

Plant engineering.-The success of engineering quality into the process and
maintaining it depends on a new approach to the Plant Engineering function.

Balanced engineering input is a requirement for achieving good product
quality and productivity. Therefore, contribution to product quality of our plant
engineering departments must improve. Today most plant engineering functions



are maintenance departments. Hence, like quality engineering, plant engineers
are after-the-fact repairmen, not before-the-fact engineers. The proper before-
the-fact use of plant engineering is important. Specifically, I believe that fully
50 percent of Japanese superiority in quality and productivity is derived from
their commitment to properly design and maintain machines and tools. The
properly designed and maintained machine avoids overloads and tool break-
age. The Japanese have extended the life of production machines to two and
three times those which are commonly accepted by the U.S. industry. Impor-
tantly, the Japanese engineering philosophy significantly reduces inventory
without any loss of productivity. Obviously, this result has great significance.
At TRW, we are developing a plan to completely restructure plant engineering
to accomplish the improvements achieved by the Japanese.

CHANGE SOME MANAGEMENT SYSTEMS

Now, I'd like to identify some of the management systems and approaches
that have impregnated U.S. business that, in my opinion, are limiting our ability
to compete with Japanese quality and productivity.

Let's start with:
The elimination of second and third class citizen8.-I believe U.S. industry

must eliminate second and third class citizens. What comes to mind when I
say these words-office worker, skilled tradesman, production workers, laborers?

How about white collar workers and blue collar workers?
How often do we use the words direct labor supervision, indirect labor super-

vision, labor contracts?
I'm sure you get my point. The business of today and the future does not

need three or four classes of employees. What we need is dedicated "Business
Citizens". I believe something as simple as a change in language to eliminate
some of the obvious distinctions between salaried and hourly people and the
elimination of such things as time clocks and time cards will produce progress.

The use of time standard8.-Management must review the objectives for
having and using time and performance standards. As used in most plants, time
standards and work measurement are the root of the demand philosophy (pieces
per hour) of managing. I do not want to indicate that the measurement of work
is wrong. However, I do believe management's use of standards as a means of
measuring employee performance is not correct and must change. Time and
performance standards should be used as part of the evaluation of costs and
as criteria for designing appropriate technology centers. We must take time
standards from the plant floor and substitute personal responsibility therefor.

Work centralization vs. decentralization.-American business must decen-
tralize work specialization and put 80 percent or more of all work tasks which
are now performed by skilled tradesmen back to the work place, the technology
center, or what I refer to as the Quality-MEC center.

How many here can remember when management promoted work simplification
as a great way to get productivity? Essentially, the thrust of work simplification
is to divide production work into simple tasks which any employee can do. The
object was to achieve easy repetitive tasks. It worked to a point. Unfortunately,simplification of work tasks caused greater centralization of the skilled trades,increased the proliferation of job classifications and caused dissatisfaction with
the quality of work life. Actually, this experience has shown that this manage-
ment approach has reduced quality and limited productively. I believe in decen-
tralization of work tasks back to the production machines where operator
decisions can be made at a time when action will increase quality and produc-
tivity. Of course, the tasks and responsibility of the operator will be more complex
and greater. But isn't that what most people want? Obviously, more complex
tasks and greater responsibility require that we must educate, train and rely
on our "Business Citizens" to perform responsible job tasks. Perhaps, such
education, training and reliance will put greater meaning in the phrase quality
of work life.

Technical education of employees.-It is clear to me that American businesses
must provide more technical training for employees. We must innundate tech-nology centers with technical skills. Trained workers. actually improve the
product quality and productivity. In most U.S. plants, even when a good
engineering job is done to put a new machine in place, within two years
product quality and productivity have decreased. Conversely, in Japan, they
will have increased. Why? A primary reason is that the U.S. cannot match the



average Japanese worker's technical skills. We have not effectively trained our
people and hence, they do not have sufficient technical skills. In Japan, the
producing people are trained in statistical analysis, machine and tool repair,
machine setup, etc. Conversely, in the United States, we have machine operators
and we have skilled tradesmen. This problem can be overcome by giving all
employees the opportunity for technical education and on-the-job training.

Of course, if a technical education program is going to be successful, there
must be an incentive to learn and the subjects must relate clearly to the concept
of the "do it right" philosophy. Basically, the thrust of incentive to learn is
increased compensation that will be paid to employees who learn and apply
technical skills. For example, production employees should be able to earn the
rate being paid in a manufacturing facility, which is now usually paid to a class
"A" toolmaker only. When a broad base of technically trained people becomes
available, they will be assigned to the technology centers, and eventually fully
80% of the skilled trades work will be located at the machines and equipment.
I would continue to have centralized skilled trades areas, but I want to use
the skilled trades for machine and tool build programs; not for machine and
tool maintenance or repair. The essential core of a "do it right" approach is
to have people trained in problem solving techniques and statistical analysis.
Trained people will react quickly, logically, and correctly to problems and will
have the means (skills) to communicate with their machines thereby avoiding
product quality problems and losses in productivity.

FINAL COMMENTS

U.S. industry can do almost anything if we put our minds to it. Basically,
American managers must have greater confidence in the intelligence of employees
and take advantage of their ingenuity and individualism. I believe the American
people can and will accept personal responsibility for improving product quality
and achieving greater productivity. However, management must provide the
leadership, therefore, by providing adequate facilities, tools, and training; and
asking for help in achieving these worthwhile common objectives.

The Japanese have taken about 30 years to reach their current level of man-
agement sophistication and leadership. I believe, if we get going, we will be able
to compete effectively with the Japanese in 10 years and if we went at it as if
the survival of American business was our motivation we can do it in 5 years.

Representative REUSS. Thank you, very much. Mr. Wada, please
proceed.

STATEMENT OF SADAMI "CHRIS" WADA, ASSISTANT VICE
PRESIDENT, SONY CORP. OF AMERICA, NEW YORK, N.Y.

Mr. WADA. Mr. Chairman, Sony Corp. of America really appre-
ciates the honor to appear at this hearing. We would like to make our
contribution the best we can.

I would like to speak about some of the key points that I think are
very important.

We believe productivity and quality are the responsibility mainly of
management. It's management that has to make the initiative to see
to it that we have good quality and good productivity.

Today, I would like to speak from our experiences that we have
gained at our two plants in the United States of America. We have a
plant in San Diego where we have 1,700 people manufacturing color
televisions, and we have a tape plant at Dothan, Ala., where we have
1,500 American people. The Japanese are very minimal. But we make
good products of high quality at competitive productivity and we
can and we are competing not only in the U.S. market, but in Canada,
good products of high quality at competitive productivity and we
compete with the European and Japanese manufacturers overseas.



Our people are very proud and are glad about their contribution to
the trade balance of the United States by exporting their products.

You can raise capital for your machines, automated robots, com-
puter-controlled robots. You can have technology. You can have all
the schematics you want. But without dedication of the people, you
will not have quality nor productivity, and you cannot buy dedication
from people. That is something we have to earn.

How can you receive support beyond the call of duty or beyond
the call of contract from workers? If you have an adversial confronta-
tion attitude you cannot have it. We believe we must have common
goals and common pride between management and employees. Once
you have dedication of your employees, they will help you solve
problems. They will find for you more efficient manufacturing meth-
ods. They will cut out waste to maximize output.

In San Diego, where we had bad business slowdown several years
ago, we even had to stop manufacturing color televisions because we
had no more space to store color televisions. But we did not lay off
a single person. Our determination not to lay off people at our San
Diego plant because the symbol of our management-employee re-
lationship.

We call our company Sony family. It's like parents or a father
and children.

One of our Dothan employees who has her daughter, her son-in-law
and sister working at the Dothan plant says, "If they have any regrets
I have not heard about them."

Another one says, "I feel more respected here, more important.
They talk about the Sony family and all that: listen. I believe in the
Sony family."

In Japan, we use a family name to call each other, but at our San
Diego plant, our Japanese No. 2 man memorized the first names of
employees, several hundreds of them. He walks around the plant chat-
ting with people and he does not have the austere, stiff formality of a
typical Japanese of higher position.

In the San Diego plant, we built up this common goal and common
pride. Our assembly line No. 2 a few years ago, broke the record.
Products they completed from their assembly line had no major
defects for 200 days. This was recordbreaking. We had a company-
wide celebration, because we believe it is important when we have
something we can be proud of, we should be proud of it. We cele-
brated. We have about four or five celebrations in a year at our plant.

People know quality is important. We believe screening by rejec-
tion only increases costs. Therefore, efforts must be made to manu-
facture right the first time. This is the real quality control.

We also emphasize housekeeping. How could you expect a quality
product out of a sloppy, dirty workplace? We emphasize this with
also suppliers and vendors, to see that they also follow the same
principle.

At San Diego, we also encourage the people to be mindful of-
particularly when they are completing their job and leaving their
place of work-making sure bolting is tight, making sure whatever
has to go in boxes are in the boxes, because if you stop in the middle,
when you come back, you tend to forget.



In order to encourage a good atmosphere, we award people who

have good attendance. Attendance is very important. We award peo-

ple w have good attendance, and we show pictures of those who

have maintained perfect attendance in our company newspaper. They

get a pat on the shoulders and a shake of hands, and this would all

help in building a healthy atmosphere.
We emphasize education. Even a person working on an assembly

line should know how the small work she does relates to the total.

Educated employees are the greatest asset.
We also emphasize communication. At the Dothan plant, we have

a monthly meeting for three shifts-three monthly meetings. We

speak to them of sales problems, something about what the parent

company does in Japan, like joint ventures. Employees like to know

what the parent company does in Japan. We sell Everyready batteries

through Union Carbide joint venture, music through joint venture

with CBS and life insurance policies through joint venture with

Prudential. All of those joint ventures are not directly related to their

work, but they want to know so that they can be proud of it. That's

very important.
We also have hot lines. Any employee can, at the Dothan plant,

dial 300, and at San Diego, dial 600, to leave questions, and that will

be answered within a few days. The open communication is very

important.
Speaking about quality control, we practiced what we learned from

Dr. Deming and Dr. Juran. They came to teach in Japan in 1950,

and 1954. Now this Nation has tremendous resources, brain ower,

capital, and ingenuity, is now gearing up with quality contro from

Dr. Deming and Dr. Juran, and if this country stands up with the

zeal and dedication that won the Olympic gold medals, there is nothing

that you cannot capture.
I read in a book something that surprised me, and I should not

probably have been surprised. It said, "Along with wages and job

security, we have always thought it equally important that the com-

pany respect the dignity of its employees. People, as I have said,

occupy more management time than our products." Reading from a

1963 book by Tom Watson, Jr., of IBM.
You have quality control. You have a philosophy that places the

greatest emphasis upon people. If you approach the issue with the

zeal and dedication that won the United States of America the gold

medals from the Olympics, there is nothing that you cannot lick.

Thank you very much.
[The prepared statement of Mr. Wada follows:]

PREPARED STATEMENT OF SADAMI "CHRIS" WADA

Productivity Per Sony's Experiences

Chairman Henry S. Reuss and members of the Joint Economic Committee, Sony

Corporation of America appreciates this honor through your invitation to appear
at this hearing. Sony would like to make our contribution to your hearing the
best we can.

PREFACE

We are honored to make report to you that we have excellent productivity at

our manufacturing plants in San Diego, California and Dothan, Alabama, where

we manufacture color televisions and recording cassette tapes respectively.

83-184 0 - 81 - 3
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Through this opportunity, we hope we can show how people-oriented management
is the key to our productivity. In any manufacturing, you have capital and people.You can have the best modern mechanics but if your people are not interested,motivated or dedicated to produce efficiently products of reliable quality, you donot have good productivity. The key is that you can buy machines, but you mustearn dedication and motivation from your people. Also quality and productivity
are inseparable and further, that all these mainly depend upon management.
Management must take an initiative in these areas to achieve higher quality andproductivity. In this area, we believe Sony can make contribution to your hearing
today.

1. Quality and Productivity Depend Upon the Managemnct.-Good quality con-
trol results In good productivity. There must be a reliable quality control system.
With such a quality control system, we must see to it that neither unnecessarily
higher or lower quality material or parts. than the desired quality standard willbe put into production. Unnecessarily higher quality input will increase the costwhile lower quality input will create waste, both of which result in bad produc-tivity. Quality control and productivity cannot be separated. This is especiallytrue when we are discussing competitiveness. You must deliver high quality atcompetitive price.

At Sony, the responsibility for productivity is believed to rest with the manage-
ment for the most part. Productivity and quality have no nationality. U.S.-madeproducts in California and in Alabama by Sony favorably compete with Sony'smade-in-Japan products. It is good business for us to manufacture high quality
Trinitron color televisions in San Diego, California, not only to sell in the U.S. butalso to export to Canada, Latin America and other parts of the world. It is alsogood business for us to manufacture video cassettes and audio cassettes withhigh technology in Dothan, Alabama, for the domestic as well as international
markets including Canada, Europe and Mid East countries.

In those overseas markets, made-in-U.S. Sony products compete with productsby world's leading manufacturers and win the market competition. Those Sonyproducts from California and Alabama win over the competition because theyhave good quality made with competitive productivity by American workers.We at Sony believe the productivity and the quality are the responsibilitymainly of the management. It is up to management to take an initiative to achievethese through its approach to the employees. If one cannot attain dedication andgenuine interest of employees. you don't have quality or productivity. Sony hasbeen fortunate to receive dedication from employees and I would like to discussit in detail.
2. San Diego Plant and Dothan Plant.-At the San Diego Plant, we have over1,700 people making color televisions from even picture tubes. At the DothanPlant, we have approximately 1.500 people making video and audio cassette tapes.At both plants, we have a very small number of Japanese personnel; at the SanDiego Plant there are about 40 or less than 3 percent Japanese personnel and onlya few permanently stationed Japanese with several visiting transient personnelfrom Japan at the Dothan Plant, which make it less than 1 percent. The combinedamount of exports to Canada, South America, Europe, Mid East and even toJapan, for this year will be $100,000,000. This contribution to the U.S. tradebalance is possible because of quality and productivity at those plants make ourproducts highly competitive.
The 4.800 employees of Sony Corporation of America are very proud of itscontribution to the U.S. in her international trade balance. At these plants. wehave very successful experiences in terms of relationship with the people, qualityof products and their total productivity. Certainly we have very high manufac-turing technology and equipment of the highest quality in these places, but with-out the kind of dedication we have with our employees, we would not have ourhigh quality and competitive productivity. Through our experiences with them,we say that we have earned it. We may say that they reciprocated our sincere anddedicated interest in their welfare with their dedication.
This exchange of dedication has been going on since founding of the two plantsin the atmosphere of everyone finding pride in the quality of Sony products.In this atmosphere quality and productivity become the basis for our prideAll human beings need basis for pride. We do not live for bread alone. We do notlive for adversarial confrontation either. We have something else at our plants InSan Diego and Dothan.
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3. Dedication is Most Critical.-You can raise capital for your machines, auto-

mated control system or computer-controlled robots. You can have technology

purchased or licensed with all documents and schematics you want, but, without

people's dedication, there will not be quality nor productivity. You cannot buy

dedication from people. I mean true and sincere dedication. Only genuine dedica-

tion by managemient to the people win their dedication. This is true with your
workers in the plant as well as with suppliers of material or parts. How can you

receive support beyond the call of duty or beyond the call of contract.
If the relationship is one of those adversarial confrontation attitude, you will

have no high quality or high productivity. You will have continuing problems in

production and will not get near the international competitiveness in the keenly

competing market. It seems to me that this adversarial confrontation attitude is

getting very popular among various people's relationships, such as between man-

agement and employees, government and people, parents and children, teachers

and students. It is important that we have a common goal and a common pride
that will help us override conflict of interest. Management must show and prove
their dedication to the people at the same time giving them pride for the common

goal. Once you have dedication of your employees, they will help you solve prob-
lems. They will find for you more efficient manufacturing methods. They will cut

out waste to maximize output. Concern for quality and productivity will become

mutual interest for common pride. Therefore, it is highly important that we earn

their dedication. One important evidence of our dedication to employees is "no

layoff" that we have maintained at our plants, particularly the no layoff we have

maintained since the opening in 1972 of the San Diego Plant.

4. No Layoff.-When I first heard about the common American way of hiring
and laying off so easily, I thought it was very convenient for business. Now I

know why some American companies do not receive dedication from their em-

ployees usually with results in poor quality and bad productivity.
Neither at San Diego television plant nor at -the Dothan's tape plant have we

laid off our people. We are proud of it. We hear and read about American com-

panies laying off people so readily after a week or so of bad business. When rail-

roads or ports are struck, many companies lay off people so readily. You say the
Government takes care of them, but how could you do this? What happens to

their feelings-their self esteem?
If you pursue constant optimum operations and, as a result, cannot care for

your people, you will be dismissing your employees as often as your profitability
dips. The uncertainty caused by such roller-coaster-type, personnel-management

policy will, unquestionably affect adversely the productivity and equanimity of
your people.

At the San Diego plant during business downturn, rather than layoff, we
create work opportunities within, such as cleaning machines and equipment or

even painting the plant. When we had a real business slowdown several years ago,
we even had to stop manufacturing color televisions as we had no more storage
to keep them. We thought of rearranging work shifts since we had three opera-
tions at our picture tube plant, but we did not do this as such a change of shift
would create an inconvenience for their private lives, such as the arrangement
of babysitters and the like. As a result, we created other work opportunities, such
as cleaning and painting of plants that were in need of refurbishing.

Our people understand our sincere and genuine concern and our dedication to

them in trying to avoid any layoffs to the extent possible. It is a matter of strong
determination on the part of the management. In this process, we earned their
trust and dedication. Our determination not to lay off people at our San Diego

plant became the symbol of our management-employee relationship at Sony.
5. Sony FamilUy.-We call our company and our association Sony Family. By

this concept, you are trusted and respected as a member of the Sony Family.
You are not a number or a computer card. Supervisors and managers pay utmost
care and attention to their people. Individual preference is respected as a mem-
ber of the Sony Family and an individual is never treated like a piece of ma-
chinery. Therefore, once hired, people generally stay with Sony, and at the San

Diego plant except for reasons of marriage or transfer of military spouses, they
do not leave Sony. In Alabama, the Sony plant is so popular, we constantly have
so many people wanting to have jobs with us. Since we started our magnetic tape
plant in 1977, 35,000 applications have been received for the current 1,500 jobs.
One of the Dothan employees says, she has gotten her daughter on, and her son-
in-law and her sister, too. She says, "If they have any regrets, I just haven't
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heard about them." Another, who operates a special machine that Sony developed
for making broadcast tape, says, "I feel more respected here, more important."
She, also says, "They talk about the Sony family and all that. Listen, I believe
in the Sony family."

At the San Diego plant, one of the supervisors who was promoted internally,
as most of them have been, from line work in response to a question; "What
impresses you the most about working for Sony ?" says, "The top management
people. When I came to work here, they would say 'Hi' and then 'How are you?'
They really make you feel at home. The first day I was here, I knew this was
really like a family. We all can help others."

Neither at San Diego nor at Dothan, we find any job-hopping to other com-
panies. At the San Diego plant, our popular and well-liked No. 2 man, Mike
Morimoto, our Vice President, is so dedicated to this concept that he can call
several hundreds of the Sony Family members by their first names. He mixes ac-
tively and jokes with them, all the while keeping his door open to our people at
the plant. He certainly does not affect any of the stiff and auster formality that
we regularly find, in fact, expect with Japanese in high positions. In Japan, we
call each other by family names and we find it uncomfortable in the beginning to
use first names. It really takes some time to get used to this Western custom.
He relates directly and encourages his supervisors and managers to do the same
to fellow workers as members of the Sony Family in the spirit beyond the
employment contract.

People are people wherever you go and if you make a sincere effort to com-
municate with them as a concerned individual, they will respond with just as
much sincerity and human interest. Who would really like to be regarded as a
function of production or mere cog in an assembly line? Time spent on the job
is an important and substantial part of our life; in fact, a half or more of our
daily waking hours. We firmly believe no one would enjoy isolation or lack of
managerial concern, no matter how efficient the operation or plantsite.

In this regard, both at San Diego and Dothan, we make it a matter of great
concern for the whole family of Sony, to constantly demonstrate the human
factor and personal aspirations as well as self-esteem of our Sony family mem-
bers. Here the most important concept at both plants, as well as throughout the
entire Sony is Sony family.

6. Pride in Quality Rather Than in Volume.-If you had walked through our
San Diego plant for color television a few years ago, you would have seen avery conspicuous large sign reading: "This is it. Assembly Line No. 2. 200 days
without a major defect." Achieving 100 days is a very difficult task. This Assem-
bly Line No. 2 at San Diego holds the Sony worldwide record for quality.

Sony is built upon research and quality. Therefore, our staff visits suppliers
of parts and components to make sure they have right systems for inanufactur-
ing parts and components that fall into the required quality standard. Screening
by rejection only increases cost, therefore, efforts must be made to manufacture
right the first time. This is the real quality control. You must be able to attain
desired* level of quality with the least waste. So we have very close communica-tion with suppliers.

In addition to our cooperative efforts with suppliers, we still have many qual-ity check points in manufacturing including severe aging test. Inspection, ofcourse, is most severe. We make quality the name of the game for Sony. We musthave truly interested and dedicated people. We must have people who take per-sonal pride in the quality of products we make.
Our manager, supervisors and foremen are thoroughly educated in the policythat quality is the very life of Sony products. They were brought to our factories

in Japan to experience themselves how much effort goes into keeping our quality.
They are also trained in the field to understand how important quality is forsales and for after-sales service.

Another important concept is housekeeping. At San Diego, this principle ofhousekeeping governs the task of keeping the work site neat and well arrangedin the belief that quality products cannot be expected from sloppy, dirty worksite. Its side effect is also important. Our workers begin to regard his workshoplike his own home or room and such an attitude tends to boost the morale andproductivity further more. We educate also our suppliers on the merit of goodhousekeeping.
We also emphasize completing the job before leaving his workshop. Therewas a habit of stopping work in the middle of doing something at the bell for
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break or at the end of the day's work. This habit has been changed to complete
the work before leaving. This greatly contributed to the improvement of quality.

Our people at San Diego are happy when they see Sony Trinitron color televi-
sion sets, highly priced for first rate quality, prominently displayed in the
premium place of major stores, attracting sophisticated buyers who demand top
quality. They realize this is the value of quality. Pride grows naturally with us.

We give special recognition to quality achievements by awards and plantwide
celebrations. Sony San Diego and Sony at Dothan make it their commitment
to keep the quality of their products high. At Sony San Diego they compete,
inhouse, among lines and various production units. The result is the consistently
high quality of our products.

7. Morale is High by Education, Recognition, and Direct Communication.-
I have some feedback from an independent outside researcher who reported that
employees at the Sony San Diego plant, on the whole, are better educated than
those at other television producers. Moreover, they show a thirst for variety
and enjoy changing positions in accord with their preference. Automatic and
systematic rotation is avoided and individual preference is respected. This policy
enriches knowledge, skill and broadens the competence of our people and results
in their deeper and wider understanding and commitment to our entire opera-
tion. Basically, this is the respect to the human dignity.

Our assembly lines at San Diego demonstrate unhurried efficiency. This is
because the lines move slowly enough to allow each worker to perform an aver-
age of ten or so operations. This measured speed of our assembly lines is very
important to morale. When you move the line fast, workers feel hurried and
each worker will have less operations in a more routine manner. Interest in
work will decrease and morale will go down. Workers will be anxious to see
the line come to a stop. Their sole interest tends to become volume-oriented. You
may achieve volume but not high quality. You cannot have both.

We also believe good attendance is important and it is the result of conscious
efforts, therefore, it deserves recognition. We award perfect attendance at both
San Diego and Dothan. In San Diego, we announce names in our Sony NewsBoy
with their smiling pictures holding their awards. Our recent Sony NewsBoy listed
one individual for 60 months or five years of perfect attendance, another for 57
months, another for 42 months, another for 36 months or three years and so on.
Their pictures with big smiles win many pats on their shoulders and many con-
gratulatory handshakes. Even three months of perfect attendance wins awards.
This builds excellent healthy climate for higher morale, leading to greater quality
achievement and better productivity.

At the Dothan plant for video cassette and audio cassette with magnetic
recording tapes, they hold monthly meeting with all employees. Since we have
three shifts, we hold three meetings at which everyone attends with no exceptions.
It runs about one hour. Their top management reports to them all about sales,
production, problems, new developments, new planning, and any other related
matters. All promotions are announced at this monthly general meeting and those
being promoted from one level to another are called forward for recognition. The
way we do this is very sincere and we are all happy about these things. We also
make it a point that at these meetings, one manager gives his presentation on
quality control or any suitable subject to his fellow workers. This meeting
strengthens our united spirit and keeps up our morale.

At the Dothan plant, we also have what we call Round Meeting. It is a monthly
meeting of top management and twenty workers selected at random. No super-
visors or managers of these twenty are present because the whole purpose is for
the top management to find out what they must do to make their place of work
the most pleasant. The communication is literally direct and the top management
is placing themselves in the position where no excuse is possible. Problems and
questions take the least amount of time to find the answers. Naturally, therefore,
morale is high and all workers are interested in improving their operation
together with the top management.

At San Diego, Mike Morimoto, No. 2 man, has an open-door policy and anyone
can go through his door for quick and immediate answer for his or her questions.
At San Diego no one feels uncomfortable talking to this No. 2 man and that is his
valuable asset. A certain professor of Stanford University, who has studied
Sony's operation extensively, says, "That man is a genius. He is the finest example
of what I call an 'integrator' necessary for a company.to relate Japanese tradi-
tions and management to American ideas." He has created our San Diego style
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management, which is not Japanese management style nor American management
style. Sony creates the style of management best suitable to each case and loca-tion. But, regardless of the style, Sony has sincere and genuine concern for thebest of the people we work with. We are highly people-oriented at Sony.

Because our supervisors have mostly been promoted internally from line workfirst to a lead position and then to such a supervisory position, they are highlyinterested to look after their people. They very well know from their experiences
at lines that only when people have their people's problems properly solved can
they have the quality or the volume.

This particular supervisor, whom I quote here, came to San Diego plant afterher sister told her how nice Sony was. She says, "Yes, it (meaning being a super-
visor) is at timts very hard. You always worry about quality and quantity, but
most of all you worry about the people, how they react." You can see how we arepeople-oriented from top to bottom. We all like it and want to keep it that way.

Because we value people most, we do many things in our effort to reach themand to hear their problems. In this effort, at both San Diego and Dothan, we haveour hot line. In San Diego, you dial 600 and in Dothan 300. Both are hot linenumbers and get the quickest answers for your questions. The recording ischecked every day by the Personnel Department and the employees so communi-
cating receive their answers within a few days. If the message is anonymous,the company newspaper, Sony NewsBoy in San Diego and Playback in Dothan,will carry the answers. Our employees are very pleased with this. This once again
shows the company's open attitude and eagerness to communicate with everyonein the Sony family.

8. Twentieth Anniversary With Emphasis on People.-Our people-oriented
policy received the best ovation from our employees at the Twentieth Anniver-sary celebration. On October 3rd, 700 employees in the New York area, includingeveryone from sales, shipping and receiving, servicing and all other departments,
gathered at the Plaza Hotel's Grand Ballroom and had the best food and excellentwine. At that celebration, what was received with the most enthusiastic ovationwas that we had two people of no executive position, who had been with us withtrue dedication over the twenty years, one working in the shipping and receivingdepartment and the other in administration, up on the dais with our Chairmanfrom Sony, Japan, while the presidents of our sales companies as well as ourcorporate senior vice president was on the floor and not on the dais. This is noth-ing but an expression of our policy and belief.

To celebrate this Twentieth Anniversay of Sony Corporation of America, ourChairman from Japan flew with his wife to Dothan, Alabama. In the open fieldnext to our tape plant, we pitched a huge tent on the ground and prepared Ha-waiian dishes and had Hawaiian music. So far this sounds, I am sure, great. But,our Chairman and his wife, who had been going place after place for the cele-bration at our various locations in the U.S., had to repeat this Hawaiian-styleanniversary dinner at 11 a.m., at 7 p.m. and at last at 3 a.m. with the same foodand the same music. We suggested to our Chairman to take a rest at the hotel forthe third shift, but we were severely criticized. Our Chairman and his wife cameto celebrate the Twentieth Anniversary with those who dedicated themselvesfor the success of the Sony family and they regarded the late shift more importantto their dedication and contribution.
At the 3 a.m., third-shift celebration, when our Chairman and his wife werenaturally very tired, even though they showed no sign of it, one of the employeesasked the Chairman's wife to dance with him. It was on the hardened ground,but with a big smile she accepted and danced with him to the greatest ovation bythe three hundred people there. This shows what Sony is. What is important inSony, is clearly shown through those events at our Twentieth Anniversary cele-brations.
9. Quality Control.-Dr. W. E. Deming came from your country to Japan in1950 to hold his first and famous "8-Day Quality Control Seminar" and he openeda new era in quality control in Japan by attracting the attention of Japaneseengineers to the statistical method of quality control. He was followed by thevisit of Dr. J. M. Juran in July, 1954, who lectured at "QC Management Seminar."They brought to us from the U.S. the technique and concept of quality control.We developed these techniques and concept into "Foremen's Textbook on QualityControl A and B" and these were used at workshop level. This was published in1960 and 500,000 copies were sold up to 1979 over the two decades. Many articleswere published in maiy magazines as well as many books on quality control in



Japan. Japan learned from the U.S. and used it to the maximum, while, for some
reason, you did not select to apply their teachings. We had all the reasons to
learn quickly to rebuild our war-devastated country. We had no luxury to lei-
surely think about what to do. Our survival depended upon it.

After the World War II, your nation had a tremendous appetite for every-
thing. Soldiers returned to home and factories were busy changing war-time
production to peace-time production. You were just busy turning out products
to satisfy needs. Of course, you had good products. We all marvelled at your
products that were imported in Japan for use by limited wealthy people. How the
average Japanese envied those who could afford American consumer goods. They
were so attractive in design and strong and durable. In comparison, our domestic
products looked so clumsy, cheap and fragile. Your products had the best quality
and commanded high premium prices which we gladly paid when we could afford.
You did not have to bother with statistical quality control or total quality con-
trol. From a business point of view, you had no need to spend more money. It
would have been even a bad business judgment to do so at that time. But today,
over the years, the United States has lost its leadership in productivity growth
and quality. However, this nation of tremendous resources in raw material, brain
power, capital and ingenuity is now gearing up with Dr. Deming and Dr. Juran
to apply quality control through thousands of quality circles throughout the na-
tion's factories. Most of the major corporations such as Westinghouse, GTE, Union
Carbide, Xerox annd so on have their own versions of QC circles and they are
reporting success in quality improvement and cost savings. They are all doing it
with zeal. With the zeal and dedication that won Olympic gold medals, there is
nothing that you cannot capture.

10. Good Management Has No Nationality.-Japan's lifetime employment or
no-layoff system as the basis of management is an expression of commitment
from management to the security and welfare of employees. We speak of this
as a unique Japanese management style with great emphasis upon people.

But here I would like to quote from a book published in 1963 just skipping the
name of the company, two sentences that I think reveals the heart of its manage-
ment philosophy. "Along with wages and job security, we have always thought it
equally important that the company respect the dignity of its employees. People,
as I have said, occupy more-management time than our products."

It was not Sony. It was not a statement of any Japanese company. It was a
statement of Tom Watson, Jr., then chairman of IBM. This is the same basic
principle all successful corporations share beyond the boundaries of nations. In-
ternal close and strong partnership of management and employees through basic
ideas about people make the company strong in external competition. If you have
internal weakness and internal conflict, you may get by when times are easy and
slow, but not when there is keen and severe competition. I know there are many
U.S. corporations that stand on the same principle as IBM.

11. Concluion.-I would like to list recommendations below to increase quality
and productivity.

(1) Take personnel expenses as fixed cost, rather than variable cost.
(2) Educate workers at all levels.
(3) Let every worker be conscious of quality.
(4) Let every worker have the sense of participation.
(5) Try to increase the flow of communication.
(6) Show the direction the company is taking towards the future.
(7) Make generalist at every level.
(8) Understand that in the total process, productivity is not only a matter of

efficiency but also of human nature.
Once again, I would like to repeat that quality and productivity are insep-

arable and that they are mainly responsibilities of the management, and that
even if you secure needed capital, unless you have the heart of the people, you
cannot make it. Adversarial confrontation attitude is the worst enemy. You must
have people-oriented management, even at the cost of dividends, bonuses and ex-
ecutive salaries. Management must have courage and determination for it. Thank
you.

Representative REUSS. Thank you all, gentlemen.
You have stressed different things. The Hayes-Abernathy team

discussed the fact that a lot of American managers take a very short-



term rather than a long-term look, that a lot of other managers ap-
parently are more concerned about financial acquisition than they are
aibout products. Mr. Lynas stressed quality, and Mr. Wada stressed
human relations, the absence of layoffs, and the family concept. And,
in a sense, you are all talking about the same thing.

Let me ask an overall question. What can be done about the inferior
American management performance on productivity? That's what we
are talking about today. We all agree that many other factors have to
be addressed, but today we are talking about management. Do we have
to say, well, this is something that has to be left entirely to manage-
ment? Or is there something that Government can do, that the Joint
Economic Committee can do?

I would welcome any thoughts, starting with Mr. Wada.
Mr. WADA. I feel a change of the value system must be called for.

That's not by law, but by the leadership. If we have a common goal
and common determination like we had for the Olympic Games, we
could stop job hopping-3 years, then go to another company for more
money. That should be looked upon as inferior to the value of common
pride, common goal of the country. So I think, more than law, it's lead-
ership. They must speak so that people will begin to have a little differ-
ent value.

Representative REUSS. Leadership by whom?
Mr. WADA. Well. I think the President, Senators. assemblymen,

Governors, and scholars. I think they should speak those things with
more emphasis so people begin to change their value. Money should not
be the best value. You can't do this by law. I think speaking to people so
that people will begin to change their thinking. We must change the
thinking of the people on the value system.

I'm sorry. I cannot give you a concrete method, but I think it's very
important that we change some of the value system.

Representative REuss. All right. Mr. Lynas.
Mr. LYNAS. I think one of the important areas is a significant in-

crease in emphasis on technical education. I think that the Government,
industry, local educational system, and so on, can undertake an im-
provement on the technical level and increase the ability of our young
people to go into technical training. I think, if you look at, let's say,
the buses that are on the road or the elevators or the transporters at the
airports, you will find a number of them down. We have consistent
problems, not because the basic design isn't good or acceptable or relia-
ble, but the ability to maintain its repeatability or reliability over its
extended life is not there so the asset is underutilized. If we don't
technically maintain an asset, it will have a very short life and low
productivity.

Technical education within industry is somewhat controlled and
rigid. We don't allow people to progressively learn because they want
to learn, because it's costly. Our high schools and our elementary
schools are general in nature. Then they go on into college to obtain
engineering degrees. A weak link in our support of productivity rests
in the technical area.

Representative REuss. Well, let me tarry awhile there. Are you an
engineer?

Mr. LYNAS. I am.
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Representative REUSS. Mechanical?
Mr. LYNAs. Electrical and industrial.
Representative REUSS. What's the current situation in American

universities and colleges of engineering? Is there a surplus of appli-
cants? A dearth of applicants? I am generally aware of the fact that
we have been graduating oodles of lawyers-I happen to be one-and
MBA types, but that our engineering graduates have either absolutely
or relatively declined. Can you answer that?

Mr. LYNAS. I can't give you an answer or respond to that in specific
numbers. But what I'm searching for is the electrician, the plumber,
the maintenance man, the millwright, the ability of employees within
the work place area to have those skills. The only way they can have
them is to have the educational and technical training.

Mr. HAYES. Mr. Chairman, may I expand on that answer?
Representative REUSS. Yes.
Mr. HAYES. I think Mr. Lynas and I both have a similar conclusion

on the basis of our observations of Japanese factories. In my own case,
I can draw on my observations of German factories as well. We find in
both Japanese and German factories a much greater prevalence of
what I think Mr. Lynas calls "low-level engineering," the kind of
engineering that comes out of technical schools, not graduate schools of
engineering. And this is provided in Germany, not only by company
programs, but also by government-sponsored vocational education
programs that try to encourage that low-level kind of engineering.
In Japanese companies it tends to be much more the responsibility of
the company itself. Over a rather long time period, 6 to 8 years nor-
mally, after somebody joins a company considerable time is spent
acquiring those kinds of skills in both company-sponsored and outside
programs. We find a lack of this kind of low-level vocational training
in American companies.

Representative REUSs. We have, of course, in this country, a highly
touted system of vocational education. What's the trouble there? Are
we teaching the wrong thing?

Mr. LYNAs. I think it takes, for a good electrician or plumber, 6
to 8 years of training on the job and within industry. What he
gets from vocational education within our schools is very cursory in
nature, which starts him off, but it certainly is not substantial enough
to allow him to do the jobs that are required on high technology
equipment.

Representative REUSS. I want to be sure what we are hearing here.
You fault American vocational education.

Mr. LYNAS. Yes.
Representative REUSS. You think vocational education is misrepre-

senting what they's doing.
Mr. LYNAS. I'm not assigning the responsibility totally to them.

I'm also saying American industry must undertake, as the Japanese
have, significantly increased technical training of people.

Mr. HAYES. Mr. Chairman, may I add to that?
Representative REUSS. Yes.
Mr. HAYES. I think there's a very subtle difference. I don't think

we're faulting the quality of American vocational education. In my
opinion, the American companies I have visited and talked to man-



agers about, tend to rely exclusively on the external private education
system, if you will, for this kind of training. Companies in other
countries, on the other hand, tend to encourage it much more directly
through sponsoring and developing vocational education programs
themselves. Here we sort of expect people to have those skills, and we
either get them out of the school systems or we hire people from
other companies who provide that kind of education. But companies
themselves do not feel the responsibility for educating their workers
in those kinds of skills, or do not encourage it to the extent, I should
say, that they do it in other countries.

Representative REUSS. Well, local boards of education typically have
a big industry representation and a big labor representation. What's
wrong here? What happens in the German or French high speed
vocational education that we're missing? If we know; I don't.

Mr. LYNAS. I believe we have centralization of skilled trades, and we
have production 'workers. A production worker is to do the simplified
task and call upon the skilled tradesman. In Japan, 80 percent of the
skilled trades work is done by the people who are operating the
machines, the tools, and so on, because they have been technically
trained to do so. So that you have a broad base of technical training
across all of the employees of the company; it is not centralized and
controlled by job classifications. It is not centralized and called upon
only when something is broken down. The people of the organization
really have the capability. As an example, in a plant of 300 people,
we will have half of an actual electrician, because the employees can
do those kinds of jobs requiring simple electrical repair at the work-
place to keep the machines and equipment going. And it is quite a
significant difference of technical training of people.

Representative REUss. Maybe that is the trouble. What you are say-
ing is, it's great to have a handy millwright around, a fellow who
can fix anything, and hope he will come when you call for him, but
that he probably is the only person around, who has actually had a
real vocational education. The others, such as the assembly line work-
ers, have on-the-job training, and they know how to operate the par-
ticular machine they're working with, but if something goes wrong
with that, they have to wait for the millwright. Whereas, if I heard
you right, in Japan and in other countries, in Europe, for example, the
millwright expertness is more broadly shared. Well, that suggests
that we are sending too many people to regular high school and too
few people to vocational school, doesn't it?

Mr. LYNAS. I'm not sure as to how we should increase the technical
training of our people. I'm not in a position to give you an answer,
but I do know it should be done. It's an undertaking that management
of companies should put high on their priority list.

Mr. ABERNATHY. Mr. Chairman, could I add something to that?
Representative REUSs. Yes, please.
Mr. ABERNATHY. I think the problem is not entirely with low level.

I think also the universities have problems on this line. And joint
industry-government-university R. & D. programs, particularly,
industry-university programs could help a great deal to bring rele-
vance to the work that's done in universities and in engineering
school. It could increase the level of empiricism. I think we tend to be



theoretical, much more theoretical. I recall a German engineer I talked
with who trained in East Germany and said how delightful it was,
because they had two engines-he was a automotive engineer-two
engines to experiment with per person. I doubt if there are many
schools in this country that have any engines to experiment with, as
it were. It's all done theoretically.

I think there's a need for capital equipment, which the universities
can't afford for more empirical work, in many cases. I think a great
deal could be done with university-industry R. & D. programs. We
have a biogenetic program over a long period at Harvard. MIT has
comparable programs. But it's my feeling that a lot of universities
don't have this opportunity for practical relevance meshed in with
academic training, which I think would produce somewhat closer to
the gap that we are talking about.

We certainly need theoreticians, but I think much of the training
is too theoretical.

Representative REUSS. Mr. Lynas, you indicated that for American
industry to make some of the changes that you're talking about, using
some ideas that we may glean from our European or Japanese friends
and some of the ideas that TRW is starting to work on, would take
about 10 years to achieve. I think that was your timespan.

Well, let me now turn to Mr. Hayes and Mr. Abernathy, who have
said the timespan for American managers, unfortunately, is much
shorter, they think, in terms of a year or two, rather than of a 10 year
possible active span for the top manager. This sounds like a rather
unpromising situation. It takes 10 years to change around, but nobody
is willing to think about things that take as long as 10 years.

How are we going to overcome this?
Mr. HAYES. Well, I think that this short-term orientation of U.S.

management is a relatively recent phenomenon. I think if you go back
to the study of management practices that characterized U.S. business
in the early part of this century, you find a very different kind of
orientation-much longer term. So this is not endemic, in my opinion,
to the American character. It's something I think we have developed,
and we can undevelop it.

I think the strongest way we can undevelop it is by encouraging
competition in the United States. I think those industries facing the
severest form of threat now from foreign imports, are the ones that
essentially have been buffered from competition in the last 20 or 30
years, and have been able to prosper with a very short-term orienta-
tion. I think there are very many other industries which have had
very much stronger competition, who are not having nearly the prob-
lems of, let's say, the U.S. auto manufacturers, the U.S. steel manu-
facturers, the television manufacturers, and so forth.

So I think one of the things we do is we make companies aware that
the issue is not one of return on investment over the short term but
of survival over the long term. And I think Congress can actively
encourage that kind of competition, and this will encourage American
companies to take a different view of their responsibilities to their
shareholders.

Mr. ABERNATHY. I don't know the precise ways, the mechanisms.
One of my problems is, I am not as familiar nearly as you are, Sen-



ator, with the mechanisms by which this can be achieved. But I think
there is reason to have a look at. financial institutions and the way
they evaluate stocks and emphasize short-run R. & D. I have had some
friends which have suggested that-from Wall Street-that the growth
of block purchases of stock by institutions have brought more intense
scrutiny on short-run returns. I think it would be profitable to examine
the financial institutions, perhaps, at some point and see what can be
done in that vein to lessen the intense financial short-run pressure
which exists and return to an era of the 1950's, in which we were talk-
ing about glamour stocks and long-run potential and exorbitant PE
ratios, but nevertheless it did provide capital in the 1950's.

I think another area, and again I don't know all the mechanisms,
but we have certainly got to have a new bargain between management
and labor. We talked in the 1950's about the effort bargain. That's not
the kind of bargain we need, which is a very intense act of buying
hands and feet and not worrying about the souls of the participants,
of the people as real beings.

So I don't know what can be done in the labor-management laws to
deal with this, but I think there's probably something that could be
done to encourage a new kind of bargaining.

Representative REUsS. This first round of dialog suggests at least
a couple of things that I want to pursue. We have now been discussing
finance. Earlier I think Mr. Hayes pointed out that a lot of manage-
ment attention is now distracted from the production of quality goods
to finance manipulations, takeovers, conglomerates, et cetera, et cetera.

What was the figure you gave, Mr. Hayes, in which you compared
the amounts that were spent on acquisitions, as opposed to the amount
that was spent on business fixed investment?

Mr. HAYES. In comparison with R. & D. but I can also talk about
fixed investment. The figure I used, in 1979 about $45 billion was spent
by American companies in acquiring other companies. In 1980, the esti-
mate that I have was over $50 billion. To put that in perspective, we
spent less than $30 billion in 1979 on R. & D. and in 1980, we spent less
than $35 billion.

Representative REuss. How much was spent on business fixed invest-
ment?

Mr. HAYES. I have to check my figures to give you an exact-I think
it was somewhat less than $170 billion on fixed investment.

Representative REUSS. So we were spending on acquisitions about
one-quarter-I'm adding $30 billion and $170 billion-of all that we
were spending on R. & D. and capital investment.

Mr. HAYES. Yes.
Representative REUSS. The other day a very distinguished retired

Chicago banker, named Gaylord Freedman, who used to be president
of, I think it was the First National of Chicago, was interviewed by
Leonard Silk of the New York Times, and made the point that the
banking community should feel rather bad about diverting as much
of America's credit resources as it does to acquisitions and takeovers,
instead of to capital investment and R. & D. And be thought that the

banks were capable of redemption, and that conceivably the 100 lead-
ing bankers of the country might get together and make a concerted
attempt to go straight.



Do you think he's got something there and that his proposal should
be encouraged?

Mr. HAYES. This is a discussion that a number of us, my colleagues
at Harvard and I have been discussing. And I think you can use the
old adage that if you laid all the Harvard professors in the world
end to end, they still wouldn't reach a conclusion. I don't think that
getting people-the bankers, for example-to get together and agree
to follow a Boy Scout oath is going to have much impact. I think
there might be some things that could be done, however, to discourage
less nonproductive investment. and more productive investment.

One way is by changing the double taxation of dividends. Right
now there is a disincentive to give money back to shareholders as
dividends, rather than to spend that money on buying other compa-
nies. If you give it back to shareholders, they will be taxed at rates
averaging 40 percent. If you use the money directly, you essentially
get the aftertax dollars fully. Reducing the double taxation of divi-
dends, therefore, might focus greater stockholder scrutiny on moves
to take money that could be diverted back to shareholders, and use
it to purchase other companies.

I think there are measures that can make acquisitions less attractive
than other avenues for spending the money that they have available.

Representative REuss. Can you think of any others?
Mr. HAYES. Others are, I think, to do some of the things that Con-

gress is currently considering, which would be to reduce depreciation
lifetimes, so that there are greater incentives to invest in capital equip-
ment. Iam very uneasy about the measures I have seen to increase or
give rebates of one sort or another for investments spent on R. & D.
I think that issue has to be approached much more delicately. I have
no recommendations in that regard.

Representative REuss. You do not favor some sort of an income
tax credit for incremental increased R. & D. expenditures?

Mr. HAYES. I think it's terribly difficult to measure increased R. & D.
expenditures. I would tend to believe virtue is its own reward in that
situation. American comvanies have to be persuaded, largely under
the impetus of advanced technological products from some of our
foreign competitors, that R. & D. is not just a nice thing to do-it's
an essential thing to do.

Representative Rnuss. Incidentally, if any member of the panel
has anything to add at any point, please be sure to add it.

Mr. WADA. The education-in Japan, we do not mind the spending
of money on educating our employees, and we emphasize it very much.
College graduates have opportunities to rotate jobs. He would know
accounting, financing, how to supervise assembly line, how to do pur-
chasing. So after 5 to 10 years, he knows the whole operation. And
he will stay with us for a lifetime. And institutional memory will
stay with a company. So we don't mind educating them. A company
spends money on educating employees. At our Dothan and San Diego
plants also, we emphasize educating our employees, because they will
stay. We educate in mathematics, chemistry, and physics.

My impression of applicants-I do not work in the factory, but I
interview-I used to interview people to hire. I think maybe mathe-



matics, chemistry, physics, can be better taught in high school. I think
education is very vital for us.

Now in Japan, if a company goes down, and if I have to go and work
for another company, in that company, I will be like a second citizen.
I will not be in the mainstream. And a very unexpected thing happens.
So we stick together very strongly, and like Professor Hayes and
Professor Abernathy mentioned, competition in Japan is very keen.
And competition also forces us to stick together to strengthen ourselves,
look for better educated people, making our examinations very severe.

College graduates submit high school grades, college grades, then
take examinations and interviews. Maybe 1 out of 10, or 1 out of 5,
passes. It is very keen. Therefore, reputable established corporations
have the cream of people educationwise, and leadershipwise. The Japa-
nese Government has probably the best cream of the young college
graduates. Corporations in manufacturing with reputations also have
the same thing with high school graduates. That is how, with proba-
bly competition and education and lifetime employment, we have
strong corporations.

So ma with competition and also emphasis upon long range,
maybe not lifetime. I know Professor Ochi wrote a book called
"Theory Z," in which he emphasized long range, like emphasized by
Hewlett-Packard or IBM or NCR, or any successful American cor-
porations that have almost a similar system like any other successful
international company.

Representative REUss. Let me turn to another subject suggested by
some of the comments. You all, on this panel, happen to more or less
represent management, and you all have been most noble in not com-
ing here and laying all the blame on labor. Some of you at least have
been rather benign toward labor's participation in the slowdown of
productivity.

But, so that we may not be accused of overlooking any possible
source of increased productivity in the United States, what about
labor and specifically about work rules in certain areas which are al-
leged to interfere with productivity?

Let me again recognize each one of you. Mr. Wada, your plants are
not unionized?

Mr. WADA. No.
Representative REUSS. So you don't have any union work rules to

gripe about?
Mr. WADA. No. We bad votes, and I think they did not want a

union, so we don't have unions.
Representative REUSS. And you don't have any work rule problems?
Mr. WADA. No.
Representative REUSS. You have problems, but not work rules?
Mr. WADA. No.
Representative REUSS. Mr. Lynas, your plants, I would imagine,

are unionized?
Mr. LYNAS. Some. not too many. TRW has a. number of plants that

are nonunionized. But I think. when you look at the unions, it's their
leadership that I think has to change. and they have got to recognize
that the restrictive practices. rules. job classifications, centralization



of trades have got to change. We can't continue to operate under the
system that is now predominantly used by American manufacturers.

And I think that any unionized plant and the union leadership are
eventually going to face competition from plants that will change
toward redirecting skilled trades kinds of jobs to the work area, to
the people, improve the quality of work, life of the people who are
producing the parts. And that union leadership is going to have to
adjust its thinking to relax some of the restrictive practices.

Representative REUSs. Many union leaderships are quite zealous on
improving the workplace and housekeeping practices.

Mr. LYNAS. Their conversation to date is dealing with quality cir-
cles, quality of work life. But. the basic practices upon which there's a
limit on the ability to make those type of things most effective are still
in place. And I think there has to be a reassessment of management
leadership coming from unions.

Representative REUSS. Mr. Hayes, in your answer, if you want to
call, also, on your experience overseas and your observations of heavily
unionized Germany and the effect there of classifications, work rules,
or anything else, you can enlighten us.

Mr. HAYES. Yes. Thank you, Mr. Chairman.
I think that any American who has been to Germany, let's say, and

looked at the types of constraints that German managers operate
under, will appreciate why German-in fact, most northern Euro-
pean-managers still look to the United States as a bastion of freedom,
the land of opportunity, and the land of the lack of constraints, as
regards labor-management relationships.

Just to mention some of the things that we discussed in our article,
every major decision that involves the work force in Germany must
first be discussed by a works council, composed of union members at
the plant, floor. This council can delay-it cannot yet veto, but it can
delay-the implementation of that decision. It can also appeal the
decision to the board of directors in the German firm, which is called
the supervisory board. Fifty percent of the members of this board, by
law, are representative of the labor unions.

Because of social legislation, it is very difficult, almost impossible,
to shut down a plant or to lay off workers in Germany. So it's not sur-
prising that German managers look to the United States as a heaven
as regards labor-management relationships.

Let me come back though to your original question. Again, I think
my observation is that the areas where there have been the greatest
excesses on the part of unions in the United States, in terms of work
rules and relatively high wages, have been in industries which have
been sheltered from vigorous competition: the railroad industry, for
example; the steel industry; and the automobile industry. None of the
managers in those industries or the labor leadership in those industries
felt any constraints upon their activities until these industries came
under severe competition. Many of these industries are now-like the
steel and automobile industries- under severe competition, and we see
very constructive dialogs going on.

So I would say that one of the things Congress can do is to encour-
age competition in the labor market. I think this will ultimately



tend to bring a degree of reality to labor-management relationships
which is sometimes lacking.

Currently, there are a number of laws which either give advantages
to union membership, or to unionized companies who are involved
in certain types of governmental activities, or which force nonunion-
ized companies to have the same types of wage rates and work rules
as unionized companies.

And I think that Congress can also possibly encourage a degree of
realism and a sense of understanding about the kinds of problems
that can develop if we shelter any industry or any group in our econ-
omy against the realities of foreign competition.

Representative REuss. In that connection, I might ask Mr. Aber-
nathy, who is an automobile student: What do you think of the cur-
rent newspaper headlines which say that Japan is about to agree
to a 3-year cutback on automobile exports to the United States, thus
averting congressional horrors?

Mr. ABERNATHY. I think it's perhaps here that my colleague and
I diverge. In the first place, I would like to say one of the differences
in the German and U.S. unions is that, in German unions there is
a strong feeling that they are competing internationally, so they tend
to not put up the kinds of barriers to trade or productivity that we
often find here. They have the fortress Germany in mind or the for-
tress Japan, a feeling that they are really fighting against the rest
of the world competitively, or competing with the rest of the world.

So, I think there's a difference in the fundamental attitude of the
unions. Even though they have a lot of control, I think they also
tend to be more responsible in a sort of competitive sense.

I'd also like to emphasize the fact that the concept of an industry-
wide union may be dysfunctional, because it takes out labor as a com-
petitive factor. It takes out some productivity factors too. The fact
that the automobile industry had an industrywide union in which
all the companies essentially had the same practices meant that it
didn't matter. They passed the costs through to the consumer until
foreign competition came in.

So an industrywide union is perhaps one of the things that Pro-
fessor Hayes is referring to. We must also look to labor practices to
see what effect they have on competition. Laws should be examined
to see what effect they have on the micro problem that has been
defined here.

In respect to trade barriers, my view is that it's going to take 5 years
to turn things around. The rate of penetration by the Japanese car
manufacturers has been so rapid that some relief was essential to give
the industry time to move.

I would not propose trade restraint were it not that the industry is
making strides. They're doing something about the problem. Perhaps
not like the steel industry, as the auto industry is moving fast in terms
of striking a new bargain with the workers. I think they can do it, but
I don't think they can do it in 3 years. Without restraint the situation
would lead to the demise of Ford, as well as Chrysler.

So I came out on the tariff or temporary voluntary restraint side of
the argument.

Representative REuss. Mr. Wada, you have spoken of your plants
in San Diego, which is quite a conservative, retired admiral-dominated



community, and of Dothan, Ala., the very bastion of the right-to-work
philosophy. What about coming up to my hometown of Milwaukee,
Wis., where we have an extremely skilled labor force-heavily union-
ized and very much on the ball-and opening a plant up there?

Can we see each other after the hearing and work something out?
[Laughter.]

Mr. WADA. I have my good high school buddy, whose name is Mr.
Takanaski, and he's in Kikkoman. I was at Playboy Club in Wiscon-
sin when we opened that, but it was a wonderful thing for my
friend-

Representative REUSS. I helped them get into Wisconsin, and they
are doing wonderfully well. Walworth didn't want them at the start,
because they didn't want these foreigners coming in. Now they use
local soybeans. People have good jobs at the plant. I think the only
Japanese among the 500 employees is your old buddy, who is much
beloved, talks to the Rotary Club every other week, whose children
are doing fine in school, and that comes from a country where they
don't have unions very much.

But I would like to talk to you about coming up to Milwaukee.
Mr. WADA. Thank you very much.
Representative REUSs. Mr. Lynas, you are in a unique position in

that your company and you, yourself, operate in Canada, Venezuela,
Brazil, Argentina, and Japan in a meaningful way.

Mr. LYNAS. Correct. Yes.
Representative REUSS. And you have been around to all those places

and are familiar, to a degree, with them?
Mr. LYNAS. Yes. I think this is my 11th trip to Japan, and I am go-

ing again next Friday. I admire how competent they are now and how
well they do their job. I visited most of the automobile plants in Japan
and supplier plants. Plus, we have three plants in our division. And
the experiences that I have are hands on. I have seen their ability to
produce and the competence of their engineering capability of putting
in place machines, tools, and then producing high quality products
because of the technical skills in engineering and capability of their
people.

Representative REUSS. Yes, you have given us pretty good vignettes
of the basically admirable way things are done in Japan and the im-
provable way in which we do things here.

What about Canada, Venezuela, Brazil, and Argentina? I am not
asking to you be invidious about any of those places, but what can
you observe? Sometimes we're surprised, for instance, when it turns
out that someplace we have been sneering at does quite good. But tell
us about it.

Mr. LYNAS. I think the general manufacturing capability of all
parts of the world, including Germany, is one that does not demand
the built-in quality in terms of design and process, in terms of repeat-
ability and reliability.

We have a philosophy that allows for reject rates. And then we have
methods of sorting with sophisticated machinery and so on.

I think that the United States and Europe are comparable in that
regard. I think, obviously, you would expect that Latin America is
still not up to the degree of sophistication that we have in terms of
some of the machines and equipment and so on.
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I think Canada is very comparable to the United States.
Representative REUSS. In its strengths and weaknesses?
Mr. LYNAS. Yes.
Representative REUsS. I would like to clear up in my mind what

seemed to be a slight divergence in the testimony of some members
in the panel on the effectiveness of worker participation in manage-
ment decisions. I have the impression from Professor Hayes, that, in
Japan, quality and productivity are not very dependent on workerparticipation.

Mr. HAYES. I don't think I indicated that at all, Mr. Chairman.
Representative REUSS. Straighten me out. That's why I ask.
Mr. HAYES. Let me just say, attaching this to the previous question,I think that well-run manufacturing plants are remarkably similararound the world. If you go into a well-run German plant or a Euro-pean plant, it looks very similar to a well-run Japanese plant or a well-run plant in the United States. They tend to be clean, they tend tohave an emphasis on quality, they tend to have good morale and theytend to have, I think, most important, getting down to the subjectof your question, good communication between workers and manage-

ment.
I think worker participation is something that comes after goodcommunication is established in the manufacturing establishment;

good communication not only between workers and foremen and otherfirst-level supervisors, but good communication between all levels ofmanagers, all specialists within an organization.
I think many American companies systematically, through a lonprocess that is easy to track but more difficult to explain, have tendedto erect barriers against communication within plants. For example,we talked earlier about the lack of low level education, vocationaleducation of workers. The problem is not that the vocational workerswho have undergone vocational training aren't good. The technicianswe have are very good. The difference is that we only expect 10 to20 percent of our .workers to have that kind of training, where Iwould say in Japan and Germany the figure is more like 80 percenthave that kind of training.
In my opinion, we have tended to separate knowledge workers frommanual workers. There is a large percentage of our workers who are

simply expected to follow instructions, and a much smaller percentagewho are expected to give instructions. Now, we have done this bylimiting vocational traiing, by specializing workers, and I think alsoimportantly, by separating workers. We have tended to take our skilledexperts, our engineers, away from the workplace where they havedirect involvement in what's going on, and put them into specializeddepartments often far removed from the factories.
One of the things that I see in almost every well-run plant aroundthe world is engineering groups which are right there on the factoryfloor, who are heavily involved with what's going on and communi-cating directly with the workers. So I think that before we can expectreal participation from workers, we first have to educate them so theycan make a contribution. And second, we have to set up mechanisms

that make it easier for them to participate and communicate effec-
tively in the decisions that are going on.



Representative REUss. I am glad you straightened me out. Then I

think it is the testimony of all witnesses that maximum worker-

management participation, communication, and cooperation is a good

thing and an important part of the total productivity package.
Mr. WADA. Yes.
Mr. LYNAS. Yes, very much so.
Mr. ABERNATHY. Yes.
Mr. HAYES. Yes.
Representative REuss. Mr. Lynas, you have told us in a very fas-

cinating way about what your company, TRW, is starting to do about

quality improvement programs. Where would other American indus-

tries go to get some guidance in how they may do likewise? Is there

any place in the Government where this kind of clearinghouse exists?

Does the National Association of Manufacturers or the U.S. Chamber

of Commerce maintain such a clearinghouse? Where would one go?

Mr. LYNAS. Not to my knowledge, but I think American industry
is accelerating their visits to Japan. I think all of the major engineer-

ing societies are undertaking programs that identify the strengths and

weaknesses of the Japanese system. I think there is now becommig a

broad-starting with awareness of the development of new ideas and

new programs.
Representative REuss. Let me conclude by asking whether any mem-

ber of the panel has anything to add to the very helpful and com-

pendious record you have made? Any additions, corrections?
If not, I want, on behalf of the committee, to thank you all. You

have been enormously helpful. We do look forward to making some
constructive suggestions to our fellow Americans, not necessarily in

terms of what Government can do, because most of this morning's
discussion is in an area which belongs primarily to the private sector

and there are very real limits on what Government ought to be doing

about them. But that, in no way, impairs its significance.

We are most grateful to each one of you; and the committee will

now recess.
[Whereupon, at 11:30 p.m., the committee recessed, to reconvene at

10 a.m., Monday, May 11, 1981.]



BUSINESS MANAGEMENT PRACTICES AND THE
PRODUCTIVITY OF THE AMERICAN ECONOMY

MONDAY, MAY 11, 1981

CONGRESS OF THE UNITED STATES,
JouiNr EcoNomic CommirEE,

Washington., D.O.

The committee met, pursuant to recess, at 10 a.m., in room 6226,
Dirksen Senate Office Building, Hon. Henry S. Reuss (chairman of

the committee) presiding.
Present: Representative Reuss.
Also present: James K. Galbraith, executive director: Charles H.

Bradford, assistant director; and William R. Buechner, Paul B. Man-

chester, Mark R. Policinski, and Timothy P. Roth, professional staff

members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSS. Good morning. The Joint Economic Commit-

tee will be in order for further hearing into the matter of productivity.
We don't know much about productivity, but we know what we like.

And what we like, of course, is a high rate of productivity increase. We

have not been getting it. The productivity performance of our econ-

omy during the past decade has been dismal, averaging less than 0.4

percent per year since 1973. During the first quarter of this year it

surprisingly and delightfully went upward, but we still are not quite
sure what caused that.

Our hearings today are going to stress the affirmative. We Ameri-

cans do a good deal of downgrading our abilities nowadays, and it is

a pleasure thus that a number of American companies, I suspect a very

large number, are doing innovative things about increasing their own

productivity.
We aim to get some case histories on what is being done in that par-

ticular, and we are delighted that this morning our witnesses are all

chief executive officers of companies that belong to the American Busi-

ness Conference, an association of firms now moderate in size but

rapidly growing. Our witnesses include Authur Levitt. Jr., of the

American Stock Exchange, who is chairman of the conference; Mr.

Don Gevirtz, chairman of the Foothill Group; Dimitri d'Arbeloff,

chairman of Millipore Corp.; Abraham Krasnoff, president of Pall

Corp.; and Melvyn Klein. president and CEO of Altamil Corp.
You have all prepared comprehensive prepared statements, and

under the rule and without objection, they will be received in full into



the record. And I will now ask each one of you five members of the
panel to proceed.

Mr. Levitt, would you be good enough to start off ?

STATEMENT OF ARTHUR LEVITT, JR., CHAIRMAN, AMERICAN
STOCK EXCHANGE, AND CHAIRMAN, AMERICAN BUSINESS CON-
FERENCE, NEW YORK, N.Y.

Mr. LEvrrr. Thank you very much, Mr. Chairman.
The American Business Conference is a new organization which

consists of the chief executive officers of 100 of America's most ener-
getic and successful firms, firms that have annual revenues of between
$20 million and $1 billion, and each of which has grown 15 percent a
year, compounded for the last 5 years, which means that each has
doubled in size during that period.

The Conference plans to focus its activities on a handfull of specific
issue areas that affect economic growth. Task forces are already at
work on capital formation and tax policy, regulatory reform, and
international trade. A fourth task force is concentrating on research,
the kind of research which will back up some of the "motherhood
and apple pie" notions about growth companies with the cold, hard
statistics which will prove just why this sector of the economy, we
feel, deserves some attention.

The membership of the Conference includes some of the most crea-
tive, innovative, and entrepreneurial firms in the American enterprise
systems. Our companies are not household names, but they can cer-
tainly hold their own against those who are.

Recently McKinsey & Co. did an interesting survey of 10 major
corporations which are regarded as "excellent companies." These firms
read like Who's Who of America's top industrial performers: IBM;
Texas Instruments; Hewlett-Packard; Johnson & Johnson; Emerson
Electric; Dana; Digital Equipment; and Procter & Gamble. The chart
behind me illustrates the excellent records of those superb companies.

But that chart also illustrates that the firms of the American Busi-
ness Conference are the true winners of the American enterprise sys-
tem. With the help of McKinsey., we calculated figures for the past 3
years for growth in employment, sales, and earnings per share of 32
of our ABC firms in industries comparable to those in the original
McKinsey survey. As you can see, the ABC firms compare very
favorably with McKinsey's excellent companies.

ABC companies grew 60 percent more in employment, 50 percent
more in sales, and 40 percent more in earnings than the 10 companies
chosen by McKinsey. In absolute terms, over the last 5 years our nmem-
ber companies have increased their jobs 66 percent, their sales 135
percent, and it is worth noting that they are paying 213 percent more
in Federal, State, and local tax revenues than they were 5 years ago.

With me today are four chief executive officers who will discuss the
extraordinary performance of their own companies, why they have
done so well, and why their productivity performance has been ex-
cellent. These CEO's include Don Gevirtz of the Foothill Group, Los
Angeles; Dimitri d'Arbeloff of the Millipore Corp. in Bedford, Mass.;
Abraham Krasnoff of the Pall Corp. in Glen Cove, N.Y.; and Melvyn
Klein of the Altamil Corp. in Corpus Christi, Tex.



Mr. Chairman, these men daily address and solve their company's

productivity problems. The Mclinsey survey of excellent companies
found a number of managerial traits which CEO's of high perform-

ance companies share. They include a bias toward action, an emphasis

on key business value, an emphasis on doing what the company knows

best, continued contact with and service for the customer, operational
autonomy to encourage entrepreneurship, and simple management pro-
cedures and lean staff.

My own business experience over the years as a founder of a very
tiny brokerage firm that eventually became known as Shearson Loeb
Rhoades, and now as chairman of the American Stock Exchange and

the ABC, has kept me in constant partnership with growth companies
and growth concepts.

Mr. Chairman, the CEO's with me today and others who make up
the American Business Conference are people who exemplify these
attributes, and that's why they are winners. They represent truly a
different dimension in American business.

Each of the four here today will discuss one or more of the char-
acteristics which he feels is an important factor in the productivity

performance of his firm. I believe, Mr. Chairman, that this is a most

unique hearing. We have come here to tell you more about our business
than about our specific recommendations for public policy. We have
come to tell you what business can do to improve our Nation's produc-
tivity, rather than to simply dwell upon what Government is doing
which inhibits that growth.

I hope this perspective is refreshing and useful to this committee.
I think we all recognize that we can no longer afford to carry the heavy
baggage of old economic and business management theories as we try
to tackle the complex problems facing our economy today. We need
new ideas, we need new approaches that deal with today's reality. I
hope that the presentations you will hear this morning and the question
and answer period that follows will produce interesting insights into
the solution of our Nation's productivity problem.

Thank you very much.
[The prepared statement of Mr. Levitt follows:]

PREPARED STATEMENT OF ARTHUR LEVITT, JR.

Mr. Chairman and members of the committee, my name is Arthur Levitt, Jr.

I am chairman of the American Business Conference and of the American Stock

Exchange.
I congratulate this committee and its chairman for calling these creative and

innovative hearings. The Joint Economic Committee has a reputation for being

at the cutting edge of economic policy development. These hearings prove that

your reputation continues to be well-deserved.
Our economic performance has been so dreary during recent years that too

many Americans, and too many of their elected officials, have become pessimistic

about the capacity of American industry to compete with the seemingly invincible
industrial enterprises of our international trading partners. But that pessimism

ignores some of the success stories of the American enterprise system.
The American Business Conference is a new organization which will consist of

chief executive officers of 100 of America's most energetic and successful firms.

These firms have annual revenues between $20 million and $1 billion, and each

has grown 15 percent per year, compounded, for the last five years, which means

each has doubled in size during that period.
The American Stock Exchange has served as a catalyst for the founding of the

American Business Conference because we believe that dynamic, growth-oriented

mid-range companies, like those we trade on our exchange, are our nation's best
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source of jobs, innovation, and economic development. The idea for the Confer-
ence grew out of a seminar which we held in Washington for chief executive offi-
cers of our listed companies in 1979, entitled "Growth Companies: Opportunity
and Challenge." Many of the government officials participating in the seminar con-curred with the business executives that growth companies have needs and prior-
ities which may differ from those of the large corporations, interests which werenot well known and which were not being represented in the federal policyprocess.

Several of the executives attending the seminar formed a committee to consider
the formation of a new organization vhich vould represent the interests-and
the contributions-of growth companies to policyinakers and to the public. Mc-
Kinsey & Company carried out an analysis of business representation in Wash-
ington and its working relationship with the government, and Arthur Anderson
& Co. interviewed several hundred CEO's of growth companies across the country.
The conclusion we reached was that there was a clear and convincing need for a
new voice in Washington-one that would encourage the government to recognize
what successful growth enterprises, if they are allowed to grow and prosper, can
do for our nations' productivity and for its economy.

The Conference plans to focus its activities on a handful of specific issue areas
which affect economic growth. Task forces are already at work on capital forma-
tion and tax policy, regulatory reform, and international trade. A fourth task
force is concentrating on research: the kind of research which will back up some
of the motherhood-and-apple-pie notions about growth companies with the cold,
hard statistics which will prove just why this sector of the economy deserves
some attention.

The membership of the American Business Conference includes some of the
most creative, innovative and entreprenaurial firms in the American enterprise
system. Our companies are not household names, but they can certainly hold their
own against those who are. For example, McKinsey and Company recently did an
interesting survey of ten major corporations which are regarded as "excellent
companies." These firms read like a who's who of America's top industrial per-
formers-IBM, Texas Instruments, Hewlett-Packard, 3-M, Digital Equipment,
Procter & Gamble, Johnson & Johnson, McDonalds, Dana, and Emerson Electric.

The chart behind me illustrates three excellent records which these superb
firms have compiled.

But that chart also illustrates that the firms of the American Business Confer-
ence are the true winners of the American enterprise system. With the help of
McKinsey, we calculated figures for the last three years for growth in employ-
ment, sales, and earnings per share of 32 of our ABC firms in industries comnpar-
able to those in McKinsey's survey.

As you can see, the ABC firms compare very favorably with McKinsey's "ex-
cellent companies." ABC companies grew 60 percent more in employment, 50
percent more in sales, and 40 percent more in earnings than the ten companies
chosen by McKinsey.

In absolute terms, over the last five years our member companies have in-
creased their jobs 66 percent, and their sales 135 percent; and it's worth noting
that they're paying 213 percent more in federal, state, and local tax revenues
than they were five years ago.

With me today are four chief executive officers who will discuss the outstand-
ing performance of their companies, why they have done so well and why their
productivity performance has been excellent. These CEO's are Don Gevirtz of
the Foothill Group, Inc., in Los Angeles; Dimitri d'Arbeloff of the Milipore Cor-
poration in Bedford, Massachusetts; Abraham Krasnoff of the Pall Corporation
in Glen Cove, New York; and Melvyn Klein of the Altamil Corporation in Corpus
Christi, Texas.

Mr. Chairman, these men daily address and solve their companies' productivity
problems.

The McKinsey survey of excellent companies found a number of managerial
traits which CEO's of high-performing companies share. These attributes include -
(1) a bias toward action, (2) an emphasis on a key business value, (3) emphasis
on doing what the company knows best, (4) continued contact with and service
for the customer, (5) operational autonomy to encourage entrepreneurship, (6)
simple management procedures and lean staff.

My own business experience over the years, as one of the founders and later
the president of what is now Shearson Loeb Rhoades, and now as chairman of
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the Amex and the ABC, has kept me in constant partnership with growth com-
panies and the people who make them work.

Mr. Chairman, the CEO's with me today, and the others who make up the
American Business Conference, are people who exemplify these attributes, and
that's why they're winners.

Each of the four here today will discuss one or more of these characteristics
which he feels is an important factor in the productivity performance of his
firm.

Mr. Chairman, this is a unique hearing. We have come to tell you more about
our businesses than about our specific recommendations for public policy. We
have come to tell you what business can do to improve our nation's productivity,
rather than to simply dwedl upon what government is doing which inhibits that
growth.

I hope this perspective is refreshing and useful to this committee. I think we
all recognize that we can no longer afford to carry the heavy baggage of old
economic and business management theories as we try to tackle the complex
problems facing our economy today. We need new ideas. We need new approaches
that deal with today's reality.

I hope that the presentations you will hear this morning and the question and
answer period which follows will produce interesting insights into the solution
of our nation's productivity problem.

Thank you.

Representative REUSs. Thank you very much, Mr. Levitt.
Mr. Gevirtz.

STATEMENT OF DON L. GEVIRTZ, CHAIRMAN AND CHIEF EXECU-
TIVE OFFICER, THE FOOTHILL GROUP, INC., LOS ANGELES,
CALIF.

Mr. GEVIRTZ. Thank you, Mr. Chairman.
My name is Don Gevirtz. I am the chairman and chief executive

officer of the Foothill Group. It is a pleasure for me to appear before
this distinguished committee.

The Joint Economic Committee has had an historic role in condition-
ing the character of the ideas which drive the legislative process on
Capitol Hill. Therefore, it is perfectly fitting that this committee is
holding an innovative series of hearings to focus attention on some
of the success stories of the American enterprise system.

As Mr. Levitt has indicated, the performance of our economy in
recent years has been so dreary that too many Americans believe that
our economic might is in inevitable decline. Mr. Chairman, let me
state first and foremost, that entrepreneurship and innovation are com-
ing back into style in the United States.

As a growing firm that specializes in making loans to small enter-
prises across the United States, the Foothill Group participates in
this renewal of the American spirit every day.

Three conditions are necessary for entrepreneurship to flourish.
First, the availability of equity and venture capital for all companies
must be expanded. Second, innovation must be encouraged through
the taxing system, with research and development tax grants. And
third, interest rates must come down, and even more importantly,
must stabilize.

Uncertainty about monetary policy is hamstringing the growth of
small companies. High capital gains taxes hinder capital formation
for new enterprises. But I also believe that business people need to
examine how well we are performing and what we can do to improve
our own productivity.



Our company has made two seminal decisions with regard to pro-
ductivity and basic economic functions. Our productivity objective
is to have no more than one employee per million dollars of assets, far
less than most comparable institutions. Our economic function is to
provide the most efficient conduit of credit for the small and medium-
sized businesses in the United States. Perhaps these decisions have
something to do with our success over the last 11 turbulent years.

The Foothill Group is a commercial finance company. We specialize
in making loans to businesses which we regard as having good pros-
pects, but who are too small or for other reasons deemed less than
creditworthy by large, conventional financial institutions. Foothill's
corporate commitment is to provide an alternative to bank financing
for corporations of this type. These companies, with annual sales in
the range of $1 million to $25 million, account for 97 percent of all
business enterprises in the Nation and produce 43 percent of the gross
national product; 4,700 new small manufacturing companies are
started every week in the United States. The number of new business
starts has increased annually from 93,000 to 450,000 since 1950, with-
out any long-run rise in the proportion of failures.

Paradoxically, the smaller businesses, which are the backbone of
America's industry and which display many admirable qualities-in-
cluding entrepreneurial dedication, innovation, and self-reliance-
often have the most difficulty in obtaining financing for their growth.
Even as entrepreneurship and innovation seem to be benefiting from
a more favorable tax and regulatory environment, a dark cloud is
developing.

The Federal Government has not only reduced the leverage of small
business investment companies, SBIC's, but it has implemented an in-
definite moratorium on issuing and processing of all small business
investment companies licensed by the Small Business Administration.
SBIC's represent one-third of all of the Nation's total capital com-
mitted for small business development investment. These edicts must
be reversed.

So we are in the ninth year of Foothill in the commercial finance
and leasing business. Over the last 8 years, loans and leases outstand-
ing have grown from $2 million to over $200 million. During that
period, our net worth has grown from $2 million to over $34 million.
Foothill has grown up in a volatile environment of rapidly fluctuating
interest rates, record inflation, and two severe recessions. Yet we have
been effective in this environment and have continued to earn over
20 percent on our average common equity, a feat that none of the
100 largest banks and few of the 100 largest finance- companies has
ever accomplished.

We are proud of our innovative mix of financing programs, which
are unique in the commercial finance business. Our firm has been de-
scribed by Business Week Magazine as an "aggressive marketer * * *
which unlike most finance companies, has moved into the small equip-
ment leasing, long-term lending, and the consumer savings business."

While we are pleased about our record of achievement, the culture
of our company is one which emphasizes self-appraisal, comparing
our actual performance against our long-range plan. Accountability is
a constant element in our management style. American Business Con-



ference Chairiman, Mr. Levitt, discussed in his testimony the work of
McKinsey & Co. regarding an evaluation of the management charac-
teristics which are found in the 10 excellent companies which they
surveyed. He also pointed out that the members of the ABC compare
quite favorably with those firms and tend to exemplify the character-
istics which drive excellent performing companies.

Each of the ABC panel participants will discuss some of the char-
acteristics found in the excellent companies, even though all of these
characteristics can be found in all of the firms. Excellence in manage-
ment is our company's principal objective. Excellence means knowing
what you want to do, concentrating on it, and becoming the best at it.
Even though we are a service organization, excellence in management
must focus on productivity.

At Foothill, constantly improving productivity consists of three
major elements: First, we take a holistic view of our human resources,
connecting them to technological literacy, and to a higher level of
awareness and concern with our markets, customers, and with our
corporate planning. Second, we encourage as much worker participa-
tion through ownership. particularly with the widespread., nonquali-
fled stock option plan. However, a more significant employee ownership
is discouraged by the adverse tax consequences of the nonqualified
stock option plan.

I urge this committee to recommend a return to qualified stock
options which would dramatically improve the ability of small- and
medium-sized companies to attract entrepreneurs.

Third, I cannot emphasize enough the linkage between corporate
planning at our company and productivity. This corporate plan is
our organization's most important document. By forcing us to recruit,
train, and cross-train personnel, based on the anticipated results of
our strategic plans, we have a highly efficient work force in place when
it is needed. Our marketing efforts are more productive, and our loan
processing systems are ready when the results of the plan develop.

For example, we know we will have to double our employee rolls
by 1985 and we know where and we know how. I cannot issue a more
important challenge to this distinguished committee than that it en-
courages the Federal Government to establish its own long-range
planning office in the Executive Office of the President of the United
States.

I am definitely now talking about capital allocation. I am talking
about the establishing of a coordinated, long-range set of goals and
priorities for this Nation. If successful businesses like Foothill can
get tangible results from a long-range strategy that enables it to an-
ticipate effectively, the Federal Government has the same responsi-
bility so that we in the business community can operate in a more
predictable, national framework.

If long-range planning helps corporate productivity, it will improve
the productivity performance of the entire economy. Thus, our bias
toward action is linked with planning. Our decisionmaking processes
flow from this system. Entrepreneurs, who make up the majority of
our customers and our managers, are impatient people. They do not
want good ideas to die, either of excessive analysis or of old age. At
Foothill we have a corporate slogan: "The truth will set you free."



And in finding the truth, we believe that justice delayed is justice
denied. Hence, at Foothill, the operating attitude is: Try it, do it, fix it.

At Foothill we demand new ideas from our team and we get them
because good ideas are implemented fast. Our bias toward action and
our willingness to take risks lets us accept deals that the competition
turns down, because they seek perfect solutions to imperfect problems.
Let me give you an example of what I mean.

One young man from Texas sometime ago came to our Houston
office with an opportunity. This 27-year-old operated a tug boat owned
by his uncle, but he had visions of growth. He had no net worth, little
financial history, but a damn good idea and a sound knowledge of
the business. His good idea and sound knowledge didn't get him very
far with the risk-adverse financial institutions; but we took a risk,
financed his first boat for $250,000, his second for $365,000, a third
and a fourth, and Foothill ultimately gave him a $1 million line of
credit. We are glad we did it because his company is healthy and we
have a bigger, better customer. If we had not had a bias toward action
and a tolerance for risk-taking, he and we would both be worse off.

The development of proprietary financial products that fulfill needs,
particularly of the small business market, is a top corporate priority
at Foothill. During fiscal year 1981, Foothill continued with its devel-
opment of innovative financial products, including the energy re-
sources division, which provides financing for oil and gas servicing
and support companies, and independent drillers in the oil patch
of Texas, Louisiana, and the Rocky Mountains; and the 10-year busi-
ness loan which helped small companies by reducing sharply their
cash flow requirements.

Mr. Chairman, the improvement of innovation and productivity are
the future key to the prosperity of all Americans. All segments of
society, government, businqss. iabor. con-umers, environmentalists,
and others have a responsibility to put aside immediate political con-
siderations and join in a partnership to turn this economy around.
Government, in my judgment, must do its part by restraining spend-
ing, reducing tax barriers to savings and investment, rationalizing the
Federal regulatory system, and most importantly, ending the climate
of crisis management, crisis containment, stop and go economic policy
which has dominated economie colicy for too long. The Government
must develop its own planning process.

In concluding, let me reiterate my deep conviction of the power of
entrepreneurship and innovation to restore the American vision. In
the preamble to our corporate plan, we quote master city planner.
Daniel Burnham, who 100 years ago said:

Make no little plans, they have no magic to stir men's and women's blood,
and probably themselves will not be realized. Make big plans; aim high in hope
and work, remembering that a noble logical diagram once recorded will never
die. Remember that our sons and daughters and grandsons and granddaughters
are going to do things that would stagger us.

If the United States makes big plans, it will have the magic to stir
the souls of our Nation's innovative entrepreneurs.

Thank you.
Representative REUSS. Thank you, Mr. Gevirtz.
Mr. d'Arbeloff.
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STATEMENT OF DIMITRI V. d'ARBELOFF, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, MILLIPORE CORP., BEDFORD, MASS.

Mr. D'ARBELOFF. My name is Dee d'Arbeloff and I am chairman and
chief executive officer of the Millipore Corp., with headquarters in
Bedford, Mass.

Mr. Chairman, month after month the evidence of the scope and
complexity of our economic problems becomes more compelling. These
are clearly exceptional times for the American economy.

It was not that long ago when most Americans thought a prime
rate of 5 percent would constitute unimpeachable evidence of usury.

An unemployment rate of over 7 percent used to be thought com-
pletely unacceptable.

This administration, whether or not you agree with its specific pol-
icy proposals, deserves enormous credit for forcing the American
people and the Congress to confront the enormity of the economic
problems we face.

This committee deserves credit for undertaking this series of hear-
ings to investigate what American industry is now doing and can do
better to improve our productivity performance.

Mr. Chairman, as my colleagues have pointed out, productivity
growth is essential if the standard of living of the average American is
to rise during the coming decades.

Our inflation and productivity problems are interrelated. Falling
productivy means rising unit labor costs which inevitably leads to
higher prices.

It is also important, however, to understand that productivity and
inflation are separate phenomena. It is vital that we reduce the rate
of inflation, but a zero inflation rate produced through a long period
of economic stagnation, which in turn leads to zero productivity
growth, would result in a declining standard of living for the average
American.

We must reduce the rate of inflation through policies which increase
economic growth and provide a climate within which productivity
performance will excel.

Government has an important role to play in that process. We need
restraints on the growth in the size of the public sector. We need a
tax policy that does not penalize savings and investment. Most im-
portantly we need Federal policies that are not subject to wild oscilla-
tions and gyrations.

Government, however, cannot do the job alone. The performance of
business managers will play an important role in the future produc-
tivity performance of our economy.

My company, the Millipore Corporation, manufactures and markets
products and systems for the analysis and purification of fluids. Our
principal products include membrane filters and membrane-based
filtration systems, enzymes and clinical diagnostic reagents, instru-
ments and high' performance liquid chromatography systems and
supplies. Millipore products and systems meet customers' needs in the
pharmaceutical and health-care markets, the research market, the
electronics, specialty chemistry, and other industrial process markets,
as well as in industrial and environmental analysis.



Millipore has been most instrumental in the new technology of high
performance liquid chromatography, HPLC. To date, the marketing
of HPLC has been divided into four segments: Analytical, research,
quality control, and clinical application.

First, HPLC is used to analyze, identify, describe or quantitate
samples for both industrial and independent laboratories.

Second, HPLC is used extensively for independent and university
research, and many of these applications are in the emerging field of
biotechnology. Both the private and public sectors use research data
to establish quality control regimens. This is a third segment of the
market for HPLC. Quality control monitors the constituents of raw
materials, work in process, and finished goods.

The fourth market segment for HPLC is its use in both hospital and
independent medical research and clinical -laboratories.

Millipore has been a leader in the field of laboratory technology.
Because of our outstanding progress in this area, our financial situa-
tion has surpassed many of the giants in this field. Sales for the year
1980 were $265 million, up 18.6 percent from 1979. It's interesting to
note that 10 years ago our sales were $30 million.

These figures pale when compared to the growth of capital expendi-
tures which rose from almost $19 million in 1979 to nearly $26 million
in 1980, an increase of 36 percent. This tremendous growth is followed
by an increase of resources devoted to research and development. For
1979, $15 million was spent on research and development. In 1980,
R. & D. expenses totaled close to $19 million, an increase of 22 percent.

At the year end, total assets for the Millipore Corp., grew from
approximately $187 million in 1979 to $241 million in 1980, which
represents an increase of 29 percent.

These strong growth rates are attributed primarily to increases in
unit volume and new product introductions. Furthermore, Millipore
has historically financed its growth almost entirely from funds gener-
ated by operations.

The McKinsey survey referred to by my colleagues notes that the
management of excellent companies has a tendency to stress one key
business value. The point is that too many objectives turn out to be no
objectives at all. Emphasizing one key value produces a company
culture which is conducive to excellence.

At Millipore, we believe that our future success depends on our re-
search and development program. That is why we dedicate such a large
portion of our resources to R. & D.

Emphasizing R. & D. is really a subset of stressing a long-term time
horizon for the firm. That is a very difficult goal for a company to
achieve.

The reward-penalty structure within many corporations tends to be
as short-run oriented as a politician's next election. Bonuses, salaries,
and promotions are too often dependent on this year's increase of
profits over last year.

I know that our chairman, Arthur Levitt, agrees with me when I say
that the financial community tends to have a short-term perspective
which adds to the myopia of the rest of the business community. That
is why managers are reluctant to devote scarce resources to research
and development which will begin to yield returns in the relatively
distant future.
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I like to think Millipore is an entrepreneurial firm. We believe that
we are risk-takers who understand the need to build a strong product
base for the future.

I believe that one of the most important attributes of an entrepreneur
is tenacity. We, at Millipore, are tenacious in our single-minded view
that we must "buck the tide," take the longrun view, make research
and development expenditures in order to continue to grow and serve
our customers here and around the world.

Our public posture, moreover, is our private feeling. All our man-
agers know that our emphasis on taking the long-term view is real.

This is one area where Government policy can be most helpful. The
administration and the Congress need to develop a longrun, coherent,
and internally consistent set of economic policies. These policies need
to be coordinated with similar ones adopted by the monetary authority.

Governmental attempts to fine-tune the economy in the past have
simply added to the burdens of those businesses seriously engaged in
long-term business planning.

Fortunately, the Congress is beginning to develop relatively sophisti.
cated legislative planning mechanisms through the congressional
budget process which are helpful in keeping the focus on the long-term
requirements of the American economy even as shortrun brush fires
are extinguished.

Governmental policies that provide incentives for Americans to add
to their personal savings would be helpful in expanding the planning
horizons of American business. In my view, the pool of aggregate per-
sonal savings, which is now very limited, imposes severe constraints on
firms which would like to ignore quarterly profit figures to concentrate
on building a solid financial base for the future. Unfortunately, such a
firm may not have the needed access to equity capital to finance its
longrun plans. That is why I personally favor a reduction in the tax
rates on capital gains income. Such reductions may help to increase
the pool of equity capital and thus relieve business of some of the severe
pressure to maximize shortrun profits.

Mr. Chairman, our friendly competitors, the Japanese, understand
the importance in this increasingly interdependent and competitive
world of maximizing longrun profits. The American financial and
business communities need to develop new and creative financing tech-
niques that not only permit, but encourage, longrun business planning.

The McKinsey survey of excellent companies also found that those
firms which stick to doing what they know best tend to be top industry
performers.

Mr. Chairman, this is a lesson which has yet to be learned by
American industry or by the American Government.

Good companies, like the one with which I happen to be affiliated,
and I think we are one, are prime takeover targets of both domestic
and international corporations. Merger for the purpose of spreading
the risk on a multinational conglomerate portfolio may lead that firm
into lines of business where it has little or no experience and expertise.
The result may well be a subsidiary operation which is run in less than
an excellent fashion.

Mr. Chairman, there may be economies of scale in production and
distribution, but I am convinced that there may well be diseconomies
of scale in entrepreneurship. The larger the enterprise, the greater the



tendency toward bureaucratic management procedures that stifle
creative risk-taking-the hallmark of entrepreneurial firms.

At some point, in my judgment, the American Government and the
American business community must face the issue of takeover threats
to entrepreneurial, highly productive, small and midsize companies.

We, at Millipore, have been successful partly because we have not
tried to spread our corporate risk by getting into fields where we lack
experience and expertise. Our success is also partly a function of our
stubborn refusal to concentrate on maximizing shortrun profits.

Our objective at Millipore is not to make the current year's annual
report look as good as possible. Our objective is to produce an out-
standing record of service to our customers and a solid earnings record
that will endure through many years. That is our corporate philosophy,
and I believe that philosophy is one of the major reasons for our suc-
cess over the years.

Thank you very much.
Representative REUss. Thank you, Mr. d'Arbeloff.
Mr. Krasnoff.

STATEMENT OF ABRAHAM KRASNOFF, PRESIDENT, PALL CORP.,
GLEN COVE, N.Y.

Mr. KRASNOFF. Mr. Chairman, my name is Abraham Krasnoff, and
I am the president of Pall Corp.

It is an honor to be invited to testify before you, and I must say it
concentrates the mind to come here. My mind has even been further
concentrated because I've been asked to summarize my prose here, so
I will try to do that and also try not to repeat some of the comments
made earlier with which I agree. But let me give you, if I may, a brief
introduction to Pall Corp.

We're in the business we call fluid clarification, and by that we
mean we are involved with products that remove relatively small
amounts of particles which may be liquid, solid or gaseous from rela-
tively large amounts of fluids, which may be liquids or gases.

At $170 million in sales, we are the world leader in size in this
narrow niche of technology, serving a great diversity of applications.
And I would like to give you some idea of what that is so that you
can judge what it is we are dealing with.

These applications range from protecting open heart surgery pa-
tients from particles and air bubbles circulating in the bloodstream
during open heart surgery procedure, the protection of helicopter
engines from ingesting dirt, the preventing of the escaping of radio-
active particles from the wash water of nuclear power plants, elimi-
nating wear particles from aircraft hydraulic systems, and a myriad
of other applications. Narrow product line with a very broad range
of markets and applications.

Pall Corp. has had substantial growth for 10 years. A compounded
growth rate in that period of over 20 percent. In the past 5 years,
our sales have grown 21/2 times and net earnings rose 2.8 or 2.9 times.
Our rate of earnings is higher than most. Our return on equity is in
the 25-to-30-percent range.

In the past 5 years, our employment grew from about 1,700 to 3,100.



It is worth noting that foreign sales, about 40 percent of our busi-
ness, grew somewhat faster than U.S. sales simply by virtue of the
size of the foreign markets, while foreign employment grew somewhat
slower. This is partly because exports of domestic components to for-
eign subsidiaries has added to the work force here.

So much for the credentials of Pall Corp. I would like now, if
I may, to respectfully give you my viewpoint on our reasons for
successful growth and a few comments on Japan, Inc., to which our
company, as others here and as many others in the United States,
export quite successfully.

I suppose it is fairly self-evident that productivity growth on the
macroeconomic level can only take place under a system of economic
growth; that is, sales growth by many individual companies. Fiscal
and monetary policies as well as free trade policies conducive to
growth are essential if the economy as a whole is to prosper.

Sales growth in the competitive international market such as we
face requires us to focus on exploiting our advantages of technology
and to learn the lessons from the Japanese, since there are lessons to
be learned from the Japanese, of the value of service and response to
the customer.

At Pall Corp., we have a corporate philosophy which puts great
emphasis on this very basic, simple principle. We are guided by the
rule of providing to our customers what we have labeled with the
acronym EESES. Since I am here in the capital of acronyms I hope
you will forgive me for adding one.

We offer to our customers ease of use, economy of use, safety and
efficacy backed by service. And we preach to our people to do what
eases the way for the customer. Put another way, our viewpoint is that
we can grow and prosper best if we benefit the customer more than the
competitor can, whether that competitor is Japanese or German or
even American.

I believe that this simple doctrine, when followed by American
companies, succeeds any place in the world, as witness the giants
like IBM and General Electric, the greatest proponents on this thesis,
or the smaller companies such as those represented here.

Where the lesson isn't learned or it is forgotten it can be no success
even here at home, as witness the state of the U.S. automotive industry.

Our structure is designed to maximize our expertise and our pro-
ductivity by organizing separate businesses to serve each of our major
market segments.

At the end of fiscal 1981 we will have seven such business line orga-
nizations each with its own plants, each with its own full set of func-
tional management people, and a similar organization in Europe.

I think it is crucial that as we organize each new business we tool it
appropriately for its market and we take the short-term profit pressure
that comes with starting up new operations.

Although we do worry about quarter-to-quarter comparisons-and I
might add the Japanese companies do as well. Most of them are pub-
licly owned-we don't do it at the expense of long-range opportunity.

In each of these business line organizations we develop functional
and management strength which is transferable to other operations. At
the same time this structure permits concentration on a relatively
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narrow line of endeavor, and the expertise and entrepreneurship that
comes with concentration follows.

Innovation and entrepreneurship and investment are all needed to
create growth. The minimizing of regulation and the encouragement
of venture capital by capital gains reduction will get entrepreneurs to
come forward and new technology to be tried. I believe there is no need
to take special action to encourage R. & D. expenditures if entrepre-
neurs are readily provided with capital.

As has been mentioned before, in my experience a well structured
qualified stock option plan was the most powerful tool, and I have a
grayer head here than most during my career, at giving management
a long-range perspective while they were looking at quaiterly results.

Regulation which prevents new products from easily reaching the
market and accelerated depreciation, in my view both of these things
tend to favor the old, entrenched and often declining industries, many
of which long ago lost their service and value giving orientation. Pro-
tection of such industries from domestic or foreign competitors I be-
lieve diverts capital and encourages more protectionism and increases
inflation.

Since we are in the cycle of history now in which the Swiss and
Germans are no longer to be emulated-when I grew up we had to
emulate the Swiss and Germans-now we are to learn from the Japa-
nese. I have been doing business with the Japanese for some 20 years
now, and I think it is well to note that their consistent policy of keeping
interest rates modest and urging banks to have an equity participation
in their borrowers has led to highly leveraged capital structures. This
along with the encouragement of consortia, which are illegal by most
U.S. standards, has led to the spread of risk taking in the promotion of

new ventures.
I believe that these are the things, along with better statistical infor-

mation and planning, as Mr. Gevirtz suggested earlier, and the recruit-
ing of the bravest and the best to enter Government as they do in Japan
and as apparently they do in this country too, from the looks of this
assemblage, are the things that propelled Japan forward.

The much discussed monolithic society in Japan and the dedicated
worker are doubtless of some help, but I think it is quite clear that

sound fiscal and monetary policies and their strong practice of protect-
ing infant industries are really more important.

I believe, Mr. Chairman, that a moderate interest level and a less
expensive dollar along with a tax structure that gives incentives to

venture capital and to long-term management income, would go a long
way toward rousing the sleeping giant of American innovation an
productivity.

Thank you.
[The prepared statement of Mr. Krasnoff follows:]

PREPARED STATEMENT OF ABRAHAM KRASNOFF

Mr. Chairman, my name is Abraham Krasnoff. I am the President of Pall
Corporation.

It Is an honor to be invited to testify before this illustrious committee. and I
must say it concentrates the mind to prepare to come here.

Mr. Chairman, like all of you, I am concerned about the decline in our nation's
productivity. To me, the question is crucial to our future because productivity



growth may be the only way to control inflation, produce wealth and assure social
stability. I am happy to report to this committee some things that we at Pall do
to promote growth, productivity and competitiveness.

PAIL CORPORATION

Let me give you a brief introduction to Pall Corporation. We were organized in
1946 to exploit the invention by Dr. David P. Pall of porous stainless steel, a new
engineering material made by sintering (heating in a furnace with controlled
atmosphere just below the melting point) stainless steel powder of the consistency
of dust or fine sand. The intention was to sell this marvelous material to other
filter companies-all of whom proceeded not to buy, and drove this new entrepre-
neur, David Pall, into the filter (or fluid clarification) business. Rejection of his
ideas has started many an inventor on his way in a new business-especially when
venture capital was readily available.

Today, Pall Corporation is still in the same business. Now, however, we also
produce a wide variety of disposable filter media, and we have a substantially
integrated manufacturing operation. To us, fluid clarification means the removal
of relatively small amounts of particles which may be solids, liquids or gases,
from relatively large amounts of fluids which may be either liquids or gases. At
$170 million in sales, we are the world leader in size in this narrow niche of
technology, serving a great diversity of applications. These applications range
from protecting open heart surgery patients from air bubbles or contaminants in
recirculating blood, and protecting helicopter engines from ingesting dirt, to
preventing radioactive particles from escaping from nuclear power plant wash
water, and eliminating wear particles from aircraft hydraulic systems.

Pall Corporation has had substantial growth for ten years-a compounded
rate of over 20 percent. In the last five years sales increased 2 2 times. Net earn-
ings rose even more and are far above average. In the past five years, our employ-
ment grew from about 1,700 to about 3,100. Foreign sales-about 40 percent of our
business-grew somewhat faster than U.S. sales, while foreign employment grew
somewhat slower. This is partly because exports of domestic components to for-
eign subsidiaries has added to the work force here. So much for our credentials.
I'd like now to respectfully give you some of my views on successful growth and
on Japan, much to which we successfully export.

CONTINUED CONTACT WITH AND SERVICE FOR CUSTOMEBB

I suppose it is fairly self-evident that productivity growth on the macro-
economic level can only take place under a system of economic growth-that Is,
sales growth by many individual companies. Fiscal and monetary policies as well
as free trade policies conducive to growth are essential if the economy as a whole
is to prosper.

Sales growth in a competitive international market requires us to focus on ex-
ploiting our advantages of technology and to learn the lesson from the Japanese
of the value of service and response to the customer.

At Pall Corporation we have a corporate philosophy which puts great emphasis
on this very basic, simple principle. We are guided by the rule of providing to
our customers: (1) Ease of use, (2)economy of use, (3) safety and (4) efficacy,
backed by excellent (5) service.

We call this by the acronym EESES and we preach to our people to do what
eases the way for our customers. Put another way, we want to benefit the cus-
tomer more than the competitor can, or will; whether that competitor is Jap-
anese, German or American.

I believe that when this simple doctrine is followed, American companies
succeed anywhere in the world-as witness the giants like IBM and GE as well
as the smaller companies represented here today. When the lesson is forgotten
there can be no success-even at home-as concerns our automotive industry. At
full our basic approach to doing business is straightforward and uncomplicated:
(1) We stay in the line of business in which we are expert-fluid clarification.
(2) We enter only those markets in which we believe we can offer more value to
the customer than other suppliers. (3) We are guided by the principle of
EESES. (4) We have developed a market oriented business line management
structure.

Pall's structure is designed to maximize our expertise and our productivity
by organizing separate businesses to serve each of our major market segments.



By the end of fiscal 1981, there will be seven such business line organizations,
each in its own plant and complete array of functional managers in the U.S.
and a similar-although slightly different organization in Europe. As we organize
each new business we tool it appropriately for its market and take the short
term profit pressure that comes with startups. Although we do worry about
quarterly results (and so do the Japanese) we don't do it at the expense of long-
term opportunity.

In each of our business line organizations we develop functional and manage-
ment strength which is transferable to other operations. At the same time, this
structure permits concentration on a relatively narrow line of endeavor-and the
expertise and entrepreneurship that comes with such concentration follows.

Innovation, entrepreneurship and investment are all needed to create growth.
The minimizing of regulation and the encouragement of venture capital by capi-
tal gains reduction, will get entrepreneurs to come forward and new technology
to be tried. I believe there is no need to take special action to encourage R. & D.
If entrepreneurs are readily provided with capital. In my experience the well
structured qualified stock option plan of prior years provided proverbial long range
incentive to management, I commended it to you.

Regulation which prevents new products from easily reaching the market, and
accelerated depreciation tend to favor the old, entrenched and often declining
industries, many of which long ago lost their service and value giving orienta-
tion. Protection of such industries from domestic or foreign competitors diverts
capital, encourages more protectionism and increases inflation.

Since we are in the cycle of history now in which the Swiss and Germans are
no longer to be emulated, and we are to learn from the Japanese-it may be well
to note that their consistent policy of keeping interest rates modest, and urging
banks to have equity participation in their borrowers has led to highly leveraged
capital structures. This along with the encouragement of consortia tends to
promote and spread risk taking. I believe these are the things, along with better
statistical information and planning, and the recruiting of the bravest and the
best to enter government, that propel Japan forward. The much discussed mono-
lithic society and dedicated worker are doubtless of some help, but sound fiscal
and monetary policies and the practice of infant industry protection are really
more important.

I believe Mr. Chairman that a moderated interest level and a less expensive
dollar along with a tax structure that gives incentives to venture capital
and to long term management income would go a long way toward raising the
sleeping giant of American innovation and productivity.

Representative REUSS. Thank you, Mr. Krasnoff.
And now to wind up the panelists, Mr. Melvyn Klein of Altamil

Corp.

STATEMENT OF MELVYN N. KLEIN, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, ALTAMIL CORP., CORPUS CHRISTI, TEX.

Mr. KLEIN. Thank you, Mr. Chairman. I am Mel Klein, president
and chief executive officer of the Altamil Corp.

I assure you that I shall keep in mind your comments with regard
to the need for some speed and will summarize.

The points I would like to make this morning are as follows:
We at Altamil believe that we are an entrepreneurial firm. In addi-

tion, I was a senior officer of a leading Wall Street investment firm
that specialized in developing and assisting merging companies start-
ing in the 1960's. I continue to be an adviser to that firm, which pro-
vides equity capital for many new entrepreneurial enterprises.

I have also been and am today a trustee and adviser of several sub-
stantial capital pools which have been very involved in entrepreneu-
rial activity. I personally have been involved in both investing and
participating in the raising of equity for the startup of a number of
new and entrepreneurial enterprises.



I believe that my background and experience may offer some insight
and expertise on the subject of entrepreneurship and the productivity
which is related to it.

Entrepreneurs are hand-on managers. In their excellent article,
"Managing Our Way to Economic Decline," Professors Hayes and
Abernathy suggest that American managers have been guided by prin-
ciples of nanagement that despite their sophistication and widespread
usefulness encourage a preference for analytic detachment rather than
the insight that comes froms hands-on experience.

In each of the entrepreneurial companies with which I have been
associated the key to excellent productivity performance has been
simple management procedures which allow for easy communication
within the firm and a lean staff which permits quick decisionmaking
by its top management.

Our managerial style at Altamil and within each of our subsidiaries
permits the flexibility of action which allows us to adjust rapidly to
changing market conditions.

I have been associated with several large corporate enterprises.
Some of them are excellent firms. The best managed of those maintain
reasonable management controls and at the same time adjust rapidly
to changing market, financial and technological conditions by having
either decentralized decisionmaking or simple procedures for commu-
nication which encourage quick responses and result in action.

Mr. Chairman, you have listened patiently to my colleagues and
myself. And the discussion this morning related almost exclusively to
the management of individual enterprises. As a chief executive of
such an enterprise for the last 4 years, I hope I have made a contribu-
tion to that discussion and will make one with the submission of my
prepared statement.

I would like to deviate, with your permission, in the last part of my
statement to discuss some broader issues affecting entrepreneurship
and productivity in this country, and I will just take a moment. I be-
lieve that we would all be remiss if we did not at least take note of the
environment in which we all operate, an environment which is broader
than just the economic one, and certainly broader than the individual
enterprises for which we have direct responsibility.

We believe it would be appropriate for this committee to take note
in the study you are now doing on productivity to the interdisciplinary
nature of the problem; that a key issue that affects productivity in the
country relates to the value system in our society, one which has been
discouraging long-range commitments, one which has emphasized
instantaneous results, instantaneous gratification, and which has dis-
couraged a longer run look at the future, and has even discouraged
confidence in the future.

One distinguishing characteristic among entrepreneurs is that they
make longrun commitments. They believe in themselves, their prod-
ucts, and they 'believe in this country and the system in which we all
operate.

We would like to encourage you as you look at these specific statis-
tics. these specific programs that we follow in each of our companies,
to broaden your look at the productivity issue and include at least a
recognition of the sociological., psychological, political, and other as-
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pects which directly impact upon the way people think and the way
people behave.

We believe that this issue requires a recognition, an introspection by
many sectors, and we believe that a broader look motivated by hear-
ings such as this can lead to an acknowledgment of many of the issues
that need to be addressed in order to turn around some of the produc-
tivity problems with which we are all concerned.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Klein follows:]

PREPARED STATEMENT OF MELVYN N. KLEIN

Mr. Chairman, my name is Melvyn Klein. I am the president and chief execu-
tive officer of the Altamil Corp.

I am delighted to have this opportunity to participate in these innovative
hearings.

We at Altamil believe that we are an entrepreneurial firm. In addition, I was
a senior vice president of Donaldson, Lufkin & Jenrette which has been one of
the leading Wall Street investment firms in developing and assisting merging
companies starting in the 1960's; I am now a director of DLJ Capital Corp.
and senior investment adviser to Sprout Capital Group which provides equity
capital for many new entrepreneurial enterprises. I have also been and am today
a trustee and adviser to several substantial capital pools which have been very
involved in entrepreneurial activity. Finally, I have personally invested and
participated in raising the equity for the start-up of a number of new enterprises.

I believe that my background and experience may offer some insight and
expertise on the subject of entrepreneurship.

Professor Nathaniel Leff, writing in a recent issue of the Journal of Economic
Literature, suggests that "entrepreneurship is so important for economic develop-
ment that it has sometimes been conceptualized as a 'fourth factor of produc-
tion.'"' He defines entrepreneurs as those who put capital at risk to produce
new products, or to produce new processes or to create new markets for existing
products.

The difference between a professional manager and an entrepreneur is the
difference between one who attempts to maximize output from a given level of
factor inputs and one who in Irving Kristol's words: "Creates new opportunities
for profitable economic transactions." 2

Entrepreneurs are "hands on" managers. In their excellent article, Managing
Our Way to Economic Decline, Professors Hayes and Abernathy suggest that
American managers have been guided by principles of management which "de-
spite their sophistication and widespread usefulness encourage a preference for
analytic detachment rather than the insight that comes from 'hands on'
experience."

SIMPLE MANAGEMENT PROCEDURES AND LEAN STAFF

In each of the entrepreneurial companies with which I have been associated,
the key to their excellent productivity performance has been simple management
procedures which allow for easy communication within the firm and a lean staff
which permits quick decisionmaking by its top management.

We follow this principle at the Altamil Corp. Altamil is a holding company;
our operating companies manufacture a diversified line of products for the truck-
ing, packaging, and aerospace industries through our subsidiaries, Fontaine
Truck Equipment, American Box Co., and Aluminum Forge Co. We have opera-
tions throughout the country.

We have been able to meet the vigorous criterion of 15 percent compounded
growth set by the American business conference even though some of our opera-tions are in a sector of the economy which has been experiencing serious difficulty.
Part of the reason is that our managerial style at Altamil and within each of our

' "Entrepreneurship and Economic Development: The Problem Revisited." NathanielH. Leff. Journal of Economic Literature, Vol. XVII (March 1979), p. 47.2 "Business vs. the Economy?", Irving Kristol, Wall Street Journal, June 26, 1979.3 "Managing Our Way to Economic Decline," Robert H. Hayes and William J. Abernathy,Harvard Business Review, July-August, 1980.
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subsidiaries permits the flexibility of action which allows us to adjust rapidly
to changing market conditions. I have been associated with several large cor-
porate enterprises. Some of them are very excellent firms. The best managed
large corporations maintain reasonable management controls and at the same
time adjust rapidly to changing market, financial, and technological conditions
by having either decentralized decisionmaking or simple procedures for communi-
cation which encourage quick responses to requested action.

There may be economies of scale in production and distribution, but there can
be diseconomies of scale in terms of the turnaround time for management deci-
sionmaking, unless decisionmaking is decentralized or structured for action with
a sense of urgency.

ENTREPRENEURSHIP

Mr. Chairman, you have patiently listened to almost 60 minutes of discussion
from this panel related almost exclusively to the management of individual
enterprises. As a chief executive of such an enterprise for the last 4 years, I hope
I have made a contribution to that discussion. I would like to deviate, if you
would permit, in the last part of my statement to discuss entrepreneurship in
general analytical terms. I do so as someone who has participated in the de-
velopment of a number of new companies, as stated earlier.

Historically, economic growth has been driven by the reward/penalty struc-
ture associated with risk-taking and entrepreneurship. During the last genera-
tion, that structure has been undermined by Federal policies which have in-
stalled safety nets to eliminate the risk of free-fall for large corporate entities.
Those policies tend to weaken the desire and the need to create new products,
processes, and markets to insure continued corporate survival.

The erosion in the climate for entrepreneurship is difficult to measure. Nobel
Laurate, Professor Lawrence Klein of the University of Pennsylvania, has de-
veloped an intresting new concept which may provide a clue to the degree of
that erosion.

Klein's concept is called the investment-efficiency ratio. This ratio measures
how much real growth the economy has produced for each dollar invested. The
higher the real growth produced by each investment dollar, the higher the invest-
ment-efficiency ratio. The lower the real growth for each investment dollar, the
lower the investment-efficiency ratio.

The investment-efficiency ratio provides a measure of the rate of return on
dollars invested for the economy as a whole.

Over the last several years, a growing number of economists have written about
the implications of our low rate of aggregate investment for the performance of
our economy. Their point is, of course, well taken. The U.S. since 1970 has in-
vested a lower percentage of its GNP than any of our major industrial trading
partners.!

The result has been a declining capital/labor ratio which not too surprisingly
has been accompanied by a miserable productivity performance. During the
decade of the 1970's, productivity in the U.S. increased at an average annual
rate of 2.5 percent while in Germany the rate was 5.2 percent and in Japan,
4.8 percent. Indeed, productivity in the U.S. actually declined in 1979 and 1980.

Mr. Chairman, I recognize the importance of increasing aggregate investment
in our economy. But we must also recognize the importance of producing more
results for each investment dollar.

According to Professor Klein's figures, the ratio of real business fixed invest-
ment to real growth in GNP during the period 1950-59 was 30.2 percent. During
the decade of the 1960's, the ratio declined to 27.1 percent and in the 1970's the
investment-efficiency ratio dropped dramatically to 12.8 percent.

Mr. Chairman, the American Business Conference intends to construct a re-
search program which will bring into its orbit some of the most talented and
thoughtful people in the Academy, particularly those whose ideas are new and
fresh.

We intend to examine in an analytically rigorous fashion the possible reasons
for the decline in the I.E.R. It may be difficult to prove empirically, but, Mr.
Chairman, I believe that a society where entrepreneurship is not encouraged is
likely to be one where investment dollars are not employed creatively to produce
the maximum benefit for our people.

4 International Economic Indicators, June 1980, U.S. Department of Commerce, Inter-
national Trade Administration, table XV.



Representative REUSS. Thank you, Mr. Klein.
Just starting with your testimony and working backward, earlier

witnesses had stressed the principle, enunciated by Mr. Levitt as a
good attribute of productivity, of emphasis on doing what the com-
pany knows best. This, which came out in the testimony of some of
your colleagues here as kind of an aversion to conglomerate activity.

But I note that your very successful company makes truck equip-
ment, boxes, aluminum forgings, aerospace equipment, et cetera, which
certainly sounds conglomerate to me.

Would you want to break a lance for the principle of conglomerates
and start a dialog here? I need some help on this from all of you.

Mr. KLEIN. We will try and give you that.
What we have tried to do has been consistent with the principle of

doing what we do best. We have capabilities in three fields. We have
those capabilities as a result of history. When we took control of
Altamil and began rebuilding the company, it had many of the classic
problems; we also recognized the strengths the company had in three
areas, and we really set a course to concentrate upon those strengths
and be an industry leader in each of our three operating businesses.

We looked at each area. We recognized the position of the industry
and the position of each company. And we encouraged each company
to develop a plan, a multi-year plan, which allowed it to grow sensi-
bly, practicably, one step at a time, no mirrors, no fancy formulas.

Where we were able to utilize the knowledge and experience of peo-
ple that grew up in industries, knew them extremely well, and encour-
aged them to develop further products, we provided the capital and
we provided some further in-depth understanding about their indus-
tries. But we basically concentrated upon what we did well.

I believe that as long as business managers are not superficial and
are not dealing solely with financial, legal overview aspects, but take
the time to understand their operating strengths, in depth, that that
can be built upon.

So I would concur with my colleagues, that building upon existing
strengths, focusing upon those is important. But I do believe that a
single entity can do it in more than one field, as long as it follows those
straightforward kinds of approaches.

Representative REUsS. Where would you draw the limit? You've
got three disparate fields. We all would stipulate that you need at least
one. Why not six?

Mr. KLEIN. We draw the limit on that, which we understand, and
that which we have a capability of adding something to.

We have refrained from going into new businesses and new fields
that, at first blush, looked very attractive, but which we didn't bring
anything to. The first of which we didn't bring anything to was an un-
derstanding of what was really important to be successful in that field.

So, in direct response to your question, I would draw the line at that
point at which we neither bring something to the business and at the
point at which we don't really understand what we're getting into and
what is required to be a leader in that industry. We are a leader in each
of the three businesses we are in. We are an industry leader, we are a
market leader, and we are an innovator in each of those areas.



And I think in great part. that comes -from having people that have
a real understanding and experience and depth in that. And we would
draw a line on going into any area in which we couldn't bring to bear
those characteristics.

Representative REUSS. You acquired a lot of that expertness though
after you got into it. You didn't start out with universalists in truck-
ing, aerospace, and paper boxes, obviously.

Mr. KLEIN. No. Well, I, individually, and several people in top man-
agement acquired some of it after we got in. But we saw to it that the
entrepreneurs that originally built that business remained with the
business and that those people who had a history and understanding
and depth remained and provided us with the education and the ex-
perience that was necessary.

Representative REUSs. Well now, if you take one of the farther flung
conglomerates, Gulf & Western, I am sure that their executives would
say that they're only doing what they can do well. And I wonder how
self-executing a canon that really is?

Mr. KLEIN. I think that becomes, in great part, a matter of individ-
ual judgment. I don't share a universal condemnation of conglomerates.
I do share a view that it is important for those people who ultimately
control an enterprise to understand, in depth, that which they are re-
sponsible for. And I would draw the line at that point.

I think the more successful of the larger companies have demon-
strated their ability for continuing success by getting into those busi-
nesses which they either did understand or could understand. And
those larger ones that got into real difficulty I think deviated from that
principle.

Representative REUSS. We will return to this. But let me now start
with Mr. Levitt.

Are all of the four companies that have been such fascinating case
histories this morning, companies whose stock is listed on the American
Stock Exchange?

Mr. LEvIrr. No, they are not. The members of the American Business
Conference come from the American Stock Exchange, the New York
Stock Exchange, over the counter, and some private companies as well.

Representative REUSS. Mr. Gevirtz, I was particularly interested in
your testimony on the Foothill Group. Tell me a little more about how
you do business, what are your sources and uses of funds?

Mr. GEVIRTZ. Mr. Chairman, in terms of how we do business, Foot-
hill is an alternative lender to the banking system, so that when a
small company cannot borrow from a bank or can't borrow enough
or can't borrow for a long enough term, he comes to us. And we are
now lending to more than 7,000 companies across the United States.
We are collateral lenders, which means we figure out a way to provide
them with long-term working capital that is not available from con-
ventional sources. And we use their collateral so that we are able to
loan them money that, in some cases, they don't have to pay back.

For example, if we lend against their accounts receivable, as long
as their accounts receivable stay healthy, that money is in their com-
pany as working capital, and they don't have to pay it back.

In terms of where our money comes from, first of all, we are a public
company, and so we frequently raise either debt capital or equity from
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the public. We just recently completed a $9 million public offering, a
secondary, that we sold to the public at approximately two times our
book value.

We also operate thrift and loans throughout California and an
industrial bank in Denver, Colo. And in those institutions, we take
in public deposits. We are permitted to pay higher rates of interest
on those deposits than savings and loans. And so, where there has
been a tremendous disintermediation problem in the savings and loan
industry over the past couple of years, our deposits in our institutions
have actually gone up by 10 percent.

Additionally, we have a number of large institutional lenders among
the insurance companies. We sell commercial paper on the open market.
And we have several major equity investors, such as Bessemer Se-
curities, Continental, and Continental Illinois Bank.

Representative REUSS. How does Continental Illinois get to be an
equity investor?

Mr. GEVIRTZ. They became interested in our company several years
ago and came to us with a proposal that they buy a significant block of
convertible preferred stock. They bought that-fortunately, I guess,
for all of us-without voting rights, because -later they proposed that
we merge with them. And that merger was announced to the public.

But when the Federal Reserve Board put down its credit restric-
tions, we felt that such a transaction would never get through the Fed-
eral Reserve Board. So we terminated the merger discussions, and
since that time, Continental has committed additional funds to the
company, also in a nonvoting form.

Representative REUSS. You mentioned in your testimony that the
small business investment company concept-which, incidentally, was
a Republican idea from the Eisenhower administration, which I sup-
ported very vigorously-has now fallen upon evil days and is about to
be done in, or worse.

Mr. GEVIRTZ. Well, under the recent policy edicts that have been put
down by the Reagan administration, it seems that they have stopped
issuing licenses in new SBIC's, and they also are tampering with the
leverage requirements.

I believe that this committee should look into that, because that is
one area of the economy that needs that capital and produces more
jobs and more innovations than any other aspect of the economy. And
it doesn't affect the Federal budget, either on an off-balance-sheet or
on-balance-sheet situation.

So, it is important that this be looked into before the momentum of
that whole program is affected.

Representative REUSs. Your company is not now and never has been
a small business investment company?

Mr. GEVIRTZ. No. As a matter of fact, we do have an SBIC sub-
sidiary, but it is a very insignificant part of our business, because most
SBIC's have, as their objective, being equity investors. And our com-
pany is basically long-term lenders, rather than equity investors.

When we founded the company, we were in the venture capital busi-
ness originally and at that time needed an SBIC. Now it is an insignif-
icant part of our business.

Representative REUSS. Why have you kicked the equity kicker? I
would have thought that in these inflationary times that you would



have wanted to season your loans with a little common stock and other
warrants or in some method. Are you making enough on that to make
up the inflationary creep on interest income?

Mr. GEVIRTZ. Many times, Mr. Chairman, we would have liked to
have gotten some kind of equity kickers. But we have found two very
serious problems to our growth in doing that.

The first is that when you're making collateral loans and there is a
possibility of getting equity, your credit judgment is inevitably
affected.

The second reason is that very often there are conflicts, legal con-
flicts. We have a lien on the assets of the corporation and at the same
time we are a major equity lender.

Third, we are more interested in building a company that shows a
long-term, cyclical increase in earnings, rather than the up-and-down
bulges that you would get if you acquired and sold equities from
time to time.

Representative REuss. Broadening the discussion to the general
question of capital adequacy, a number of members of the panel
stressed the need for more capital at lower interest rates as a method
of getting more productivity and of enhacing growth for small- and
medium-sized business.

Is there anyone on the panel who doesn't share the feeling that
more capital would be a good thing? Starting, then, from that premise,
let me ask: Isn't our present financial system really not very well
adapted to getting capital to productivity-enhancing, innovative,
small- and medium-sized companies?

You all know the problem, by and large. It hasn't been easy to float
common stock issues. The bond market has been in disarray for some
time.

We have segmented off savings and loans, given them preferential
access to citizens' savings, yet restricted their lending to one form of
activity, a worthy one-but nevertheless one form-homes. This is
quite unlike the system in most other countries, notably Germany and
Japan, where bank examiners discourage banks that make long-term
loans for capital investment. They are likely to classify such paper,
instead of giving the bank president a medal for making that kind of a
loan.

So, who would care to make some observations about the general
structure of the American financial system today, and whether it is,
indeed, equipped to do its part in the productivity drive which brings
us all here?

Mr. IEvrrr. I am sure we would all have something to say about
that. And I think we probably will. But I recognize that there are a
number of distortions that you point out correctly, and a number of
others that create a fundamental bias toward the spending rather than
saving.

The whole notion of interest deductibility, particularly with respect
to housing, creates an enormous incentive for housing, to the possible
detriment of other sectors of the economy.

I think this is an area that has to be looked at very, very closely.
As far as small and midrange companies are concerned, however,

the notion that financing these enterprises comes from banks and pen-



sion funds is only partially true. Very often it comes more from uncles
and relatives.

And if their state of mind is such that they feel their dollars are
invested in nonproductive enterprises, such as gold and silver, and
various kinds of index funds and exotic collectibles, rather than the
risk-oriented enterprises that we have been talking about, that is very
destructive to a flow of capital to those newer enterprises.

I think what I'm really saying is that this doesn't lend itself to easy
solutions, the passage of one bill or the movement of dollars from one
sector of the economy to another. It relates largely to a state of mind,
a conviction, on the part of individuals with discretionary funds to
invest, that we have a government that not only understands the
problems of business but is prepared to address those problems and
seek new solutions.

I think that the current administration has certainly introduced a
number of innovative proposals. I mentioned before that the question
of budgetary controls I think is fundamental to the perception of
those with dollars to invest in new risk-oriented enterprises.

And I applaud the administration for initiatives that they've taken
in that direction.

With respect to tax policy, I would hope that that policy becomes
more focused in terms of creating incentives for the kinds of com-
panies that we're talking about, that it considers very carefully the
problem that I mentioned before in terms of the deductibility of
interest, on the one hand, and the taxation of savings on the other
hand.

Summarizing what I have said is that really we have had the prob-
lems that you have mentioned, we've had the distortions in this coun-
try, but I think that there has never been a time in our history when
individuals and policymakers have given more thought to the prob-
lems of our economy than at the present time.

And while I don't agree with all the solutions, I am encouraged by a
number of them.

Representative REUSs. Would any other members of the panel want
to comment on this question of where does the money come from?

Mr. D'ARBELOFF. Mr. Chairman, I represent a high technology enter-
prise, and it is clear that technology has rather long leadtimes. It is
interesting to me, if we again look at the Japanese, that in my par-
ticular field of membrane separation processes the Japanese have
announced a 10-year development plan.

I think Mr. Krasnoff referred to a method of financing by the Japa-
nese that is quite different from ours. This method stresses longrun
incentives or the long-term performance of companies such as mine,
as opposed to measures related to periods of 90 days. We expect, in the
United States, to see a better and higher earnings picture every
quarter.

The burden is probably more on us than it might be on the Con-
gress or the administration or the financial community, but I think
it is extremely important to launch an educational process the concern-
ing this issue that would permit us to maintain the position of tech-
nological leadership that we in this country have been known for.



Clearly, we have more technology than the Japanese. They have been
able to export better because their financial system permits the imple-
mentation of long-term plans.

If we could find our way toward tax legislation that would benefit
the -long-term holder of a security, then we might very well provide
some incentives that would permit us to invest in technologies and reap
the rewards of long-term development efforts.

Representative REUSS. Mr. Gevirtz.
Mr. GEVIRTZ. Mr. Chairman, I would like to deal with a couple of

specifics with regard to your question.
No. 1, while it is true that the last cut in the capital gains tax

brought an enormous amount of new venture capital into the market-
place and it helped the high technology firms, those cuts did not create
enough venture capital to impact very significantly throughout the
whole society.

We have 10 or 12 million small businesses out there, and most of
them need some kind of equity. The venture capital increases, that may
have helped 200 or 300 in the number of public issues in the last couple
of years, has more than doubled. But, even so, less than 300 companies
have been able to come to market to get public money.

So, I think there has to be a further cut in the capital gains taxes
in order to encourage people to invest their money in less exciting high
technology companies-that is, in some of the more mundane kinds of
companies that are also hiring a lot of people and producing a lot of
goods and services for this country, and those kinds of companies,
which should not be overlooked.

Representative REUSS. Could I perhaps interrupt you there. And
then, by all means, make your additional points. Does every member of
the panel think that cutting capital gains taxes, whether done by
fooling around with the top bracket or by a direct cut in capital gains,
would be a good thing for the productivity goal that we have been talk-
ing about? 'There is no dissent on the panel from that?

Mr. LEVITT. Probably the most important thing of all in terms of
what could be one for our kinds of companies, as opposed to the larger
companies.

Representative REUSS. But what you're talking about is incentives
for investors to buy common stock, aren't you?

Mr. LEVITr. That is part of it.
Representative REUSs. Well, what else? What I'm getting at, and I

am obviously telegraphing this, is: Wouldn't it be counterproductive
to just open the floodgates on capital gains and encourage the Bunker
Hunts to buy more silver; and to allow the operators in collectables
to go even crazier on them? All of these are diversions from plant and
equipment? That is what you're talking about, isn't it?

Mr. LEVrrT. Yes.
Representative REUSS. Well, then, why not a little surgical approach

to that? Why not a capital gains tax reduction of whatever stupendous
proportions you want, and you won't get much argument from me for
commnon stock.

I should add, it would be nice to say common stock in productivity-
conscious companies, but I don't really know of a way to cut that in.
But why not common stock, period?



Mr. LEvirr. I know there are a number of proposals to exclude art-
work and collectibles and so forth from this provision. I think that
we're talking about-

Representative REUSs. I'm not just talking about antique furniture.
I am talking about land, and much, much real estate other than busi-
ness fixed investment.

Mr. LEvrrr. I think that the capital gains reduction would stimulate
not only the purchase of common stock, but also the beginning of new
enterprises on the parts of individuals, private companies in many
cases, who might not otherwise take that risk.

I have a personal aversion to the kinds of exclusions which direct
dollars in a given way. Somehow or another the marketplace has a
way of compensating for that, but I would have to think more about
that kind of exclusion. But I think unquestionably the capital gains
reduction is the most compelling priority insofar as small and mid-
range business in America is concerned today.

Depreciation allowances are well and good. I think most of us
would support programs of that kind. But they are far, far less mean-
ingful to us than the capital gains reduction.

Representative REUSS. Will any member of the panel defend as a
method of increasing productivity in this country the liberalizing of
capital gains for speculators in land, real estate, collectibles, commodi-
ties? Is anybody for that? [No response.] I am delighted that nobody
is, because it really would make no sense at all to write a tax bill that
would swipe the just-liberated dollars before they ever got to the
useful things that Messrs. Krasnoff, Klein, Gevirtz, and d'Arbeloff
have been doing.

Mr. LEvIrr. Well, I don't want to suggest that we are against com-
modity or real estate investment as such, because I think those areas of
investment have their place in the marketplace, a very specific place.

Representative REUSs. Well, you are suggesting it, then. Do you
really want to help Bunker Hunt to have another try at silver?

Mr. LEvirr. Not particularly, but I believe that commodities trad-
ing has an appropriate place.

Representative REUSs. Nobody is suggesting that we abolish com-
modity trading, or put in any particular headlocks on it. But the ques-
tion is, should we now liberalize the capital gains tax with respect to
the province of commodity trading? Is anybody suggesting that that
be done, outside of Mr. Levitt?

Mr. LEvIrr. I'm not suggesting necessarily that that be done.
Representative REUSS. You see, we need to know. I would like to

get a lollapalooza of a tax law out in the next few months that would
help you fellows. But we have got to look at the revenues, too.

Mr. LEvIrr. If that was the tradeoff, I would joyfully accept it.
Mr. KRAsNoFF. As a more narrowly oriented manufacturer of tech-

nological products and an observer of small technological upstarts,
rather than one who has to deal with these catholic views of the world,
such as Mr. Levitt does, I can assure you, sir, that a narrowly oriented
capital gains reduction bill aimed at common stocks would get wide
support in the industrial technological field.

Representative REUSs. Good. I'm glad to hear that. Let me now turn
to Mr. Gevirtz, who has been very patient.



Mr. GEVIRTZ. Before I get to my other point, I would just suggest
that you expand a little bit your concept. I would recommend that we
improve the environment not only for the investment in common
stocks, but that we create tax benefits for making subordinated loans,
and various kinds of other debt instruments, to small and medium
size companies, because many of them need long-term debt almost as
much as they need common equity.

Representative REUSs. I am sympathetic to your point. And if, on
reflection, any of you gentlemen are able to refine that, and give us
some guidance as to what ought to be included and what ought not
to be, it would be helpful. And I am ready to concede that common
stocks alone don't necessarily exhaust the list of pieces of paper that
one would like more leniently treated, so that you can get more busi-
ness fixed investment in plant and equipment. That is all we're talking
about, isn't it?

Mr. LEViTr. Yes.
Representative REUSS. That is the aim of the exercise, I would have

thought.
Mr. Gevirtz, I interrupted your listing of methods in which financ-

ing might become more effective.
Mr. GEVIRTZ. My point is very brief, but in California, Governor

Jerry Brown is instituting a set of initiatives that we hope will result
in enabling pension funds to be able to invest in small and medium size
companies. There are a number of techniques, including insuring pen-
sion funds against loss or against a percentage of loss, that are being
developed.

And I think that it is very important that we at least consider and
analyze whether some portion of pension fund resources could be
directed toward the small and medium size part of our economy.

Mr. KRASNOFF. Mr. Chairman, might I make a comment on your
observation that the goal, if I understood you, sir, was more fixed
investment for business in plant and equipment as the primary goal?

Now, I believe that with a good deal of the technological develop-
ments taking place in this country, I'm concerned about that because
that would lead in the direction of high depreciation rates as a fun-
damental cure. There is a good deal of need for venture capital for
people who have to make major investment in research and develop-
ment and little investment in plant and equipment.

Representative REUSs. I noticed your making that point. And since
you brought it up now, let's tarry a moment on it. You said in your
testimony that you're not enamored of accelerated depreciation, but
you think it will benefit the old, large, and stodgy, and not neces-
sarily the young, vigorous, and innovative.

Mr. KRASNOFF. That is correct, although it happens, sir, that in
this period in the history of my company, we will be a major bene-
ficiary of accelerated depreciation. We are making major capital in-
vestments.

Representative REUSS. You will have to do a little persuading of me
on your antidepreciation position, because I would have thought a
small company needs this, too. Maybe it needs it as much or more
than a big company.

Mr. KRASNOFF. Small companies of a technological nature have, in
my experience, relatively little fixed capital investment and relatively



large expenditures in talent and in research and development. It takes
them many years to generate a need for large capital expenditures.

Representative REUSs. Now, you make porous stainless steel?
Mr. KRASNOFF. We make a whole variety of kinds of fluid clarifica-

tion devices.
Representative REUSS. Well, doesn't that process require rather

heavy investment in smokestacks?
Mr. KRASNOFF. It does indeed, but for the first 10 years of our growth

at our inception, we needed the capital for research and development.
I think that is pretty much true of Mr. d'Arbeloffs company. It is
pretty much true of any technological company I have ever witnessed.
Many years later-we are a 30-year-old company. We have lots of
smokestacks now. And we would benefit greatly from accelerated
depreciation. We love it when we depreciate things 100 percent a year
in Britain. We haven't paid taxes there for years.

But that is not what will benefit the growth of this society, which
needs technological development and innovation.

Representative REUSS. Well, I see your point that the rescue may
not come too late, but at a time when it is less welcome than it would
have been for your organization.

But what about the new generation of Krasnoffs? They are going
to need that capital equipment.

Mr. KRASNOFF. They need capital. The DNA companies, the genetic
engineering companies, the VSLIC companies, don't need a lot of
capital for equipment, but they need an enormous amount for talent
and research and development. If your interest is in developing those
technologies, you will see that their balance sheets are very low in
capital equipment.

Representative REUSs. I favor, as perhaps you don't, some sort of a
tax break tailored at research and development. I also think, however,
that there is something to be said for depreciation. Let's hear from
Mr..Klein on that.

Mr. KLEIN. 1, of course, am very much in favor of accelerating
depreciation, representing some of the businesses that you referred to
as smokestacks. And I think the fundamental industrial businesses,
which may not have a high technological content, but which none-
theless provide most of the major products and hardware upon which
both our commercial and private lives are based. I think we clearly
need accelerated depreciation. We need the cash flow to come back
from these capital expenditures that we're putting into modernizing
our equipment. First of all, to begin to be competitive with some of
those companies in countries which have a clear advantage over us in
terms of their depreciation policies. And I would encourage favor-
able thinking on that issue as a priority right after capital gains.

I think it is clear that we would speak from the perspective of our
experience. If you are in a high technology, research, and develop-
ment oriented company, then your priorities are as Mr. Krasnoff
described.

If you are in those businesses which are primarily traditional in-
dustrial and which we are competitive with companies that are based
in countries around the world where we have clearly been at a dis-
advantage, and when you recognize the fast changing nature of our
problems with the high interest rate environment and double-digit in-
flation that we face, where the real key to our ability to compete is



cash flow, then I think that accelerated depreciation is important and
is needed.

Representative REUSs. Mr. Levitt.
Mr. LEvrrr. Mr. Chairman, I would suggest that it really isn't an

either/or question. But psychologically, the smaller growing com-
panies tend to think that research and development dollars are of
much more compelling importance to them than adjustments to our
present depreciation practices.

At the recently completed White House Conference on Small Busi-
ness, a task force that concerned itself with this issue felt that it was
important but insofar as small business was concerned it was less
important than some of the other points we've been talking about. A
survey of companies listed on the American Stock Exchange found
pretty much to the same effect, that where help was needed was in
terms of reduced capital gains taxes, in terms of research and develop-
ment dollars, because these companies were heavily involved in high
technology areas; and that, to be sure, depreciation allowance adjust-
ments would be useful, but simply not quite as useful to them as i
these other areas.

Representative REUSs. On another subject, a recent study by the
House Banking Committee showed that a very high percentage of
loans made by large New York banks were made at below the prime
rate which they themselves had set up.

Have any of you had any experiences with the prime rate? Do you
get it? Do you get a discount off of it? Do you have to pay more than
the prime rate? What happens?

Mr. KRASNOFF. We are fairly heavily borrowing short-term funds
right at this moment, to the tune of $20 or $25 million, in the New York
market. And I suppose there are companies with much better acumen
than ours. We have good relationships with four or five banks. And
none of them are lending us money below the prime rate. The borrow-
ing rate is the prime rate. There are more or less minor variations in
compensating balances. Sometimes an eager bank will forego a com-
pensating balance. That's the experience of one company, but nobody
is lending us money below the prime rate.

Representative REUSS. Well, do you think you're getting as low a
rate as other customers?

Mr. KRASNOFF. I think so. I think it is just barely possible that some
of these institutions may be lending smaller companies rather than
larger ones some funds below the prime rate, but I don't know that for
a fact. I have heard that said.

Mr. GEvIRTz. Mr. Chairman, we have done some borrowing currently
at below the prime rate.

Representative REUSS. In your companies, particularly the indus-
trial companies, at the table, do you have a formal productivity setup?
That is, do you have something like a vice president in charge of pro-
ductivity? Or is productivity the business of all of your corporate

*staff? Mr. Klein.
Mr. KLEIN. Mr. Chairman, we operate on a decentralized basis, and

in each of our operations we have an officer who has a productivity re-
sponsibility. We have been very conscious of productivity from the
inception, and have highlighted it as an issue with which to be con-
cerned. We have done some experimenting, primarily on the issue of



quality of workmanship and interest by people in their particular
work.

We have, of course, had the traditional quality control after-the-fact
type productivity, but we have combined it with attempts to look into
the issue much earlier in the process.

So the direct answer to your question is, while it is the clear business
of everyone in top management, it has also been given specifically as an
assignment to two key executives in our operations.

Representative REUSS. Mr. Krasnoff.
Mr. KRASNOFF. We intend to organize, as I said earlier, everything

along very narrow lines, including product lines, and in each case there
is a key executive who is responsible for the productivity in that line.

We have also not been excessively proud-we have even attempted a
Japanese quality circle type of thing in our operations. I don't know
that they are any more effective than any other means that we've
found, but we have tried them. We have tried a wide variety of ap-
proaches to this, but with very narrow orientation. I believe that's
the way to accomplish it.

Representative REUSs. Mr. Gevirtz, I don't think this question really
is applicable to your financial company, but if you would care to com-
ment, please do.

Mr. d'Arbeloff.
Mr. D'ARBELOFF. First, I guess I have to say that I am still searching

for the proper definition of the word "productivity." At Millipore we
have been able over the years to reduce the labor content of our product
down to an average of about 12 percent, so output per labor hour is
really not a significant leverage point. We have all of our managers
involved.

We have established what we call a task force on innovation. Funda-
mentally, we are trying to be highly innovative as a way of being more
productive. One simple example concerns the very high cost of travel.
We maintain rather large sales forces throughout the world. I believe
we are the first company that has given every one of our sales people-
that represents about 500 people-a video playback unit, and we ex-
tensively use videotapes as a means of training and communicating to
offset meetings and travel, which tend to be much more expensive. We
are trying to reduce the overhead factors as much as possible in order
to increase our productivity, as opposed to merely looking for improve-
ments on the shop floor.

Representative REuss. Several of the panelists mentioned the high
interest rates as being a very strong negative on productivity generally.
Does anybody want to comment further on that?

Mr. GEVIRTZ. Let me give you a specific, Mr. Chairman, because it
has to do with a company's acquiring productive equipment. If you
had to make a decision right now, if you ran a printing company in
Dallas, Tex., about acquiring a printing press, and you wanted to
lease it for 5 years, you probably wouldn't make a decision to go
ahead. because you would be locked into an interest rate of probably
19 or 20 or 21 percent, because that interest rate would be fixed for
the term. Therefore, when interest rates are high, it discourages the
entrepreneur from making those productive equipment commitments,
because he is waiting for the prime to go down so that his fixed rate
commitment will be less.

Mr. KLEIN. Mr. Chairman.



Representative REUSS. Mr. Klein.
Mr. KLEIN. The other direct aspect of high interest rates on the

purchase of equipment is that these high rates discourage purchases
because in many areas your markets disappear or are shrunk signifi-
cantly because your customers just don't want to buy when their cost
of capital is as high as it has been recently. So you not only have the
high interest rate to yourself of the direct cost of purchasing and
carrying that piece of equipment, but you have the discouraging
market aspect of the issue, which is that you're probably going to have
a much longer time period before you recapture your cost because
your customers generally tend to postpone buying decisions in this
environment.

Representative REUSS. Mr. Levitt.
Mr. LEvIrr. I might also comment on the impact of high interest

rates on the securities markets. I think at these levels they may very
well be untenable, that a lot of margin accounts are going to be liqui-
dated, I would expect, in time because of the punitive rate of interest
being paid today, and that will have some impact on our markets as
well.

Mr. D'ARBELOFF. Mr. Chairman, I would offer one further thought.
Clearly the strength of the dollar is tied to interest rates. Our company,
as well as Mr. Krasnoff's, has a large percentage of sales overseas, and
I think we also have to be sensitive to our competitive position outside
the United States if the interest rates are maintained at the current
level.

Representative REUSS. You are suggesting that the present glori-
ously strong dollar may have some illegitimate reasons for its strength;
namely, that we are mismanaging our economy. Hence, we have ex-
tremely high interest rates and that causes the dollar to be higher than
it would otherwise be, and that is a very poor competitive position for
American exports. Is that your main thought?

Mr. D'ARBELOFF. Yes. I'm saying that every time interest rates rise,
there's a secondary effect that makes us less competitive, particularly
when we're competing with local Japanese firms in Japan or German
firms in Germany, for example.

Representative REUss. Let's see. At least two, Mr. d'Arbeloff and
Mr. Krasnoff, are engaged in exports. How about you, Mr. Klein?

Mr. KLEIN. Yes, Sir.
Representative REUSS. And many of you are borrower companies?

Mr. Gevirtz.
Mr. GEVIRTZ. Yes.
Representative REUSS. Let me ask you, in your exporter's hat for the

moment, what are the principal clogs on your exporting more? You
have already mentioned high interest rates with their effect of spiral-

the international exchange value of the dollar higher than it would
if we had had a better adjusted economy at home and that this is

going to hurt you vis-a-vis the Germans, Japanese, and other go-getter
exporters. Is that a fair statement?

Would you say that is the biggest cross you have to bear right now?
Mr. KRASNOFF. I would say for the Pall Corporation it is. The com-

bination of the strong dollar and the weak deutsche mark over the past
12 to 14 months has been absolutely catastrophic. That has been very
bad.
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These things combine, too, to do another thing that we didn't talk
about that probably should be touched on, Mr. Chairman, and that is
the compelling attraction of Puerto Rico and Ireland, because of their
tax incentives, becomes more compelling in these periods of high in-
terest as an attempt to offset other high costs. I find that is affecting
many, many companies that I'm in touch with, mine included.

I'm not sure that lower interest would stop us from doing it, but I
think we have been propelled forward by that.

Representative REUSs. That doesn't just apply to Puerto Rico and
Ireland, though. It applies to Southeast Asia and Korea and the
Mexican zone and various other places.

Mr. KRASNOFF. Yes, for other reasons. Puerto Rico, though, is a
much more straightforward tax saving for an American company,
and Ireland is for a European company.

Representative REUSS. I note that of the industrial companies here,
two of them come from or are at least headquartered in the Cold
Belt-one in Massachusetts, the other in New York-and a third indus-
trial company is located-and again, I don't know how much of it-
in one of the more problem-ridden Sun Belt cities, New Orleans.

Does anybody on the panel have any observation to make about the
general question of regionalism and plant location and the economic
conflict between Sun Belt and Cold Belt? That isn't the major pur-
pose of this hearing, I might add, but noting where you come from, it
occurred to me that maybe somebody would have something to say
on that.

Mr. D'ARBELOFF. I might just say very cautiously, since Mr. Gal-
braith is sitting behind you, that in the State of Massachusetts we have
a few problems that we have to resolve to provide incentives for in-
dustry before we can put ourselves at the top of the list in terms of
industrial locations, but we are working on those.

Representative REUSS. Yes. Although you are doing better than
many of your co-brothers and sisters in Massachusetts.

Mr. KRASNOFF. For what it's worth, Mr. Chairman, we are a New
York company organized some 30 years ago. We have seen the pull
of the Sun Belt; a third of our operation is in Florida. We have four
plants in Florida. About a third remains in New York, at several
plants in New York, and the other third is in Europe. But we have
seen the pull of the Sun Belt over the years; it's almost irresistible.

Representative REUss. Does any member of the panel have any con-
cluding thoughts that he has not had an opportunity to place on the
table? [No response.] If not, I want to thank each member of the
panel for a remarkably constructive contribution to our committee
deliberations. I know that many of the thoughts, Mr. Levitt, that you
and your associates have expressed here will find their way into some
of the recommendations and reports that we will be making in the
months ahead, and we are most grateful to you.

I think that among other things you have demonstrated that all is
not lost, that there are American companies that have admirable ini-
tiative and innovative capacity, and many of them are members of
your American Business Conference, and we are grateful for your
bringing your slide show here this morning.

The committee will now recess.
[Whereupon, at 11:45 a.m., the committee recessed, to reconvene at

11 a.m., Monday, June 1, 1981.]
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OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSS. Good morning.
The Joint Economic Committee will be holding its third hearing in

a series on productivity.
Our witness this morning is Gaylord Freeman, chairman emeritus,

board of directors of the First. National Bank of Chicago. He has been
a leader in the American banking community for many years, and is
now technically retired. I am glad to see that he maintains his interest
and leadership in public affairs.

We have asked Mr. Freeman to present his ideas for improving pro-
ductivity in capital investment throughout the economy, and in that
connection, an intriguing idea he has recently offered, whereby the
American banking community might be able more vigorously to assist
in the provision of credit for inflation-fighting productivity, and en-
hancing investment-building purposes.

We would now like you to proceed as you wish, to give us your views.

STATEMENT OF GAYLORD FREEMAN, RETIRED CHAIRMAN OF
THE BOARD OF DIRECTORS, FIRST NATIONAL BANK OF CHICAGO,
CHICAGO, ILL.

Mr. FREEMAN. I am retired chairman of the board of the First
National Bank of Chicago. I appear here only as an individual. I
appreciate your invitation to be here, particularly on a day when you
are discussing both productivity and inflation, two of the most serious
problems-most serious domestic problems facing our society today.

First, as to what is to be today's major topic, productivity, one of
the greatest strengths of our society is our political stability. I know



you have just returned from Paris. My last business visit was 5 years
ago, when I called on the governor of the central bank, and on the
finance minister, and in each case I asked why they were pursuing an
expansionary monetary policy at a time when their inflation rate was
already 10 percent.

And in each case, the official answer was along the following lines:
The people of Western Europe-they did not like to limit it to

France-the people of Western Europe no longer believe that they
could live better, generation after generation, under the existing social
and economic order, because the people feel that we must move toward
socialism; and we in the government oppose that. We are quite agree-
able to having a relatively substantial degree of inflation because it
will make the people feel that they are doing better, and there will be
less urgency in their desire for socialism.

And each said that in your country-in the United States-the ma-
jority of the people feel that they can continue to live better in each
generation, under the existing social and economic order; and so you
don't have that problem.

Well, the fact is that that political stability that results from that is
one of our greatest blessings in his country.

The reason that our people believe that is because we have been-we
have had a continuously rising level of living in our country. It is of
the upmost importance that we continue that opportunity for rising
standards of living.

The only way that we-a person, a family, a Nation-can live
better is to produce more, produce more goods and services. So, we
come to the question: How can we produce more?

To simplify a very complex series of interrelationships, we can say
that to produce more, we must work harder, or work longer, or work
more cooperatively, or work smarter, have better labor practices, better
management, or use more productive tools.

Our people are not prepared to work harder or longer. They can
only work a little smarter in each successive generation. There is the
possibility of better labor practices, improved management, greater
cooperation; but these develop slowly.

Thus, in reality, there is only one way that our people can live bet-
ter, only one way we can increase our productivity. And that is
through the use of more efficient tools.

And then the question becomes: How can we increase the savingsand investment which are necessary if we are to have more efficient
tools and to stimulate the investment for the design, purchase, and
utilization of more productive tools?

It is necessary first to maintain an economic climate in which profit-
able sales appear reasonably likely; and second, to encourage savings
and investment.

You of the Congress face the difficult issues as to how to maintain
a profitable economic climate, and how to encourage the desired in-
crease in savings and investment. The Congress is urged to cut taxes
to stimulate the economy, with the intention of achieving the first
goal, to wit, the maintenance of a favorable economic climate.

But the climate is already overstimulated, after 50 years of exces-
sive deficits and consequent rising prices. Any further aggravation



of deficits-whether caused by increased spending or reduced reve-
nue would accelerate inflation and be counterproductive.

The economy does not need more stimulation. The economy needs
more stability.

Tax cuts are also urged as a cure for inflation. Is that wise? Cutting
taxes at the lower levels conceivably might be justified on the grounds
of justice, or possibly justified on the basis of political necessity. But
it is hard to feel certain that it would have any direct impact on
savings, investment, or productivity.

The reduction in deductions from payrolls will let our people enjoy
more consumption which, in a period of stable prices, is highly
desirable; but those additional expenditures for consumption will not
aid productivity or reduce inflation. On the contrary, a tax reduction
that encourages consumption would itself be inflationary.

It is the thesis of the Kemp-Roth proposal that a large share of
such a tax reduction would go into investments, and the President has
said that "the average worker's 'wage will rise in real purchasing
power by 8 percent, and those are after-tax dollars."

But is it reasonable to anticipate that lower income families would
in fact save and invest that 8 percent, or any significant part of it?

A man earning $15,000 would get maybe, in the beginning, $20 more
in his semi-monthly payroll checks. Is he going to save that, put that
aside? Or is he more likely to spend it for some long-postponed con-
sumption purchase such as a car, refrigerator, or bigger television?

It is not only inflation that has discouraged savings and investment.
A great many of the Government programs-social security, unem-
ployment insurance, food stamps, medicare-useful as they may be,
have all tended to relieve the general public from feeling the neces-
sity of savings. Such savings as they have are largely made for them,
through company pension plans and the Government plans, which
will not in any way be affected by the proposed tax change.

It is not likely that any significant savings and investment would
probably be provided by the upper income families?

You must bear in -mind that the people have been discouraged from
savings by having such a high rate of taxation-up to 70 percent-
imposed on investment income. This is certainly a counterproductive
measure, if you are seeking to encourage investment in order to absorb
the losses of revenue due to the Kemp-Roth program.

The elimination of this 70-percent penalty on savings income has
been stretched out for 3 years, and the Democrats have recommended
its adoption right away, which is something of a switch.

If you would not want to give upper income families an apparently
larger benefit, would it not be more just, more effective, and far less
inflationary to design an investment tax credit for individuals, rather
than just spread the tax rellief goodies to all voters, irrespective of
their savings and investment?

What are the other advantages?
The political necessity-whether it would justify the cut-is some-

thing you, the Congress, would have to decide. Much as we would like
to have our personal taxes cut, you might decide to postpone that
pleasure until we are closer to a balanced budget.

It is argued that selective tax reductions-a faster writeoff of new
investment, a larger investment tax credit, a reduction in the maximum



personal income tax rate to 50 percent, and perhaps a reduction in thecapital gains rate to 20 percent-would encourage saving and invest-ment. I think it would.
I would like very much to see such measures adopted, as I am

sure many of your-many Members would. But adoption of such
tax reductions, which offhand would appear to favor those of higher
incomes, at a time of curtailment of social programs, might appear
to be inequitable. And thus, it is fairly certain that these tax reduc-
tions will work; that is, that they will, in fact, encourage savings andinvestment, which will both increase jobs and lead to the production of
more goods and services, and a better life at all levels.

Thus, these major tax changes should not be made as a tradeoff for
budget cuts, or on any partisan basis; but rather, after a determina-
tion of whether or not these suggested changes will, in fact, achieve
the desired aims of a stable economy with greater savings and invest-
ment, and a resultant increase in jobs and productivity.

That should be the determining question: Will the tax cut work?
Will it stimulate savings and, as a consequence, investment in jobs?

My friends in the administration feel they have already demon-
strated it will work. I have not been able to follow the argument in
the Congress that closely, but it seems to me that there still is need for
further demonstration. For help on the fundamental issue, the Con-
gress may want more convincing evidence of the effect of such measures
in the past-in this country or elsewhere.

If such changes do not lead to greater stability, improved pro-
ductivity, or help reduce inflation, then as a nation we cannot afford
them. But if they would achieve those goals, then we cannot afford
to fail to adopt them.

I assume that your committee, or others on the Hill, are studying the
most critical issues and obtaining the best advice available. Thus, I
would conclude, on productivity. That is, that while better diuca-
tion, better health, better labor practices, better management, greater
cooperation can all contribute to greater productivity in the long run,in the short run the only way to increase productivity is to use more
efficient tools.

To encourage the necessary savings and investment, we need a less
inflationary, more stable economy, and tax incentives which we have
reason to believe will be effective, not just popular.

I would urge some form of tax credit for individuals to save and
invest, which might be the most just and effective way to achieve this.

I would think that if you ask your very competent staff to work
out a system that would increase the share of aftertax income to those
who do save and invest, they could work out something that would
be a very real incentive.

Now, to the next subject of inflation. You were good enough to invite
me to be here today, because you had read a reference to a modest
proposal which I had made in a recent speech at the University of
Northern Michigan.

The suggestion I had made, and the reasoning behind it, are set forth
here.

If, as is the opinion of most economists, the basic cause of inflation
is too rapid an increase in the money supply in relation to production,



we must ask: What is the money supply? Who creates the money
supply? How can the growth of the money supply be moderated to
the level of the rate of increase in production? What should the Fed-
eral Reserve be doing? And what can the banks do? And is any legis-
lation needed?

As to the first point-what is the money supply ?-in its narrowest
definition, it is currency in circulation and demand deposits; what
most people think of as their money supply; cash in their pockets and
their checking account.

But as currency represents only one-third of the total, and varies
more on a seasonal basis rather than any long-term cycle, it is clearly
the increase in the other element, demand deposits, that is the basis
of the increase in the money supply.

Who creates the money supply? The bankers do, by -making loans.
As I am sure you realize, when a bank makes a loan, it seldom hands
out cash; it merely makes two entries on its books. On the asset side,
it enters the amount of the borrower's note; on the liability side, it
enters a credit to the borrower's checking account.

So, without any dollar bills being printed, or any coins minted,
money has been created. The only limitation on the bank's ability to
create that money is the requirement, if it is a member of the FDIC,
to deposit in the Federal Reserve, reserves equal to that percentage
of its deposits which the Federal Reserve from time to time specifies.
At this time, that would be, for a larger bank, 15 percent of the demand
deposit so created by that loan.

Thus, the bank can make loans of more than six times the amount
of its available reserves. Of course, if the bank makes loans to someone
who creates a new bank, the total amount of loans-and hence the
money supply-can be further expanded manyfold.

Well, if inflation is due to too rapid an increase in the money supply,
and the increase in the money supply is caused by an excessive growth
in demand deposits, and demand deposits are created by bank loans,
and the banks make the loans; then, do the banks cause inflation?

They certainly do not think so. They consider their role really as
neutral, with the Federal Reserve determining the volume of money.
They consider that it is up to the Federal Reserve, by fixing the per-
centage of reserves to deposits, and by other actions, to determine how
much the banks can loan. And as long as they loan within those limits,
they are all right.

In fact, the banks do create the money supply. There are, however,
other inflationary influences that perhaps we should mention in
passing.

The frequency with which money changes hands-referred to as
"velocity"-aggravates the inflationary impact, even though it does
not itself increase the supply.

The net inflow of foreign funds, as a result of foreign trade sur-
pluses, or as a result of foreign investment here, may add to domestic
balances, as do Federal Reserve purchases of securities as a part of
their open market operations.

Federal deficits do not themselves automatically add to the money
supply, but indirectly they do, because the Federal Reserve is always
encouraged, or pressured, or feels the responsibility to either provide
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adequate additional reserves to permit the banks to make the necessary
purchases of the Government bonds, or to finance the deficit directly
by the Federal Reserve buying the bonds and crediting the Govern-
ment's account with the Federal Reserve, which results in transfers
into commercial bank deposits and becomes a part of the money
supply.

Either way, deposits and the money supply are, in fact, increased by
the Federal deficits. Such deficit financing for the Government's pay-
ment of wages, welfare, and defense, et cetera, is especially inflationary
because it does not result in any increase in productivity or production,
as distinguished from business borrowing for the purchase of
improved production equipment.

The burden of the debt-which, of course, becomes heavier as the
debt increases and interest rates rise-is less of a repayment problem-
great as that may be-than it is a severe inflationary influence, as a
result of the Federal Reserve monetizing that debt.

Thus, it may not be quite accurate to say that only the banks create
the money supply; but they do create the great majority of it.

However, the Federal Reserve either makes it possible for the banks,
through the discount rate reserve requirements, or open market policy.
to create additional money, which amounts to perhaps 70 percent of
the money supply; or the Federal Reserve does it itself, through
monetizing the debt, buying the Government securities.

So we come to the question: How can the growth in the money sup-
ply be moderated to the rate of increase in production?

The Federal Reserve has the knowledge, the power, and the respon-
sibility. But it alone does not-or at least has not-exercised the power
with sufficient determination to restrain inflation.

Why not? For three basic reasons:
First, the Federal Reserve's responsibility is not just to prevent in-

flation. The Employment Act of 1946, as amended by the Humphrey-
Hawkins Act of 1978, specifies that the President shall set forth, in
each economic report, how his program promotes the purposes of the
Full Employment and Balanced Growth Act of 1978.

And the Federal Reserve has, as a result, three obligations to Con-
gress: First, the Board shall report to Congress twice a year its anal-
ysis of the economy, and its plans to increase or decrease the money
supply; and the relationship of its plans to the President's goals, as
stated to the Congress.

Second, the Board shall consult with the appropriate committees of
the House and Senate about its policies.

The act does not require the Board of Governors to comply with the
programs of the President or the Congress, but third, it does require
that the Board explain any reason why it subsequently concludes that
its earlier announced policy cannot or should not be carried out.

This calling of the Federal Reserve to account does impose some
restraint.

Second, although the Federal Reserve, and the Central Bank in vir-
tually every developed country, is said to be independent, that inde-
pendence is far from absolute. It is a matter of uncertain degree. Al-
though it is theoretically free of control by the executive, it may be
subjected to considerable Presidential pressure and often is.



Furthermore, its existence and responsibilities and powers were
created by the Congress; and the Congress can, at its discretion, change
the powers and duties of the Federal Reserve or terminate its existence.
Thus, the Federal Reserve is far from independent. It stands in awe
of the Congress all the time.

Various governors of the Federal Reserve Board have spoken quite
strongly of the need for monetary restraint, but the political realities
are such that the actual restraint has been quite moderate. Why? Be-
cause the elected officials and the executive and legislative branches
want the voters to be happy.

And in the short. run, the voters prefer plentiful and cheap credit,
rising wages and benefits, rather than tight money and high interest
rates and temporarily high employment, even with the uncertain pros-
pect of lower inflationary rates.

Third, the Federal Reserve, when imposing any restraint stands
alone to face the criticism of each special interest group that wants
more extensive and cheaper credit. In the aggregate, those special
groups constitute virtually the entire electorate. The Federal Reserve
stands alone.

So, we might ask ourselves three questions:
Is there any way the Federal Reserve's power and its determination

can be strengthened?
Yes. It could be done, at least in theory, through congressional estab-

lishment of a limitation on the amount of liability which the Federal
Reserve could incur. Or the Federal Reserve might voluntarily-and
that would be more desirable-it could voluntarily control the mone-
tary base, which, in turn, is the total of its own liabilities, which it can
monitor day to day.

Under these circumstances, the Federal Reserve can stimulate the
economy by increasing its liabilities by making loans to banks or bor-
rowing Government securities or tighten credit by selling bonds or
reducing loans.

A setting of a limitation on its liabilities would restrict its power
to stimulate. This might require the giving up of "pegged" Fed funds
rates and abandoning its 13-year-old arbitrary policy of fixing reserve
requirements on the basis of the amount of deposits 2 weeks earlier.
Such a change, whether legislatively required or voluntary, should
establish targets for money and credit growth, consistent with a de-
clining rate of inflation.

Constant comparison of actual results with such target rates should
serve as an effective tool to curtain inflation and inflationary
expectations.

Milton Friedman and a growing number of other economists urge
such a course. If such a program were adopted and pursued -with cour-
age, there would be little need to enlist the cooperation of the banks.
They would find their own reserves so restricted that they would be
unable to expand their loans significantly. But if such a course is not
pursued-and political pressure will probably prevent it-then the
Federal Reserve may need some help from the banks in carrying out a
moderately restrictive policy.

Can the banks help? If these practical limitations on the power of
the Federal Reserve constitute a significant handicap to its efforts to



moderate -the growth of the money supply, do the banks feel respon-
sibility to the general public to voluntarily moderate the growth of
their loans and, hence, the money supply? Probably not today.

If one bank cuts back on its loans, its competitor down the street will
take its customers away from it. On the other hand, if the several
banks, concerned that increased lending is inflationary, jointly agree to
moderate their lending, that would constitute a violation of the anti-
trust laws. Thus, there does not seem to be any effective measure that
we can expect the banks to take.
. When David Kennedy was Secretary of the Treasury about 12 or
15 years ago, he called the heads of the top 10 or 20 banks to his office
in the Treasury for the purpose of encouraging us to reduce the growth
of our loans. But between the time he invited us and the time we got
there, he realized that he could not ask us to agree to do that, because
that would be a violation of the antitrust laws. And he had to have two
men from the Antitrust Division of the Department of Justice sit at
the table with him and the bankers.

And all he could say was, "I wish you would curtail your loans; but
I cannot tell you to, and you cannot agree to," which made it somewhat
ludicrous and certainly less effective than it would have been if he
could have said, "Will you agree to moderate your loans?" And every-
body would have looked at everybody else, and they would have said
"OK. We will-at least for a period-and see how it works."

The suggestion which I have made, to which you alluded, is that
the banks be permitted to work in concert to moderate growth in
loans and money supply. This would require the enactment of an
amendment to the antitrust laws that would provide that whenever
and so long as the Board of Governors of the VFederal Reserve System
shall declare that it is in the public interest to restrain the rate of
growth in bank credit, it shall -not constitute a violation of any anti-
trust laws for groups of bankers to agree together to mutually re-
strain the rate of growth in their loans, either in total or in such
types of loans as they may consider especially inflationary.

And if it was felt that the specified particular types of loans-like
the last time David Kennedy wanted us not to make loans for acquisi-
tion purposes, if it is felt that it would be wrong to specify types of
loans, then the agreement would merely be to reduce growth in the
loans, the total loans.

To consider wide support of such legislation might be worthwhile to
make it symmetrical, to allow it to expand, during a period when the
Federal Reserve has declared that to be in the public interest. Such
legislation would not regulate banking.

On the contrary, it would free banking from an existing limitation
of the antitrust law, but only to the extent and only as long as the
Board of Governors declared that such exemption from the regulation
was in the public interest.

Enactment of such legislation would enable the Federal Reserve to
solicit, but not require, the support of hundreds, perhaps thousands of
banks throughout the country. Although it might appear that the
powerful Federal Reserve would be seeking the assistance of the less
powerful banks, that is not entirely the case.



The three weaknesses of the Federal Reserve which I mentioned: Its
implied duty to support the President's economic goals, its lack of
real independence and its lonely position do not extend to the banks.

You, the members of this important congressional committee, may
ask whether the Nation's commercial bankers would support the recom-
mended change in antitrust laws. I cannot answer that, because I have
not asked any of them. But I would guess that natural resistance to
change, plus the hesitation to assume additional responsibilities-if
and when encouraged to do so by the Fed, would probably restrain
them from any aggressive support of such legislation.

But we should ask: If the legislation were adopted, would the
bankers assume the responsibility when so requested by the Federal
Reserve? Probably only a small group would, but they would be a
group of the largest banks, 50 or 100 or the largest banks-if they
agreed they could assert a very anti-inflationary influence.

Bankers, like other businessmen, are interested in their current prof-
its. They have to show their stockholders quarterly increases in their
earnings if they can. But they tend to take a longer view of their opera-
tions and assume a somewihat greater responsibility to maintain a
stable economy.

After the Federal Reserve's declaration of the need to moderate
loans, if the Chairman of the Federal Reserve or the Secretary of the
Treasury were to call in the heads of 20 or 50 of the largest banks and
ask them to agree to moderate the increase in their loans or, less desir-
ably, specific types of loans, I believe they would agree and that they
would carry out their agreements, even at the sacrifice of some
earnings.

Today that would be illegal. I am merely suggesting that legislation
be adopted that, when the Federal Reserve declared it to be in the
public interest, it would be legal.

Thank you very much.
Representative REUSs. Thank you, Mr. Freeman.
The Joint Economic Committee is always looking for original and

constructive ideas, and you have placed several such before us.
Before getting to the main subject of my interest in your testimony,

let me say that the first part of your statement, having to do with how
do we, via the tax system, stimulate investment and not stimulate infla-
tionary things, to me makes abundant sense.

I have just returned from a week in France, where one of the very
successful things done by the previous Government of France, which
happened to be a conservative Government, was the so-called Monroy
plan, after their Minister of Economics, who caused to be put into
effect an arrangement under the French income tax, whereby every
French person could take about $1,000 of income a year and, by putting
it into the French equivalent of common stocks, get a substantia4l tax
credit. That is the essence of it. And it worked extremely well.

The French stock market, the bourse, had been a nonentity for hun-
dreds of years. And diffusion and amount of ownership of common
stocks went up enormously under this program. It does increase the
saving, and it also increased investment. And it did so at a minimum
cost to the French revenues and treasuries.



I think you were suggesting something in that general area, specifi-
cally calibrated and tailored to what is needed, namely more savings
and particularly more investment in business, plant and equipment.
And common stock is a pretty good way of doing that.

Mr. FREEMAN. Yes, Sir.
Representative REUSs. So, I think you are very much in tune with

what we ought to be doing in the fiscal field.
But now, let me turn turn to the monetary field, where you make

what I think is your most significant contribution to our thinking. And
there I am referring to the last part of your testimony, where you
say-and I will read it, because it really suns up your proposal, where
it is underlined. You urge:

Enactment of an amendment to the antitrust laws that would provide thatwhenever and so long as the Board of Governors of the Federal Reserve Systemshall declare that it is in the public interest to restrain the rate of growth in bankcredit, it should not constitute a violation of any antitrust laws for groups ofbankers to agree together to mutually restrain the rate of growth in their loans,either in total or in such types of loans as they may consider especiallyinflationary.
That is the nub of your proposal?
Mr. FREEMAN. Yes.
Representative REUss. You have provided some interesting historical

background, which, when you testified a moment ago, that back 10 or
12 years ago your fellow Chicago banker, Secretary Kennedy, when he
was Secretary of the Treasury and worried about inflation and where
bank credit was going, called in a dozen or so, or 20 of the leading
banks and asked them to restrain their lending for inflationary pur-
poses, thus enabling them to increase-or at least not decrease their
lending for anti-inflationary business, fixed investment purposes. And
how, sadly, it came to nothing, because of fear on the part and their
lawyers-and I am not for 1 minute going to suggest that that fear was
hysterical-that they might be violating the antitrust laws if they
went along with that suggestion.

Now, let me pursue your central point and try to block out what
is the heart of it and what may be things in it that are not so important.

In your statement you say: "To consider wide support of such leg-
islation. might be worthwhile to make it symmetrical, to allow it to
expand, during a period when the Federal Reserve has declared that
to be in the public interest."

I think it is very fairminded of you, and I congratulate you for
wanting to be symmetrical. But I wonder if that is really needed, if
we are in a time, say, getting out of a depression or a recession, when
the Federal Reserve and everybody else would say that credit should
be expanded? I would not know that you would really need an agree-
ment to do that if the Fed would loosen the money supply or do what-
ever needs to be done to make credit available.

I would feel that the banks, all by themselves and without any
particular agreement, would make credit more available and bank
loans more available, that therefore that symmetry would occur
through the operation of natural and sensible laws, rather thanthrough any needed amendment to the antitrust laws; would you
agree?



Mr. FREEMAN. I would agree; yes, sir.
Representative REuss. Next, you say that probably you would not

need to make this program of yours work to invoke all of the 14,000-
odd banks in the United States; that, in fact, the leading 50 or 100
banks are the ones who, in a meaningful way, could contribute to an
anti-inflationary credit program. Would that be a fair statement?

Mr. FREEMAN. Yes, sir.
Representative REUSS. So, if we are considering amending the anti-

trust laws-and I, for one, am ready to consider that right now-it
would be enough to make its ambit the largest banks, whether that
is $50, $100, or those over $1 billion in assets. That is a matter of
perhaps some discussion, but if you included the big New York,
Chicago, San Francisco, Los Angeles, and Houston banks; or maybe
the Minneapolis and Milwaukee banks, and a few other places, that
would be about it, wouldn't it?

Mr. FREEMAN. Yes, Sir. And there exists an association of the Asso-
ciation of Reserve City Bankers, made up of the larger banks in those
cities in which the Federal Reserve has an office, either main office or
a branch. And that organization is 300 or 400 members. They are
organized, and they are used to thinking about the problems of the
society, as well as their own problems. And that would be an easy
vehicle through which the Secretary or the Chairman could reach
and seek help.

Representative REUS8. You see, what I am trying to do is to block
out the orders of a possible statute amending the antitrust laws, so it
would not bother you if that statute focused on the larger banks, maybe
the 300 or 400 you are talking about, maybe even a smaller number?

Mr. FREEMAN. I don't know the relative merits of the statute limit-
ing it that way. There might be many banks that would feel that they
were excluded from doing something good if they were not included,
and there might be-you would know more about it than I-there
might be some legislative weakness in limiting the exemption from a
statute to only a few. It may be thought to be discriminatory. The net
effect would be what you are talking about.

Representative REUSS. Perhaps the way to handle it would be a hear-
ing. Inevitably the American Bankers Association, and particularly
the community bankers and the independent bankers are going to be
testifying, and it should be left to them. If banks other than biggest
banks thmk they can be patriotic on an individual basis and do not
need to be part of an agreement, I would have no desire to include
them.

If, on the other hand, they felt that they were being left out, they
certainly wouldn't need to. But it seems to me it is not essential to what
you have in mind that we go beyond the largest banks.

Mr. FREEMAN. Right.
Representative REUSs. A third point I raise is this: You refer, really,

to two variations on the theme. One is overall restraint in the total
growth of bank loans; the good, the bad, the inflationary and the non-
inflationary. And then the second point you make is with respect to
specific kinds of loans, those that are especially inflationary.

We know in a general way that dichotomy. We know loans for busi-
ness fixed investment, plant and equipment, research and development,



are excellent noninflationary loans. We know also that loans for com-
modity speculation, for corporate takeovers, while they certainly
should not be excluded or made illegal, and there are gradations within
that category, that by and large in terms of inflation, those are the
kinds of loans that cause America to take its eye off the ball and think
more in terms of financial manipulation than in terms of getting out
there in the plant with productivity enhancing, inflation fighting in-
vestment. Is that not true?

Mr. FREEMAN. That is absolutely true.
Representative REUSS. I now come to my point. Isn't that qualita-

tive distinction between inflationary and noninflationary or anti-infla-
tionary loans really the important one? When you get to the general
increased level of bank lending overall, isn't that something which
the Federal Reserve, the money managers, after all, can handle by
general, across-the-board, meatax 'monetary policy? And wouldn't em-
phasis on that in our new permissive statute that we are talking about,
that which would grant an antitrust exemption, wouldn't emphasis on
the general growth in overall across-the-board bank lending be a little
discriminatory toward the 50 or 100 or 300 or 400 banks that in prac-
tice you and I would envisage being invited to enter into some such
sort of an agreement? Because if they agreed to limit the rate of in-
crease of their overall bank loans, the good and the bad alike, the
inflationary and the anti-inflationary alike, somebody else would get
the business; and that does not seem to me quite fair.

Mr. FREEMAN. That is the way the banks feel.
Representative REUSs. I don't blame them. I think that while one

probably would want an exemption from the antitrust laws for both
types, as you suggest, the one which I think would really be helpful
and not unreasonable to ask of banks and most praiseworthy for them
to originate, would be in what you call specific kinds of loans.

I guess my question is: Would you agree that in practice, these anti-
trust exempt agreements might well concentrate on types of loans
rather than on overall lending? Because the latter could rather well
be controlled by overall Federal Reserve monetary policy.

Mr. FREEMAN. Yes. There are two sides, two different views on that.
I think in general, people in the current administration and the bank-
ers themselves would probably say we never like to have any discrim-
ination about the types of loans by the Fed or the Congress. The mar-
ket should determine where it goes. But I would accept your line of
thought, Mr. Chairman, during these periods which we would hope
would be relatively rare and responsive to particularly unhappy cir-
cumstances where the Fed would grant this exception. I think in those
rare instances where there was a very real need, it would not be inap-
propriate to specify particular types of loans which were felt to be
particularly inflationary.

After all, what we are proposing is that this be an exemption froim
the restraint. But we are not requiring any bank to agree or par-
ticipate, so we are not taking away rights. We would be saying the
government encourages you to find ways to restrain these particular
types of loans. I do not think that is a violation of any rights.

I think it would be, though, kind of contrary to the ethic that I have
grown up with. I think it would be justified in this kind of a situation.
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Representative Riuss. Your expression and use of words is exactly
what I have in my own mind on this. What we are talking about is not
any attempt, rigorously, to define what is an inflationary or noninfla-
tionary loan, and certainly not to make it illegal or in any other way
reprehensible for a bank to make a particular loan that you or I might
abstractly criticize or praise, as the case might be; but to enable the
bankers themselves, the leading national minded bankers of the coun-
try, to make a contribution to inflation in the age ahead of us where I
think everybody agrees credit is going to be short. There is not going
to be the ability of the banks and the financial mechanism of the coun-
try generally to respond to all the demands for new energy sources for
rebuilding our industry, for revitalizing our cities.

There is not going to be credit in the extreme abundance that was
true during most of your active financial life, and so it is worth noting
that private commerical bankers in almost every other industrialized
democracy have recognized the sort of obligation to pitch in with the
government and participate in the fight against inflation.

I think we have to ask the same thing of labor in terms of wages,
and the same thing of business in terms of cartelization and prices,
foreign trade policy and so on, if we are going to achieve the break-
through that we have to achieve to fulfill the goals that you referred
to in the first part of your statement.

Would you agree that maybe there is a new era, and the fact that
banks in the past-and the American Bankers Association, let's face
it, have not supported what is in some instances called credit alloca-
tion, governmental credit control. It does not necessarily mean that, if
protected against prosecution for doing what is their patriotic duty,
they might have a different view in the days ahead.

Mr. FREEMAN. Yes. Credit ailocation is a bad word, and I would
not want to be eliminated from the family of bankers by ever swear-
ing that wickedly. But the fact is in the years ahead, individuals, busi-
nesses, unions, banks are going to face frequently the choice of volun-
tarily acting in what is recognized as the best interest of the country,
or refraining from such cooperative effort until they are required to.
And it would seem to me that in the great majority of such instances,
it would be far wiser to participate with the government in examining
what is in the interest of the nation and going much further to co-
operate in that line, rather than just sit back and condemn the gov-
ernment until the government is forced to limit their freedom.

I have seen this in the last few years in several important instances,
not related to the banking business, where a spokesman for one part
of an industry will just say: God damn the government, God damn the
government, God damn the government; and dig in their heels and re-
sist and complain, and others have said: Well, let's look at what the
government has to consider. What are the greater public interests?
And let's see if we can't adjust our thinking and the government's
thinking to a common point which will be good for the public and
good for us, too. And the latter course is far more preferable.

Now, from a private institution's point of view. I would say the
survival of the private enterprise system, the private property system,
requires an alertness on the part of business not to give up major rights,
unless it is very important for the national interest. But I would also



say that unless they are willing to take a broader view of their role,
they may not have a private property system to protect.

We have seen the rest of the world change quite a little in our life-
times, and I think that all segments of our society are going to be faced
with the necessity, the voluntary necessity of longer views and greater
cooperation with the government and with other institutions in our
society.

Representative REUsS. I have noted that the point of view which you
this morning expressed is more and more appearing in the spoken and
written words of thoughtful representatives of the business commun-
ity. For example, I have just today looked at the just published report
of the conference-an organization supported in large part by some
of our leading corporations, entitled "Inflation; the Crucial Challenge
in the 1980s." And on page 36 of that report where it talks about mone-
tary policy it says the following, which I will just read to you:

Monetary policy, one can hope, will avoid rates of increase in money and credit
that would themselves be direct causal incitements to inflation. It is not clear
that the Federal Reserve's present powers are capable of doing this efficiently.
Other devices that reach borrowers and lenders more immediately deserve con-
sideration.

In this general functioning with the complex system of causes, the Federal
Reserve's-it's principal effort-by which I think the author means the Federal
Reserve's and the banks'-should be to assure continuing availability of credit
for investment and constraint on the uses of credit for other purposes.

Now, that is really what we are talking about, isn't it?
Mr. FREEMAN. Yes, it is.
Representative REUSS. It does not go into how you achieve this?
Mr. FREEMAN. No.
Representative REUss. But I think you have presented to the Con-

gress a most ingenious proposal; ingenious in that it avoids the ques-
tion of some bureaucrat determining whether a given loan is for in-
vestment or for some less anti-inflationary purpose.

All that the banks would be doing-and they would be doing it vol-
untarily with the seal of approval of the Federal Reserve, and I should
think the attorney general, I think the banks' lawyers would probably
insist on that and I would not blame them-all that the banks really
are asking to do is to enter into a voluntary agreement to stress to the
maximum possible extent anti-inflationary loans for investment and
to-not stress other loans. From there on out it is largely the individual
conscience of the bank which is going to govern how they do it, and I
suppose a banker could sign such an agreement with his fingers crossed
and a determination not to abide by it, a secret determination not to
abide with it.

But I don't think so. I think if he is going to do that, he does not
have to sign up at all. Nobody is going to punish him if he does not.
But if he signs up, I should think that there would be a still, small
voice in the structure of the banks and its vice presidents and assistant
vice presidents and loan officers that would say:

Look, it is to the Nation's interest to make anti-inflationary loans. And unfortu-
nately, since in this particular period under history, we have got a bad inflation
problem on our hands. it is not in the Nation's interest to make loans that may
simply make a bad matter worse.

Would you accept that statement of what your proposition is?



Mr. FREEMAN. Yes, I would. And going back to the Conference
Board's paper, it strikes me that inflation is not an economic problem.
It is not even a political problem. It is really a moral problem. We have
all wanted to enjoy more than we produced. And just as in transfer
they were trying to make the people feel artificially well off, they en-
couraged a degree of inflation. So have we lived beyond our means.
And the day has come when we realize we should live within our
means, and perhaps even save a little bit.

And the frightening question in my mind is: Are we intellectually,
morally strong enough to voluntarily subject ourselves to disciplines
that are necessary to preserve our money and to preserve our demo-
cratic system? Or will we keep on enjoying one more drink, until there
is an absolute collapse? And I do not feel certain that I know which
way we will go although I have hopes.

Representative REUSS. I conclude, then, by understanding your testi-
mony to this effect: Since it will not really do to say to people, well,
if you want more, just work harder-that's too simplistic a solution-
and since only by the formation of real capital, tools, equipment, and
factories, and I would also include research, can standards of living
be enhanced. And since you think, and I certainly agree, that nobody
needs now to tell the American people that all growth is over and that
we simply are in a downward slide from here on out, the only way you
are going to achieve this is by saying that greater attention is paid by
business, labor, the Government, and to this you add the banking sys-
tem, in making possible more business fixed investment.

Mr. FREEMAN. Yes.
Representative REUSS. You have made a real contribution to our

thinking. Who knows, something might come of this, and you might
even be invited back to Congress to testify, I would hope, on behalf of
the American Bankers Association.

Mr. FREEMAN. Oh, no.
Representative REUSS. Thank you very much.
Mr. FREEMAN. Thank you, sir.
Representative REUss. You have added a great deal to our hearings.
We now stand in recess until 2 p.m. this afternoon, where, in this

same room, we shall hear from C. Jackson Grayson of the American
Productivity Center and by corporate leaders of Westinghouse Elec-
tric, Honeywell, and Beatrice Foods companies to give us some prac-
tical examples on their part of how productivity may be increased.

We now stand in recess until this afternoon.
[Whereupon, at 12:07 p.m., the hearing was recessed, to reconvene

at 2 p.m. the same day.]
AFTERNOON SESSION

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSs. Good afternoon.
The Joint Economic Committee will be in order for a continuation

of its series of hearings on productivity and what can be done to en-
hance it.

We are privileged this afternoon to have an all-star team before us,
headed by our old friend, C. Jackson Grayson, who for some years, has
been head of the American Productivity Center in Houston.



Mr. Grayson and his constituent organizations have been out in
front, particularly on delineating ways in which the private sector,
which, of course, is the sector where productivity must come from,
can do something about its own destinies.

He has brought with him a group of leaders from various sectors of
American industry. Thomas Murrin of Westinghouse Electric, James
Renier of Honeywell, and Ted Olson of Beatrice Foods Co.

We are delighted to have you here.
I had wanted to call upon Mr. Grayson first, but our very esteemed

colleagues, Congresswoman Heckler, is particularly anxious to hear the
testimony of Mr. Renier and must leave for Boston later on this after-
noon.

So, I am going to call on Representative Heckler for a word of wel-
come and encouragement.

And then, Mr. Renier, if you will prepare yourself, we will hear you
first.

And then we will, as we always do in Congress, pursue the regular
order.

OPENING STATEMENT OF REPRESENTATIVE HECKLER

Representative HECKLER. Thank you, Mr. Chairman, I want to
thank you personally for the consideration you have given, and I want
to also express my esteem for all of the members of the panel, parti-
cularly Mr. Grayson. Many of you have business interests in my home
State of Massachusetts. And I look forward to reading the record.

I have read your prepared statements in advance, but I look forward
to the record of responses to the questions which will be raised during
this hearing.

I would like to say, for the record, that this committee is very
familiar with the issue of productivity. We have held hearings for
several years.

The causes of the productivity decline are all too familiar. Inflation
has played a role. The tax code tilted against saving and investment
has played a role. Stop-go economic policies have contributed to un-
certainty and to industry decisionmaking, which emphasizes this
quarter's profitability rather than long-term growth.

Increasingly, the future is held hostage to the present: Modifications
of existing products and processes are substituted for the development
of new products and processes. R. & D. projects are jettisoned because
rates of return are too uncertain and because inflation and taxes erode
their value. And acquisitions of existing enterprises are substituted
for new plant and equipment investment.

Government's role in the productivity decline is pervasive. Monetary
policy has been inflationary. Excessive Government spending and
confiscatory taxes have transferred resources fron the private to the
public sector. And regulatory excesses have increased producer costs,
driven up product prices, and reduced employment and output
growth.

None of this is new. What is new is that Government is beginning
to wake up. The administration knows what must be done. And those
of us in the Congress who support the President's program know
what must be done.



What is required, above all, is an environment of economic policy
stability, an environment in which long-term planning can proceed
unimpeded by ill-advised attempts at "fine tuning." An environment
in which rates of return to work effort, saving, and investment are
increased rather than reduced. An environment in which risk taking
is rewarded rather than punished. An environment in which private
rather than public sector growth is relied upon to increase real in-
come, employment, and output.

Government must, in short, recognize what it cannot do. It cannot
fine tune the economy.

It cannot, by legislative fiat or by any other means bring about
an increase in risk taking, in work effort, in saving or investment.

But it can reduce marginal tax rates. It can reduce spending growth.
It can minimize the costs of regulatory initiatives. This is what the
President's program for economic recovery is all about. We in Gov-
eminent can make no stronger contribution to productivity growth
than, in my judgment, to pass the President's program. And pass it
we will.

Government's role is clear. But productivity growth begins on the
plant floor. We look forward to hearing your views on the effects of
management practices on American productivity.

I wish to again express my sense of deep respect and gratitude to the
witnesses who have traveled many miles, who have competing inter-
ests, competing claims of importance on their time, to give this com-
mittee and our congressional record the benefit of your valid and very
valuable management experience.

I look forward to hearing from all of you.
Representative REUSs. Thank you, Congresswoman Heckler.
Congressman Richmond, do you have any opening statement?
Representative RICHMOND. No, thank you.
Representative REUSs. We will get right down to business.

Mr. Renier, if you would be kind enough to give your testimony.
Let me say, Mr. Renier, as all of the other witnesses, you have a com-

prehensive prepared statement; and under the rule and without ob-
jection, it will be received in full into the record.

And now proceed in any way you care to, sir.

STATEMENT OF JAMES J. RENIER, PRESIDENT, CONTROL SYSTEMS,
HONEYWELL, INC., MINNEAPOLIS, MINN.

Mr. RENIER. I am James J. Renier, president of Control Systems,
Honeywell, Inc.

Honeywell is an advanced technology company with 1980 sales of
$4.9 billion, placing us 71st in the ranking of U.S. corporations. But
with 97,000 people worldwide, we rank 22d in employment. Thus we
are a people-intensive company and for this reason I believe we rep-
resent a valid data point in a discussion of the human aspects of
productivity.

Honeywell began almost 100 years ago making controls for home
furnaces and since then have developed control technologies to the
point where we now provide government, consumers, and business with



advanced systems for environmental control, energy conservation, in-
formation management, and aerospace and defense.

A current example of the kind of work in which we are involved
is our contribution to the Space Shuttle program. Bringing together
several of our technologies, we developed the flight control system and
the main engine controller for Columbia and we supplied the com-
puters for the central data system to capture and store operational data
checkout and launch.

Based on Honeywell's familiarity with the program. I would say
the Space Shuttle represents the kind of accomplishment that show
America at its best, and I suggest that the Space Shuttle has lessons for
all of us as we address the broader question of American productivity.

I would make two points: First, much of the Shuttle's success can be
attributed to the spirit of cooperative participation that attended the
work of all those associated with the program-in Government, labor,
and business. And second, a work climate was created-at least this
is true of Honeywell-that encouraged everyone from project man-
agement to the shop floor to relate their personal objectives with the
objectives of the program.

As we relate these points to the larger issue of our national produc-
tivity, it appears essential that Government, labor, and business all
realize they have a part to play in solving the productivity problem.

The Government can make its unique contribution by addressing
issues of taxation, investment incentives, regulatory reform, stream-
lined procurement policies, support of research and development, and
restraint in Federal spending. All of these can have a positive impact
on the economy and on national productivity.

Business and labor can begin immediately, on their own initiative,
to improve productivity by making better use of our most valuable
asset, our people. That will be the focus of my remarks today.

At Honeywell, we are trying to create throughout the organization
the kind of climate that enabled us to participate successfully in he
Shuttle program. Our program is based on the recognition of four
basic principles:

First, people want to do a good job.
Second, each employee knows his or her own job better than anyone

else.
Third, employees want to be recognized as intelligent, interested

people and they want to participate in decisions that affect their work.
Fourth, people need information so they can better understand the

goals and problems of the organization and make informed decisions.
These four principles have always been true of all people. But there

are some new truths, too, as indicated in a major study called "Honey-
well/People in the Eighties," which I commissioned last year. Copies
of that report are being made available to you. In addition, we have
conducted a number of surveys of worker attitudes over the last
few years. The most recent was undertaken with our union in Min-
neapolis and involved more than 6,000 factory employees.

The results of our work in this area leads us to conclude that today's
worker has a new value system-one that values persons over institu-
tions, participation over authority, individualism over conformity,
quality over quantity, diversity over uniformity, and experiences over



things. On the job, workers want assurance that they are making a
real difference, that their best talents are being effectively used and that
they can leave work at the end of the day with the feeling they accom-
plished something worthwhile. And they want to know they are work-
ing for a successful company.

These factors add up to what we at Honeywell call self-esteem. We
view it as a major objective of every employee. And we believe that
organizational objectives-such as increased productivity-are only
attainable if they are consistent with individual objectives-such as
self-esteem.

As part of our continuing work in this area, we are conducting
research to assess the relationship of attitudes to productivity. Pre-
liminary findings suggest a positive correlation between high per-
formance, that is, productivity, and the sense of personal accomplish-
ment. Conversely, workers in departments with low production rates
had negative perceptions of their work climate-that is where they felt
they were treated like "kids," where they saw management as having
a "blaming" attitude and where managers were not seen to be helpful
in problem solving.

We conclude that change is needed. Since that change involves a
whole new look at time-honored management/employee roles, it be-
comes a total systems' challenge. Several programs are underway at
Honeywell to shift our style to participative management.

An advanced technology company, like Honeywell, depends on a
high level of engineering productivity. We have found that our engi-
neering managers have superb technical skills, but their education has
frequently not equipped them with human relations skills that maxi-
mize the efforts of technical employees. This summer, we will open a
school to train technical managers in communications, counseling,
coaching, group behavior, self-esteem, team building, and motivation.
During the next 5 years we plan an aggressive program to provide this
training to our technical managers.

Honeywell Quality Circles, in which workers meet regularly to dis-
cuss ways to increase productivity, have been in operation for a num-
ber of years. We now have 300 quality circles with another 50 to 100
teams expected to be in place this year. Eventually, we will have as
many as 1,000 worldwide, because we know that quality circles work.
For example: Ten teams at one facility improved assembly produc-
tivity by 46 percent over 2 years and reported improvements in com-
munication, cooperation, and attitude.

At another plant, 28 teams reduced assembly hours in one year equal
to a saving of $625,724-a cost-to-saving ratio of 1:8.

In 9 months, 11 teams at a third facility implemented solutions to
109 production problems. They documented $86,430 in savings, a 36
percent reduction in assembly costs, and a significant improvement in
attitude and working climate.

These improvements came about not because management solved
the problems-but because the climate allowed employees themselves
to solve the problems.

A third program is designed for all employees within my area of
responsibility. It's a communications program we call the "Winning
Edge." Now in its third year, the program conveys to Honeywell peo-
ple worldwide, several fundamental facts of corporate life. It says:



Each employee is doing an important job. Every person can help
make his or her department successful by doing the job smarter. Each
of us can make a real difference. If we work together we can accomplish
more. Managers need all the help that each employee can offer. Good
ideas come from anyone. And if we work smarter and if we are suc-
cessful, our jobs are more fun for each of us.

Probably the most important thing the "Winning Edge" is doing
is getting top divisional management down into the factory to meet
the people who wire the circuits, run the machines, and sweep the
floor. If the program didn't accomplish one thing more, it would still
be worth many times the cost of the program. It is based on the fact
that a winning attitude is the key-not a college degree or educational
brilliance.

A major thrust of our "Winning Edge" program this year is safety
and health. We take the tack that safety and health improvements
are not to be viewed as something that has to be forced on the company,
but are opportunities for increasing productivity. Eliminating haz-
ards, providing health counseling and staging wellness programs let
employees know that the company has as much concern for them as
they are asked to have for the company. It is another example of cor-
responding objectives. I think that is the entire key to this thing.

Further, good safety and health is profitable. In one of our plants,
for example, simply by adding a nurse to counsel employees, we are
significantly reducing workers' compensation costs.

It has been pointed out that as you study the success of Japanese
industry, you note that in Japan, business organizations reflect the cul-
tural values of society. In the United States, industry has not yet
accomplished this.

The Japanese place great value on saving face, for example, and
their system guarantees this as a right of employment. In America,
on the other hand, one of the guarantees we cherish most is the right
of every person to speak his mind. But until now, this right has stopped
at the factory gate. By giving every employee the right to speak up,
we could open a rich resource of ideas. inspiration., and accumulated
wisdom. The rigid structure of Japanese culture may eventually be-
come their limitation. But in American industry our cultural heritage
of freedom of expression could become one of our greatest strengths.

Through our training programs, "Quality Circles" and the "Win-
ning Edge" program, we stress that self-expression and self-esteem are
the right of every employee and an absolute necessity for a highly pro-
ductive employee. An element of self-esteem that we stress is the impor-
tance of complementary objectives.

The true professional-whether an engineer, a toolmaker, a business
manager, or an elected official-is one who understands that part of his
or her objective is helping others accomplish their objectives. The
people and the companies that accomplish this are always the most
successful. It should come as no surprise to us that our "Winning Edge"
events that have always generated the greatest enthusiasm are the com-
munity programs which Honeywell people stage for the support of
education, social agencies, or the handicapped. This is no different in
France, Britain. or anywhere else.

There is satisfaction in helping accomplish a common goal, and we
need to utilize that motivating power in industry.



Our industrial system has grown up with adversarial relationships-
labor/management, we/they, us against them. Those relationships are
outmoded today. They have got to go. We can no longer afford them.

We have all seen the way this country can pull together during
periods of war, or to accomplish objectives like the Space Shuttle. We
have accomplished miracles and have come from behind because we
were able to work together. We have always been at our strongest
when we made the best use of the strength of everyone. And that is
what we must do to win the productivity race today.

I will be happy to answer any questions you may have.
Representative REUSs. Thank you, Mr. Renier.
Congresswoman Heckler.
Representative HECKLER. Thank you, Mr. Renier. Honeywell is an

important presence in Massachusetts. I will be happy to tell your

employees of your increased and definite interest in their perspective,
their point of view; so I carry back a very important message for them.

I thought, as you were reading your statement, that the thrust of

your remarks might have been the subject of an article in "Psychology
Today" 10 years ago, but never the content of serious testimony pre-
sented before this committee. This is a commentary on how far we have

come in understanding that the psychology of the worker is as impor-
tant as the technology or the equipment that we provide. I think testi-

mony is valuable.
While it is important for the Congress to be concerned with tax in-

centives, tax policy, regulations, government spending, and all of the

other issues that are on our usual agenda, really the motivations of

the individual are almost more critical than any changes in any law.
I am intrigued by your participatory management concept to which

you refer in your statement. Could you describe for the committee how
that operates?

Mr. RENTER. Yes. In my testimony I have stated a principle upon
which everything is based, and that is that corporate objectives are

maximized when individual objectives are also achieved. It is im-

possible, I think, to achieve individual objectives in the workplace,
unless the workers feel ownership of the problem that is being
resolved.

And so what we do is we construct teams. Some people call them

"Quality Circles"; some people call them teams. But we construct a
mechanism, we provide an environment and a mechanism which allows
the worker to feel a part, to feel that he has helped define the problem
and helped solve the problem. We define that kind of an environment,
and he is able to do this. le then feels like he participates.

Representative HECKLER. Suppose the workers object to a policy on
which management has made a decision.

Mr. RENTER. If they object to a policy we have decided on, what we
will do is we will sit down with them and suggest to them that perhaps
they have alternatives. Maybe we don't see the problem clearly, and
perhaps they could help us define the problem. There is really, you
know, nothing, I think, terribly new or unique about all of this, as
you have said.

Let's take safety, for example. I mentioned safety. You can-in a
more traditional fashion, you can put out a directive, and have it
printed on all of the bulletin boards in a factory, that says, "We will
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be safer. And in order to do this, you will study," or "you will learn,"
or "you will be careful." And we will put a couple of posters up and
let it go at that.

On the other hand, if you want to approach it in a participatory
way, you are much better to talk to the people whose safety is poten-
tially bothered or threatened and ask them how they perceive the
problem and have them form a team or a group to address that prob-
lem, develop the alternatives, and have them presented to you with
their favorite alternatives. They do a remarkable job.

In the one case I mentioned, a management "Quality Circle" or
team decided that, the best thing to do would be to get the nurse out
of her office and have her wandering around the floor talking to the
production people about their safety and about how they feel and all
of that sort of thing, along with many, many other suggestions that
they made. And this has been absolutely terrific.

Representative HECKLER. So you have actually found that allowing
workers to take time from their usual role, time out in a sense to work
on these special teams, increases their productivity when they go back
to their machine or station.

Mr. RENIER. Very much so.
The interesting thing is some of the more traditional, hard-case-type

of management folks would-I think would dismiss some of these.
They don't after they see the result, but they would dismiss some of
these activities as being just paying for more overhead.

The fact of the matter is when the management organization gets
involved in telling the workers how to do their job, as opposed to
worrying about the environment in which they can do the job, I think
they are in the wrong role.

Representative HECKLER. Thank you very much, Mr. Renier.
Representative REuss. Thank you, Congresswoman Heckler.
Congressman Richmond and I have some questions of Mr. Renier,

but I would like to get on and have the whole panel's testimony be-
fore us.

So, we will continue, then, with Mr. Grayson.

STATEMENT OF C. JACKSON GRAYSON, JR., CHAIRMAN, AMERICAN
PRODUCTIVITY CENTER, HOUSTON, TEX.

Mr. GRAYSON. I want to thank the Joint Economic Committee, and
the other members of the committee, under your leadership for keeping
the Nation's focus on productivity. As I said in my testimony, pro-
ductivity is one of the most important, if not the most important, sub-
ject that ought to be at the top of the Nation's agenda.

So, I congratulate you and encourage you to continue this focus on
productivity.

I also want to thank the other members who agreed to testify here
today, because I think they exemplify what I see going on in this Na-
tion, which is encouraging. That is, many managers and companies
in the Nation are beginning to wake up to the fact that our productiv-
ity is in danger. It has been dropping for 8 years, and now something
needs to be done.



These programs are testimony to the fact that we are beginning to
pay attention to the basics that sometimes in the past we knew, but we
forgot about, for one reason or another.

I want to apologize for appearing before you today in sandals. You
may not see this, but I have sandals on, not because I have turned
hippie or I am Japanese, but because I have a broken toe. And I
thought about this-in some ways, the economy has had a broken toe.
You do not notice how important your toe is until you have broken it.
Well, you have not really seen how important productivity is to the
future of the Nation, until something went wrong with it. And sud-
denly people are turning around and seeing that this is one of the basic
fundamentals.

Without adequate productivity growth, you cannot win the battle
against inflation, unemployment, profits, real earnings, and a standard
of living.

In my view, this Nation is waking up to the problem, and that is
encouraging. The Joint Economic Committee has had a lot to do with
this waking up. For a number of years it has been one of the leaders in
the Congress that has been saying that this is something that is funda-
mental. Today these hearings are continuing that process.

I think we need more companies like these in the United States and
more continued hearings and action that gets us beyond the rhetoric
stage. And I don't think of this as a public sector or a private sector
responsibility, it is joint responsibility of the public and the private
sector.

I have presented my prepared statement for the record, and I would
like to supplement that with a few remarks. If I could amplify what I
said in an effort to try an show my point today, it is that we are begin'-
ning to make progress. As one Japanese told me, "You are beginning
to get awake in this nation, but you are not quite out of bed yet."

I think we are awake, and I think we are beginning to get out of bed.
As I look at the reason for high productivity growth in our princi-

pal competitors, which got our attention in Japan and Germany, I
came up with 10 that I think are sort of at the heart of their success.
I am not holding these 10 points up to be the ones that the United
States should copy. We must work out the American solution, the
American values, and where we are. We are still ahead of the other
nations in productivity, and we need not forget that fact. But if we
are to stay ahead, we need to pay attention to what our competitors are
saying and our successes that have helped them forward.

These are the 10. I would like to come back and briefly comment on
what I see as progress being made in this country toward these 10.

One: An involvement and consensus-seeking on the part of labor,
management, and government.

Two: An emphasis on quality.
Three: A sense of a national purpose and attention on the produc-

tivity issues.
Four: Government assistance to the private sector in both positive

ways and in removal of what are negative impediments to the produc-
tivity growth.

Five: More attention by managers in the United States in businesses
to the subject of productivity and the creation of management systems



that they have allowed over the years, for whatever reason, to begin to
decay because of a lack of attention.

Six: An emphasis on export and thinking globally in terms of
markets.

Seven: A long-term view in terms of productivity, instead of only
the short-term gains and increased in earnings per quarter.

Eight: An increase in savings, and as a result of that, an increase in
investment, which in general, will lead to improved productivity.

Nine: An emphasis on learning and training and education, so that
we can shift our skills to accommodate the higher productivity needs.

Ten: More attention on employee involvement and participation
in the system for which they have responsibility and the right to be
respected for their opinions.

Briefly, I would like to go back and say what I see as beginning
progress in this Nation, working out its own movement on these areas.

One: Labor, management, and Government cooperation. We have
seen blips of that in the steel industry, in coal, and in a few others,
where you begin to see the tripartite type of notion appearing, that we
need to get together and solve our common problems.

I think groups like this, however they are constituted, whoever ini-
tiates it, are to be encouraged as a way to begin dialog between the
members, so that we may begin to uncover the productivity problems
in that industry and in the groups who are party to those discussions,
such as what they have to do to change the productivity trend.

On the board of directors of the American Productivity Center, we
have about 8 labor leaders; we have about 12 business leaders, and
some government leaders and academicians. This is sort of a miniature
model of the dialog and of the cooperation that is beginning to be ex-
tended in recognition of other parties' problems in improving pro-
ductivity and their participation.

I see discussions of the President's Advisory Council in Productiv-
ity. Although I have not seen it come forward yet, I am hopeful that
it will be a way to bring labor, management, and Government together.

So, I begin to see come encouragement in this area, and those issues
I think can be expanded.

Quality. For some years, "Made in America" was the outstanding
hallmark and "Made in Japan" was the cheap product. Today we are
beginning to see many products in the reverse. Now, American cor-
porations are turning back to say we'd better pay attention to quality.

I see vice presidents in charge of quality being appointed in some
major industries. I see average managers paying attention to quality.
And the employees, through efforts such as that Honeywell has demon-
strated, are feeling that quality is their responsibility and not just that
of a quality control inspector.

On an national productivity purpose, the Joint Economic Committee
has helped bring people together to begin the discussions on what it
will take to bring people together. I do not yet see the adoption by the
average American of this as a national purpose. As the polls show,
there is a high readiness for it, but I don't think we yet have this as
the No. 1 problem facing the Nation.

In management systems, that is managers looking at the way they
manage, for years the American manager was taught to be supreme.



He was the best in the Nation, and other nations sought out the skills

of the American manager. I know because I taught abroad during
those years in which we were sought after for what we could do as

American managers.
And for whatever reason, in recent years, not enough American

managers have paid attention to the maintenance and the upgrading
of their managerial systems. I am not talking just about employee
involvement at this point. I am talking about such things as inventory
turnover, training, recruiting, removal of bureaucracy, authoritarian

attitudes, and paying attention to the basics of the business.
That I see this in programs such as Westinghouse, Beatrice, and

Honeywell is an encouraging sign that American management is now

beginning to say, "Maybe you have to keep going. You can't just rely
on our past record."

On export emphasis, I don't think we are there yet. I don't think that

we have thought enough about the export of American products. Yes,

in agriculture, which is our leader, but not in terms of a lot of our man-
ufacturing products, and not in thinking in terms of the world as the

market.
In planning how you adapt your products for service and delivery in

the terms of the other nations, we have not yet done it to the extent that

our competitors have turned around and done it in our world.
In the long-term view versus the short-term view, I see more atten-

tion now on more firms willing to make investments, even when the

uncertainty of the future is clouded with inflation and high rates. And

the questions about regulations have always faced them. And the

thought of th2 short-term earnings, I do not think we are there et, in
moving away from the short-term. focus. But I am encouraged y the
firms that I see willing to make those long-term bets, those long-term
investments, and to not cut their R. & D. in the face of a downturn, and
do not cut their training.

These are encouraging beginnings of a few toward the long-term
gain and not the short-term gain.

On savings and investment, I see more emphasis now in recognition,
that we have to increase the savings rate of this Nation. We have to
increase the investment rate to get the productivity.

The tax bills before us now are designed to do that. There will be
debates over the merits and demerits of each one. But I think that they

are going definitely in the right direction. We must have higher savings
and investments.

On learning and adjustment to the process of new skills for increas-

ing our productivity with higher industries, I think the Labor Depart-
ment could do more than it is now doing in the way of helping to train

people and encouraging private businesses to also train people for
higher skilled jobs.

I don't think it should be the responsibility of government to do that.
I think it should be the responsibility of the private sector. But I think

government can assist with information in clearinghouses, with some
funding of training programs, and with some relocation assistance.
We have to have the mobility to get labor and capital out of low pro-
ductivity industries and move them into higher ones.

And last, the employee involvement. I think today's testimony by
Mr. Renier is an example of many more firms recognizing that it is



human capital that we have to pay attention to, as much as physical
capital.

For years we have neglected one of the most valuable resources this
Nation has, the people, the employees at work every day.

I am encouraged by this attitude at Honeywell and others. It is
beginning to grow and grow and grow. And I can only hope that there
will be more like these companies that are here today.

That concludes my testimony.
Representative REUSS. Thank you for your most constructive

testimony.
I wani to call my colleague's attention to the excellent flow chart, or

whatever you want to call it, contained in your prepared statement
on how you get from here to there, how you end up with increased
productivity. I think it is an excellent and understandable diagram-
matic way of putting it, and I commend it to the staff on both sides for
possible inclusion in whatever report we may have.

[The prepared statement of Mr. Grayson follows:]

PREPARED STATEMENT OF C. JACKSON GRAYSON, JR.

Mr. Chairman, I am very pleased to testify before your Committee, and com-
pliment you on having these important hearings at this time on productivity.

There is no question that productivity improvement is one of the nation's most
important economic problems-if not the most important. Inflation, unemploy-
ment, real earnings, and foreign competition frequently get the headlines, and
each is a serious problem. But none of these can be solved on a long term basis
unless our nation's productivity growth rate improves.

Because the productivity statistics are so abysmal (3 years of decline In arow in 1978, 1979, and 1980), the nation now is aware of the seriousness of theproblem. A recent Louis Harris survey showed that "there is a strong and wide-spread recognition in the United States of the need to improve the country's
productivity performance. A strong majority of Americans (79 percent) believe
declining productivity is at least a serious problem for the next several years."

This is a dramatic change from several years ago.

AMERICAN PRODUCTIVITY CENTER

I started the American Productivity Center (APC) almost five years ago
because I saw what was coming. While some far-sighted business and labor
leaders agreed with me and helped to start -the Center, the majority of the private
and public sectors either Ignored the problem or assumed that it would go away.Since then, things have changed.

The APC now has support from almost 250 major corporations, has an
expanded number of business, labor and government leaders on its Board of Direc-
tors (see exhibit 1), and is engaged in productivity improved activities all across
the nation. A diagram is shown in Exhibit 2 which outlines the major activities of
the Center, showing the scope of the Center's activities. We have a staff of about
80 people located in Houston, and the phones are ringing off the hook with calls
from people who are now just becoming aware of the seriousness of the situation.

This heightened awareness, while necessary, is not sufficient. Following aware-
ness must come action.

NATIONAL EFFORTS

Action must involve both the public and private sectors. Let's look first at the
public sector-what has been done? Over the past few years, there has been little
attention to improving productivity by either the Congressional or Executive
Branch. It's almost as though they believe the problem will go away if they
ignore it.

Rarely has productivity been considered in economic policy making, in laws,
regulations, trade policies, or tax reform. What organized efforts there have been
have been largely weak and abortive:
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1. National Commission on Productivity.-The NCOP, founded in 1970, never
attracted Presidential or Congressional support, had few staff members and no
authority to carry out its mission, was underfunded, and lacked leadership and
direction. It folded in 1978.

2. Council on Wage and Price Stability.-The Congressional act that estab-

lished COWPS in 1974 stated that they were to "focus attention on the need to
increase productivity in both the public and private sectors." They concentrated
on influencing prices and wages, and did nothing about productivity.

3. National Productivity Council.-President Carter established the NPC In
1978, partly to replace the defunct NCOP. It did even less. It had no staff, was
not funded, took no actions, did not involve the private sector, and met only
four times for a total of about four and a half hours since October 1978.

The GAO recently issued performance reports on each of these efforts stating
that all were largely ineffectual and that their mission to help improve
productivity was not accomplished.

Likewise, neither the Department of Labor nor Department of Commerce
have created. organized, or sustained programs to improve productivity.

In sum, while the rate of productivity growth has steadily declined, there
has been little action at the national level.

President Reagan and the Congress both are now proposing a number of tax
changes in the name of "stimulating investment and productivity."

These efforts are certainly in the right direction. But productivity improve-
ment does not flow automatically from increased investment.

The diagram below illustrates this point. Tax changes are desirable and
necessary, but they are not sufficient. More-much more-must be done in both
the public and private sectors.

Macro Factors
* Regulatory Relorm * Economic Stability
* Anti-Trust * Labor Policies

Trade Policies

Tax PotentiallyTax 7 Increae
Changes Savings Productive Preased

investments

Non-Productive
investments
* Gold

Consumption . Ho-mg Micro Factors
*Aniliqiies

o Iior entlation * Management Practices * Labor/Mgt.
Hedes Cooperation

* Employee Involvement * RID
* Incentives * Job Secutity

NATIONAL PRODUCTIVITY PROGRAM

I have testified before this Committee on several occasions urging that steps
be taken to undertake a broad, and comprehensive "National Productivity
Program" involving:

The public and private sectors.
Short and long range actions.
Macro policies and micro action.
And such action steps must involve labor, management, and government.

I still urge such action.



108

Japan, facing a serious productivity stagnation and poor quality reputation
in 1955, stirred itself to action with the adoption of three guiding principles:

Productivity improvement should be done jointly with labor and management.
Productivity improvement leads to more jobs, and temporary redundance

should be dealt with by relocation.
The fruits of improved productivity should be fairly distributed among man-

agement, labor, and consumers.
With these principles, Japanese labor, management, and government officials

embarked on a national productivity effort that has resulted in one of the most
amazing productivity growth records in the history of the world. The United
States should do the same.

We do not have to idolize or copy Japan, but we can certainly learn from them.
And we can embark on our own improvement efforts in our own way. The essen-
tial point is that we must begin.

PUBLIO SECTOR

At the national level, I have proposed that two major steps be taken to help
re-start a public sector focus on productivity:

1. The appointment of a "President's Productivity Advisory Council."
This council would be composed of business, labor, and academic leaders from

the private sector. They would recommend policies and programs to Congress
and the Administration for productivity improvement, and they would monitor
and report on national progress toward productivity improvement.

This is not a new bureaucratic body-not a new government agency. The mem-
bers would be part-time and not compensated. It has no government members.
It is advisory. And it can help to provide an interface between the public and
private sectors.

2. The assignment of responsibility for productivity improvement policies and
programs to an existing government agency, such -as OMB, Treasury, or FEMA.

This government agency should have a voice and influence at the highest levels
of economic public policy making, and also have the influence, funding, and staff
to cause productivity improvement programs to be started in every government
agency.

I submitted a recommendation and description of such a public sector effort
to the JEC in 1977, and recently to the Administration.

The primary reason that this effort is needed so badly is that we simply are
not explicitly taking productivity into consideration in our economic policies.

Peter Drucker wrote in the January-February 1981 Harvard Business Review:
"* * * the competitive success of Japanese industry is not the result of some
uniformity of thought and action. It is the result . . . of (the habit of consider-
ing) * * * a proposed policy's impact on the productivity of Japanese industry,
on Japan's competitive strength in the world market, and on Japan's balance
of payments and trade."

We simply do not now do that in the United States. We need an organized
effort to cause that to occur.

PRIVATE SECTOR

While the public sector must take steps along these lines, the prime rsponsi-
bility for improving productivity in the private sector rests squarely on: (1)
American management; (2) American labor.

It always has.
But, in recent years, productivity improvement simply has not been a subject

of major attention by many managers or employees.
Productivity has been equated with something as vague as "motherhood."

assumed to be almost automatic and frequently ignored as a critical variable for
the long run survival of a business or industry. Like good health, too often, it has
been "taken for granted."

Many American firms have simply taken their eye off the productivity ball.
What has just been said is certainly not true of all American firms. Some are

extremely productive and producing goods of high quality.
This is why I am pleased that you have invited some of these organizations

to testify today. These firms do not take productivity improvement for granted.
They are committed to action. They have significant accomplishments to report.

As they will indicate, they still have a long way to go. They still have room
for improvement. But hopefully they set an example for others to follow.
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While we need national policy changes, many improvements in productivity
and quality of work life are available to use right now. We do not have to wait.

While the American Productivity Center has developed its own process to
examine opportunities for productivity improvement at individual organizations,
there are seven key elements that companies throughout the Nation can consider
in their own productivity examination. (1) Resources, (2) Productivity Goals,
(3) Awareness, (4) Measurement, (5) Rewards and Recognition, (6) Employee
Involvement, and (7) Leadership and Organization.

Resources: How an organization utilizes its human, material, technological
and capital resources is fundamental to the productivity equation. Determine
how productively these assets are used and assess the leverage points where
improvements will have the greatest impact on productivity.

Productivity Goals: Goals should reflect the productivity/quality of work life
emphasis of the organization. They also establish expectations for change and
improvement.

Awareness: With effective communication, an organization can clarify its
goals and expectations for productivity improvement, provide performance feed-
back, recognize contributions, obtain ideas for improvements and identify bar-
riers to productivity and quality of work life.

Measurement: Through measurement, an organization can determine its level
of productivity, assess its strengths and weaknesses and evaluate trends and
progress.

Rewards and Recognition: "What's in it for me?" Processes for encouraging
and rewarding the changes the organizations are seeking are essential.

Employee Involvement: Productivity improvements are realized largely to the
degree that employees get involved, they contribute their ideas and efforts toward
improvements, and experience pride in the organization's accomplishments, the
quality of working life is improved and the commitment to increased productivity
is enhanced.

Leadership and Organization: The organization structure provides the appara-
tus for information sharing and decision making by which productivity and
quality of work life improvements are designed, implemented and maintained.
Leadership is necessary to cause things to happen and to lend legitimacy to
the importance of the productivity issues.

The United States has before it the opportunity to recreate the national con-
sensus of purpose and action that carried us forward for over 200 years to be-
come the world's most productive leader. We cannot assume that this will always
be so unless we keep improving. We have the need-and the opportunity-to
energize a new phase of growth, innovation, jobs, and profits.

These firms set an example. Let's spread this across the Nation.

EXHIBIT 1

AMERICAN PRODUCTIVITY CENTER BOARD OF DIRECTORS

I. W. Abel.' Former President, United Steelworkers of America; Ralph E.
Bailey, Chairman, Conoco, Inc.; William Batten, Chairman, New York Stock
Exchange; David Beretta, Chairman, Uniroyal, Inc.; John C. Biegler, Chair-
man, Price Waterhouse International; Robert T. Campion, Chairman, Lear
Siegler; Douglas D. Danforth, Vice Chairman & COO, Westinghouse Electric
Corporation; James Dutt, Chairman, Beatrice Foods Company; Murray H. Fin-
ley, President, Amalgamated Clothing and Textile Workers.

Robert A. Georgine, President, Building & Construction Trades, AFL-CIO;
C. Jackson Grayson, Chairman, American Productivity Center; William Johnson,
Chairman, IC Industries; Mark E. Keane, Executive Director, International
City Management Association; Dr. John Kendrick,' Professor, George Wash-
ington University; Rene C. McPherson, Dean, Standford Graduate School of
[iusiness; Randall Meyer, President, Exxon Company, U.S.A.; Charles H. Pil-
lard, International President, International Brotherhood of Electrical Workers.

Elmer B. Statts, Former Comptroller General of the United States; James E.
Stewart, Chairman, Lone Star Industries, Inc.; Robert Strauss, Partner, Akin,
Gump, Strauss, Hauer and Feld; Robert Stuart, Chairman, National Can
Corporation; Donald H. Trautlein, Chairman, & CEO, Bethlehem Steel Corpora-
tion; W. J. Usery, Jr.,' Former Secretary of Labor, Usery and Associates; Glenn
E. Watts, President, Communications Workers of America; John C. Whitehead,
Sr., Partner, Goldman, Sachs & Company.

1 Advisory directors.
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Representative REUSS. And now let's go on and hear from Mr.
Murrin of Westinghouse.

STATEMENT OF THOMAS J. MURRIN, PRESIDENT, PUBLIC SYSTEMS
CO., WESTINGHOUSE ELECTRIC CORP., PITTSBURGH, PA.

Mr. MuuuN. Thank you, Mr. Chairman, and members of your dis-
tinguished committee.

I am president of Westinghouse's Public System Co., and I am
privileged and delighted to be with you today.

I endorse enthusiastically the opening comments of Mr. Grayson,
regarding the crucial and invaluable role that you are playing in
regard to productivity and quality improvement.

Since we are dedicated to making productivity improvement a way
of life at Westinghouse, I'm pleased to share our experiences and
insights. I hope to also share my sense of urgency.

For the economic well-being of our nation and people-and possibly
for our economic survival-productivity improvement should have
top priority at the national policymaking level and throughout the
public and private sectors of our society.

Our country needs a measurable and visible goal, not unlike that
of the manned space program of the 1960's. We should be striving
to regain world leadership in productivity improvement within the
shortest possible period.

When we embarked to put a man on the moon, the Soviets were ahead
of us. Today, Japan, West Germany, France, the Netherlands, Italy,
Canada, and even the United Kingdom, are all leading us in their rates
of productivity improvement.

As a nation, we have the technology, the people, and the ability to
meet this challenge. What we need is a national commitment and a
well-synchronized, cooperative government/business/labor/academia
strategy.

To get a true sense of urgency, we have to understand the capabilities
that are developing abroad. And whether we are in government,
academe, or business, we should personally be visiting factories and
laboratories in these other countries, most particularly in Japan, to
understand better these new competitive realities.

We have provided to the committee an 8-minute videotape, which
provides some substantial insights into the manufacturing trends in
Europe and Japan. If you have not had a chance to see the tape, I
would urge you to do so.

To put into perspective briefly our internal Westinghouse efforts
on productivity improvement, let me summarize a few of the things
we are doing.

We have created a multi-million dollar productivity improvement
seed fund, which has been made available with a minimum of paper-
work. About $30 million has been committed to more than 120 proj-
ects, including, for example, seeing and thinking robot systems, which
we are developing in concert with our Pittsburgh neighbor, Carnegie-
Mellon University.

For each of our businesses, we have established specific productivity
objectives. I might dwell on this for just a moment, because I think



it is very significant and encouraging. And it might be of particular
interest to the committee.

When we started this effort about 21/2 years ago as a corporation,
we were averaging about 2 to 3 percent productivity gain annually,
somewhat better than the national average. We've set a target of 6
percent. Frankly, we were uncomfortable with that ambitious target-
but I am happy to report we have met it the last 2 years.

And in the company for which I am responsible, Public Systems,
we have achieved an 8 percent gain in each of the last 2 years. We
have an unofficial target for the next several years of 10 percent
improvement per year. We are quite enthused about that, but we are,
frankly, also sobered in that regard by the reality that Japan, as a
nation, achieved about 10 percent last year. And for over 30 years has
averaged about 71/2 percent each year.

In the short term, we have been concentrating much attention on
people participation in the process of identifying job-related problems
and solutions to those problems. At the same time, we are seeding
technology efforts, both in the office and the factory, to keep our
productivity momentum going for the rest of the decade and beyond.

Literally over the weekend, Mr. Chairman, the current issue of
"Fortune" arrived at home. We knew they were doing an article
on Westinghouse, and we are delighted to find that it is a very upbeat
article. And I reference it to you respectfully, because it is utterly
germane to your hearings today.

Representative REUSs. Without objection, the article from the June
15, 1981, issue of "Fortune" will be printed in the record following
your prepared statement.

Mr. MURRIN. This is very much in the spirit of what you have heard
about at Honeywell and elsewhere. At Westinghouse, we now have
over 700 "Quality Circles." We expect, by the end of the year, to have
over 10,000 of our people involved in such programs.

As you may have heard, we have a new position of vice president of
"Corporate Productivity" and are establishing a "Corporate Center"
in Pittsburgh.

I might mention just one other point, and that is we have been ex-
tensively studying the Japanese for the last 2 to 3 years, and one of our
key conclusions is that their dedication to quality, as you have already
heard, was a prime factor in their overall improvements. So we, too,
have made emphasis on quality improvement throughout our entire
design and production process one of our key strategies.

I would like to respectfully observe one of our other basic conclu-
sions about Japanese secrets of success-and I think this is particu-
larly germane to your hearings-is that a cooperative synergistic
relationship needs to exist between industry, government, labor, and
academe, from which all of us can derive great benefit.

In closing, let me suggest, overall, that to get productivity improve-
ment momentum in this country, we must begin developing a real sense
of urgency about the need to leapfrog ahead of our foreign competi-
tors. We need a national strategy on productivity and quality improve-
ment that brings together government, business, labor, and academe in
a truly cooperative and no longer adversarial relationship.
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We would like to urge this Congress and the administration to take
up productivity improvement as the next crucial step for our national
economic recovery. And like getting a man on the moon in a decade,
we need a national productivity goal.

Productivity improvements may be different for each sector of the
economy, but we should be thinking in terms of a doubling of our
overall level of productivity. If the Japanese sustain their momentum,
and I believe they will, we may need to set our sights in the manufac-
turing sector even higher.

As a nation, we are capable of achieving such a goal, but we truly
need a sense of urgency to accomplish that.

Thank you very much.
Representative REUSs. Thank you, Mr. Murrin.
[The prepared statement of Mr. Murrin, together with the article

from "Fortune" magazine, follows:]

PREPARED STATEMENT OF THOMAS .. MURRIN

Good Afternoon: I'm Tom Murrin, president of the Westinghouse Public Sys-
tems Co. which includes the defense, building and transportation systems, learn-
ing and leisure, and community development businesses of the Westinghouse
Electric Corp. I also have been serving as the Chairman of our Corporate Produc-
tivity Committee.

Since we are dedicated to making Productivity Improvement a way of life at
Westinghouse-I'm pleased to share our experiences and insights. I hope to also
share my sense of urgency.

For the economic well-being of our nation and people-and possibly for our
economic survival-productivity improvement should have top priority at the
national policy-making level and throughout the public and private sectors of our
society.

Our country needs a measurable and visible goal-not unlike that of the
manned space program of the 1960's. We should be striving to regain world lead-
ership in productivity improvement within the shortest possible period.

When we embarked to put a man on the moon, the Soviets were ahead of us.
Today, Japan, West Germany, France, the Netherlands, Italy, Canada-and even
the United Kingdom-are all leading us in their rates of productivity improve-
ment.

As a nation, we have the technology, the people, and the ability to meet this
challenge. What we need is a national commitment and a well-synchronized,
cooperative government/business/labor/academia strategy.

Many of our national policies are still based on the post-World War II assump-
tion that the U.S. has industrial leadership around the world. But the reality is
that our productivity and our manufacturing and product technologies are no
longer preeminent in many industries.

To get a true sense of urgency, we must understand the industrial capabilities
that are developing abroad. So whether we are in Government, Labor, Academia,
or Business, we should be visiting factories abroad, particularly in Japan, to
understand competitive realities.

We have provided to the Committee an eight-minute videotape which provides
some insights into manufacturing trends in Europe and Japan. If you have not
already seen the tape, I would urge you to do so.

To better explain my sense of urgency on productivity improvement, I would
like to share some insights on Japan.

Last year, the overall manufacturing sector in Japan achieved an annual
productivity improvement of over nine percent. Between 1975 and 1979, their total
compensation to employes climbed by 83 percent, while it climbed a much lower
43 percent in the United States. However, because of their high rates of pro-
ductivity improvement in manufacturing, their labor costs per unit produced
actually declined slightly-while in the United States our unit labor costs
climbed with the increase in compensation.
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So by concentrating on Productivity Improvement, Japan has been able to im-
prove significantly the economic well-being of its people-while at the same time
combating inflation and substantially improving the competitiveness of its
industry.

A few months ago, I visited the factory of a leading Japanese robot manufac-
turer where I saw about 24 robots making parts for more robots. At night, the
lights were shut off while-unattended-the robots and machine tools busily
continued making parts for more robots.

Some of our people visited a leading builder of Japanese machine tools that
produces a sophisticated machine every 40 minutes. That company's machining
centers also run unattended at night, in the dark-busily making more machining
centers

However, the capabilities of Japanese industry in the years ahead are of even
greater concern.

For example, I am particularly interested in a 60-million-dollar government-
funded project for a Flexible Machining System. This system will use high energy
lasers to manufacture-with assembly line efficiency-small batches of machined
parts. This project involves more than 500 engineers from 20 Japanese com-
panies-and could revolutionize much of manufacturing.

We are the only major industrialized nation in the world without a commer-
cial manufacturing technology program directed at improving the productivity,
and thereby competitiveness of industry. As the programs of other countries
advance, our competitors in those countries will increasingly gain an advantage.

The Manufacturing Technology programs of the Department of Defense-
which are primarily directed at military aircraft and other defense systems-are
the only federal efforts to raise industrial productivity of any significance. These
programs should be expanded and accelerated-and we should establish similar
programs for the rest of our nation's industries.

Obviously, no single company can emulate the national manufacturing tech-
nology programs sponsored by foreign governments-therefore, today's produc-
tivity growth gap will widen unless we take similar action.

To put into perspective our internal Westinghouse efforts on productivity im-
provement, I would like to quickly summarize what we are doing.

Within Westinghouse we have created a multi-million dollar productivity im-
provement "seed fund" that has been available with a minimum of paperwork to
all Westinghouse operations.

About 30 million dollars has been committed to more than 120 separate proj-
ects-including the development of "seeing", "feeling" and "thinking" robotic
systems for several of our factories where we are working with the Robotics
Institute of Carnegie Mellon University.

For each of the businesses of the Corporation-which range from building
large motors, to sophisticated defense systems, to bottling 7 UP-we have estab-
lished specific productivity improvement objectives in terms of a 6.1 percent
annual increase in constant-dollar value-added per employee.

In our Public Systems Company we have exceeded that Corporate objective.
If we sustain our current rate of improvement, we will double our level of pro-
ductivity within a decade. Because it is necessary to stay competitive-world-
wide-and because some of our own operations and those of Japanese companies
have shown that it is indeed realizable-I have "unofficially" established a higher
10-plus percent per year productivity improvement target. This is a challenge
that I'm fully confident we can meet or beat.

In the short term we have been concentrating much attention on people par-
ticipation in the process of identifying job-related problems and identifying solu-
tions to those problems. At the same time we are seeding technology efforts for
both the office and the factory to keep our productivity momentum going for the
rest of the decade and beyond. By putting the people programs in place first, we
expect to multiply the productivity improvement effectiveness of the technology
and capital investments that we expect to be making now and in the years ahead.

At Westinghouse we currently have over 700 Quality Circles at over 150 lo-
cations. By the end of this year we expect to have well over 10,000 of our people
involved in such programs.

We have created a new position of Vice President, Corporate Productivity-to
assume full-time responsibility for our extensive Productivity Improvement ef-
forts and to start-up a Corporate Productivity Center.
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Within the next year, we expect to have almost 200 robots operating in our
factories-tackling hot, hazardous, heavy or monotonous types of jobs. In our
offices we are applying technologies such as video teleconferencing, word process-
ing, telephone dictation, computer graphics, electronic mail and automated office
systems.

We also have been studying extensively why the Japanese are so successful at
Productivity Improvement. One of our conclusions is that their dedication to
quality is a prime factor. So we have made an emphasis on Quality throughout
our entire production process one of our key strategies for Productivity Improve-
ment.

Another of the basic conclusions about the Japanese secret-of-success is that
a cooperative, synergistic relationship needs to exist between industry, govern-
ment, labor and the academic world.

In this country we must develop a coherent, national, industrial competitive-
ness policy-which stimulates productivity and exports recognizing today's com-
petitive realities worldwide. And we need to develop an Americanized version of
a synergistic, rather than adversarial, relationship between Business, Govern-
ment, Labor and Academe.

For example, tax policies should be revised to help stimulate the formation
of capital which will be required to modernize American industry-and appropri-
ate incentives are needed to stimulate innovation, research and development.

We need to shorten depreciation periods to help stimulate capital investment.
For equipment-such as electronic office systems-which can become techno-
logically obsolescent in one or two years-we need depreciation periods signifi-
cantly shorter than those now proposed.

A tax credit for research grants to universities for projects related to a com-
pany's business, and tax credits for R&D expenditures above the average of the
previous three years, would also be helpful.

And impact on productivity should be a major consideration when formulating
or implementing both old and new regulations.

What America needs is for Government to create the climate where ingenuity
and productivity can flourish.

Since government is the largest single buyer of goods and services, changes in
government procurement practices could have a very positive influence on pro-
ductivity improvement in both the private and public sectors.

Even in non-federal government business or on subcontracts, federal contract
"boilerplate" and contracting procedures are frequently superimposed, typically
adding more than ten percent to the cost.

In defense contracting, year-to-year, start-and-stop program funding and the
relatively negligible profit incentive for productivity improvement are significant
deterrents to reducing the cost of defense systems and increasing the defense
production base so vital to national security.

Multi-year procurement could have a very positive impact on productivity by
improving our ability to contract for materials so that we can get what we need,
when we need it-at 15 to 20 percent lower cost. Currently, about 53 percent of
the materials for the defense systems we build are not being delivered at the
optimal time in the production cycle-and the late delivery of critical materials
has a very negative impact on productivity.

To stimulate productivity improvement more profit should go to those con-
tractors that improve productivity-therefore reducing costs to the government
over the long term. The greater the share of productivity improvement savings
that industry can retain; the greater the incentive to invest in more productive
equipment and facilities.

All federal contracting practices should be reviewed for their impact on pro-
ductivity-and revised to incentivize rather than discourage productivity
improvement.

Let me cite an example from Westinghouse.
As the result of the Corporate-level Productivity Improvement Fund that I

mentioned earlier, our Defense Group came up with a number of very advanced
manufacturing concepts for electronic defense systems.

This portfolio of projects includes an electronics assembly station using robots
which will have a sense of touch and sight. We are predicting that the benefits
of just the assembly station will include an 800 percent productivity increase in
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the electronic circuit board assembly process; a ten-to-one improvement in the
manufacturing cycle time and more than double the first-time process yield.

The total benefits of this portfolio of investments in technology is expected to
add up to about 400 million dollars over the next five years-and we expect about
eight dollars of savings for every dollar spent.

However, there is a catch. Under today's contracting procedures, most of tile
benefit will go to the Government even with Westinghouse taking all the risks.
Our ability to finance these projects would be limited-and it might take us seven
to eight years to bring these technologies on-line.

We are negotiating a Technology Modification effort which will improve our
share of the return and accelerate our ability to implement the technologies.

However, I think this illustrates that investments and technology development:
which can significantly improve productivity are not being incentivized under
today's contracting procedures.

To get productivity improvement momentum in this country we must begin
developing a real sense of urgency about the need to leapfrog ahead of our foreign
competitors. We need a national strategy on productivity improvement that
brings together government, business, labor and academe in a cooperative, rather
then adversarial, relationship.

And-like getting a man on the moon in a decade-we need a national pro-
ductivity goal. While productivity improvements may be different for each
sector of the economy-we should be thinking in terms of a doubling of our
overall level of productivity. And if the Japanese sustain their momentum-
and I believe they will-we may need to set our sights in the manufacturing
sector even higher.

As a nation we are capable of achieving such a goal-but we need a sense of
urgency to do it.

Thank you.

[From Fortune Magazine, June 15, 1981]

WESTINGHOUSE'S CULTURAL REVOLUTION: IN SEARCH OF PRODUCTIVITY,
A 95-YEAR-OLD SYMBOL OF AMERICAN ENTERPRISE GOES JAPANESE

(By Jeremy Main)

At Westinghouse Electric Corp. something strange is going on: a sizable part
of the company is converting to Japanese-style management. Westinghouse hopes
to achieve dramatic improvements in productivity by trying a form of Theory Z,
described by William G. Ouchi in a new handbook for American businessmen who
want to follow the Japanese way. The effort is producing a cultural revolution
at Westinghouse by overturning old-style boss-employee relationships.

The company's construction group, which represents 7 percent of the work
force, offered itself up as guinea pig for the experiment last year. The new
method rests on the theory that if labor and management work at achieving
a Japanese-style consensus, Westinghouse will get better ideas, better decisions,
and better execution. So today, in the black steel corporate headquarters in
Pittsburgh's Gateway Center, bosses in the construction group don't simply issue
orders; they seek consensus. Out in the factories, foremen don't bellow coarsely
at workers-at least they aren't supposed to; they ask for suggestions. Every-
where new committees and councils are meeting on office time to discuss matters
as nebulous as group synergy and as critical as next year's capital allocations.

Theory Z is a kind of "participative management," which is hardly novel. So-
cial scientists have been advocating participative management for years and
many American companies have tried it, up to a point. But to see it seep into a
hierarchical old industrial company like Westinghouse, with its established chain
of command and staff of tradition-minded engineers, is a bit like watching the U.S.
Marines parade in blue jeans, long-haired and unshaven.

A ROUNDABOUT ROUTE

The experiment began as a drive to increase productivity. Westinghouse had
gone through tough times in the Seventies: it made a series of bad acquisitions,
got involved in a nasty bribery case, and lost a pile on consumer appliances before
selling 'the business. Worst of all, Westinghouse agreed to supply uranium under
fixed-price contracts-an appallingly risky decision that ultimately will cost the



117

company nearly $1 billion. To recover lost ground and meet the escalating chal-
lenge of the Japanese, the company decided two years ago that it would have to
increase productivity much faster than the 2 percent or 3 percent that U.S. indus-
try achieves in a good year.

Participative management might seem a roundabout route to productivity; it
certainly isn't a quick fix. Westinghouse expects to wait two years before seeing
any results, ten years before the benefits take full effect. The corporation isn't
betting all its marbles on participation: it's also testing a panoply of other devices
ranging from a form of "matrix" management to heavy investment in automa-
tion. Some industry and academic critics argue that the degree of worker par-
ticipation is irrelevant to productivity; workers respond to challenge, respon-
sibility, advancement, financial rewards-not simply to being asked to participate
in decisions. Skepticism about participative management exists at Westinghouse,
but the highest-ranking official close to the productivity drive, Vice Chairman
Douglas D. Danforth, says he supports the idea warmly.

In the construction group, they talk of participative management with the
ardor of those who have seen the light. "The point is, we are making much better
decisions than before," says Donald W. Neukranz. who runs the group's elevator
division in New Jersey. "We are getting a contribution and commitment from
larger numbers of people. The management team becomes excited and it works."
When participative management catches on, according to the faithful, decisions
are carried out by enthusiasts who have helped shape them, who feel they "own"
the decisions, rather than by unwilling subordinates who have simply been told
what to do without really knowing why.

EVERYONE A TIGER

Westinghouse executives think participation is a secret of Japanese success.
"When you visit Japanese factories and see everyone, but everyone, working like
tigers to make that product more reliable at a lower cost, it's awesome," says Wil-
liam A. Coates, the executive vice president who runs the construction group.
"They even come back early from their breaks. In factory after factory, everyone
inside is trying to whip us. If we don't get that attitude, we literally won't
survive."

The Westinghouse management council, which annually convenes the 225 or so
senior executives to discuss solemn undertakings, recognized the importance of
productivity when it met for two days at the Tamarron in Durango, Colorado, in
1979. Vice Chairman Danforth appointed Thomas J. Murrin, president of the Pub-
lic Systems Co. in Westinghouse, to head an ad hoc committee and gave him $20
million to explore ways of increasing productivity. As Murrin describes it, Wes-
tinghouse sort of backed into the policy: "Our operating margins didn't look as
good as we hoped for the future and we agonized a lot over this. The significant
and delightful development came when we freed ourselves from trying to solve
the problem by changing the mix or getting the volume up or raising prices. We
said, realistically, these things are not fully, and sometimes not at all, under our
control. Maybe we had better concenrate on things we can influence. We are going
to have to do more with less-fewer people, less money, less time, less space,
fewer resources in general-and I think that's probably a pretty good definition
of productivity."

Murrin had a predisposition for participative management that you might not
expect to find in a man so blunt and burly. He remembers that when he was grow-
ing up on New York's East Side, his father, a structural steelworker, used to
explain to him what a "dumb ass" his foreman was. It taught Murrin that the
ordinary worker could contribute a lot more to his work than muscle. Playing
tackle for one of the Fordham University squads coached by Vince Lombardi
added another element to Murrin's philosophy of productivity; he learned the
power of teamwork.

Murrin carries a lot of weight at Westinghouse. The corporation is divided
into four major companies-International, Power Systems, Industry Products,
and Public Systems. As president of Public Systems, Murrin turned an unprom-
ising hodgepodge of defense electronics, soft-drink bottling, real estate, and
other operations into the fastest-growing company of the four. Public Systems in
turn is divided into four groups. The one experimenting with participative man-
agement-the construction group-makes equipment for the construction indus-
try-elevators, office systems, fans, heating and cooling equipment-as well as
rapid-transit equipment for cities and people movers for airports.

83-184 0 - 81 - 9
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When Bill Coates was promoted from president of the elevator company in
1979 to run the whole construction group, he had no particular convictions about
productivity. But he is the sort of fellow who gets up at 4:45 A.M. to run five
miles and reaches the office at 7 to 7:30. He can develop enthusiasms as strong as
Murrin's. Setting out to discover what others were doing to improve productivity,
Coates and his boss visited Japan and sent teams of specialists there. The more
they learned, the more they became convinced the Japanese were showing them
the way.

They were especially impressed by Bill Ouchi, 37, the author of Theory Z
and a professor of management at the University of California at Los Angeles.
Ouchi produced a videocassette explaining how the Japanese achieved growth
rates rarely matched in the West. Murrin and Coates saw the cassette and invited
Ouchi to Pittsburgh to explain Theory Z last August. (For a review of Ouchi's
new book and the scholars' controversy it has aroused, see Books and Ideas,
page 247.)

HOLDING ONTO YOUR BROTHER

They bought participative management in general, but by no means the whole
Japanese system. Indeed, it would not only be silly but illegal to imitate the Japa-
nese in every way. For instance, Japanese women are systematically excluded
from management. In addition, the Japanese believe in evaluating employees
infrequently and promoting them slowly, policies that would send the best and
brightest at Westinghouse streaming for the exits. Nor is the construction group
about to offer lifetime employment to its workers, though it is edging toward a
policy of fewer layoffs. When one of the construction group's units suffered a
huge drop in orders last February, the company did not send workers packing,
as it would have before. "We want to think of employees as family," says Coates.
"You don't lay your brother off."

Westinghouse made some mistakes as the participative-management drive got
under way. Ouchi was concerned last year that the construction group was start-
ing the process at the wrong end by launching it on the factory floor. Until
executives start making their own decisions by consensus, he says, efforts to in-
stall participative management down in the rankings will almost certainly
flounder. Coates and Murrin saw the point. They also knew that managers and
white-collar workers represent half the corporation's work force and 70 percent
of its payroll, so greater opportunities for increasing productivity could be found
in the office than on the factory floor.

Coates discovered that building participative-management teams and defin-
ing their roles required subtle leadership-and a degree of hypocrisy. You can't
rely on spontaneous forces to set up quality circles, managers' councils, and the
like, yet if the boss simply orders participative-management groups established,
the process of setting them up wouldn't be truly participative. A similar dilemma
arises when new participative-management teams start trying to make decisions.
Should the boss watch as the group flounders in disagreement? Should he let
stand a decision reached by participation if he knows it to be wrong? Or should
he intervene and undermine the participative ideal? "Sometimes the boss has to
nudge his people in a nonauthoritarian way," says Ouchi, who agrees that a little
hypocrisy can sometimes be effective.

Coates reserves the right to make unilateral decisions or overrule a consensus,
but he must use his -powers sparingly if participation is to take root. He is grad-
ually submitting more and more decisions to the consensuial process. The transi-
tion, he admits, "is very tricky, very difficult." But as things have turned out, he
says, he has been surprised at the soundness of decisions reached and has vetoed
only two or three.

To get the participative process rolling, Murrin and Coates relied on a classic
poly management uses when it needs support for what has already been de-
cided: they called in consultants. Dozens of consultants gave seminars and lee-
tures, led team-building and sensitivity-training exercises, and ran courses for
future team leaders or "facilitators," as they are called. Coates further prepared
the ground for seeding by recruiting members for his staff who had shown en-
thusiasm for participative management in other parts of his group.

"PRIORITIZING THE AUDIBLES"

In this setting, participative committees, councils, and circles began sprouting
last fall. Ouchi became chairman of an outside committee of three consulting
academies. Coates's staff formed three quality circles and a business-strategy
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board. The general managers of the construction group's five units, who had
rarely met to discuss issues of common interest, created a council that meets
monthly. They also set up ten councils under them in which controllers, person-
nel directors, marketing directors, and other specialists from each of the units
discuss common problems with their counterparts in other units. In the plants,
which already had limited experience with participative management, workers
and supervisors formed 60 quality circles. (Westinghouse as a whole has adopted
the quality-circle idea and now has more than 600 circles, with three being
added every day.)

To the outsider, the functions and achievements of these new groups are not
always clear. A quality circle can wander free-form among subjects without
having fixed goals. The circle convened by the group staff may have made an
important contribution to the jargon of the age. They have discussed the prob-
lem of "audibles," these being defined as unexpected interruptions such as phone
messages that break into the day's scheduled business. The purpose of the dis-
cussion, as one participant put it, was to figure out how "you can control your
audibles so you can prioritize them."

The circle has been discussing the nebulous subject of group synergy since
November. At a recent meeting some of the members seemed adrift, still search-
ing for something solid to hold onto. When Robert J. Tubbs, group legal counsel,
suggested a vote on an order of priorities, he was hooted down. In the proper
participative way of doing things, you don't take votes or try to impose your will
on anyone-you keep talking until you reach a consensus. Chastened, Tubbs
blushed and said, "Let's consensutize." The meeting ended with a 15-minute
discussion about when to hold another meeting; partly because the members
of the circle had so many meetings to go to it was difficult to find a time to suit
everyone in the room.

IT SOWS IN THE BESTROOMS

By contrast, the quality-of-worklife committee composed of workers and su-
pervisors at Grand Rapids, Michigan, where Westinghouse makes office systems,
couldn't be more down to earth. A subcommittee took responsibility for estab-
lishing an attractive cafeteria to replace a shabby vending-machine area. In the
proper participative manner, management did not limit how much could be spent
and accepted the subcommittee's plans, which cost $500,000 to implement. Another
subcommittee tackled vandalism in the restrooms, where some workers were
covering the walls with graffiti and wrecking the drinking fountains. The com-
pany fixed up the restrooms and the union asked its members to report vandals
to their steward. "People are treating the restrooms better," says Lee Raterink,
president of the carpenters' and joiners' local. "It worked because we worked
together, because people participated in the decision."

The council of managers from the construction group's six units has produced
a string of policy decisions that would undoubtedly have come out differently
before. For instance, each unit used to design its own business systems, such as
inventory and manufacturing controls. The council decided that the job should
be done by the group as a whole. Coates says the savings will amount to "tens and
tens of millions of dollars." The council persuaded Coates's staff to reorganize so
that it could focus on strategic matters rather than the day-to-day business of
the plants. It also created a new program for choosing and training technical per-
sonnel, rejected two potential acquisitions, and set up a cooperative system for
handling bids on contracts that involve more than one unit.

GIVING UP TURF

Perhaps the most important decision by the managers' council allocated cap-
ital among the units. In the past, the managers would never have met to discuss
allocations. Coates or his predecessors would have received requests for funds,
assumed they were inflated, lopped a bit off each, and told the managers what
they were getting. This time, after listening to each other's problems and prospects
in the council meeting, the managers abandoned the normal stance of defending
their own turf. They decided certain units should be pushed hard and others cut
back-in one case almost to zero. Some of the managers voluntarily gave up
allocations Coates thinks they would have fought for had he tried to make the
cuts. "They helped me do a fantastic job that I could never have done myself," he
says. "If I had ordered them to do what they themselves decided to do, I would
have had an insurrection on my hands."
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Some managers, particularly at the middle and lower levels, don't like the
consensus system and a few had to be reassigned to jobs in the group where they
don't have to implement the new plan. But most have become enthusiasts, some
to the point of growing tiresome on the subject, like reformed drinkers. They
don't feel the loss of power many managers fear at first. "I don't perceive par-ticiptive management as giving up controls," says Coates, "but rather gaining a
ton and a half of help. The old way wasn't good enough. Industrial systems havebecome much too complicated for the know-it-all manager to know it all anymore."

Blue-collar reaction ranges from cool to warm. The Grand Rapids plant reports
big drops in grievances and absenteeism. It sends employees to visit customers andsee how the product is performing. They have come back with suggestions. They
figured out ways of attaching fabric more smoothly to the office partitions theybuild and improving the alignment of the fixtures on them. Last year 350 em-ployees, about one-third of the work force, went to the office-furniture show inChicago to see what they were up against from the opposition.

EXPLETIVE DELETED

Even at the stone and concrete Sturtevant division factory in Hyde Park, Mas-sachusetts, a turn-of-the-century relic where Westinghouse builds huge indus-trial fans, old adversary relationships between labor and management are begin-ning to crack. The union has just agreed to go along with participative manage-ment, provided it is introduced by a consultant approved by the local. Someauthoritarian supervisors seem already to be melting into the participative mood,
albeit gradually. Referring to one of them, a machinists' union official says,"Instead of calling me a f- g ass, now he just calls me an ass."

Although even the most enthusiastic converts agree that participative-manage-
inent meetings eat up hours, Coates says lost time is recovered later. "We spend alot of time trying to get a consensus, but once you get it, the implementation isinstantaneous. We don't have to fight any negative feelings." Ouchi predicts thatonce Westinghouse people get used to the new style, meetings will go faster.

The participative system has revolutionized the role of secretaries. The grouphas installed communications and information systems that allow executives torecord messages to one another rather than play telephone tag, missing connec-tions because first one and then the other is tied up. When an executive has aconvenient moment, he can now dial a message center and hear all his callersexplain what they want. Then he can dictate a reply or forward the message tosomeone else. The system relieves secretaries of the endless task of taking mes-sages. It has proved so successful that it will soon be extended from 142 usersin the construction group to 1,500 executives across the whole corporation.
A new word-processing center has taken over dictation and typing chores.Bosses can dictate letters and memos to the center at any hour seven days a weekfrom anywhere in the world. If they want to edit the material, they can have itdisplayed on terminals in their offices or at home. At first, Coates says, secretariesfelt threatened by the change, thinking that the center was taking work awayfrom them. But when they saw that there were more interesting and productivethings to do, they quit worrying. Although the construction group hasn't founda way of measuring office-worker productivity, Coates says, "production is upsubstantially at headquarters and the principals have more time to work on sub-stance." The secretaries have become administrative assistants, taking over taskstheir bosses used to handle, such as organizing conferences, sitting on task forces,and preparing and presenting research data. One sign of how much the secretariesdo now: when Coates checked in with his secretary while he was traveling re-cently, she told him she had received 13 calls to his one-and she took care ofthat one too.
Given the opportunity to be creative, the secretaries have come up with goodideas. For instance, they realized they were wasting time, money, and stationerypreparing separate envelopes all going to one division such as Grand Rapids. Nowthey send just one large envelope a day. When the construction group staff wasmoving to new offices, the secretaries decided that half the files could be thrownout and that one central file could serve the whole staff. This and other improve-ments will reduce by one-fifth the space group headquarters occupies.

WAITING FOR THE TAKEOFF

By amassing many such small, commonsense changes. Coates and Murrin hopeto show they can accelerate an improvement in productivity at Westinghousethat already seems under way. Westinghouse measures productivity by subtract-



ing the cost of goods and services from total sales to get value added and then
dividing by the size of the work force. By this measure, corporate productivity
gained 2 percent or 3 percent a year during most of the Seventies and met the new
goal of a 6.1 percent annual increase during the last two years. The Public Sys-
tems Co., including Coates's group, did even better-up 8 percent last year. The
most-quoted government statistics measure productivity differently, by dividing
output by man-hours of labor. But when government statisticians use the West-
inghouse yardstick, U.S. productivity in all manufacturing shows an increase of
0.4 percent in 1979 and a drop of 1.4 percent in 1980.

Coates and Murrin are convinced their system will work. But it will take time
and continuing signs of progress to win over supervisors and middle managers
who continue to harbor doubts about the system. "They've seen a lot of programs
come and go," says Ouchi. "They wait to see if you give them commitment. Once
they see this is for real, then. whoosht, productivity takes off." Even then, Ouchi
believes, the whole corporation will have to adopt the system if it is to yield
the bounteous harvest it is capable of producing. "Participative management," he
says, "cannot survive in an alien corporate culture."

Representative REtuss. And now from Beatrice Foods, Mr. Ted
Olson.

STATEMENT OF TED E. OLSON, ASSISTANT VICE PRESIDENT AND
DIRECTOR OF OPERATING SERVICES, BEATRICE FOODS CO.,
CHICAGO, ILL.

Mr. Orsox. Thank you, Mr. Chairman.
I would like to express my appreciation to the members of the com-

mittee for the opportunity to appear here today, to present to you the
productivity efforts Beatrice has initiated.

In the interest of time, I would like to summarize my prepared state-
ment, which was submitted for the record, so that we can share with
you a videotape on one specific example.

I am Ted Olson, assistant vice president and director of "operating
services" for Beatrice Foods Co. "Operating services" is a corporate-
level department that has company-wide responsibility for produc-
tivity programs at Beatrice.

I am also a member of the board of directors of the American
Productivity Management Association.

We at Beatrice have identified productivity improvement as a key
factor in insuring job security for our employees by maintaining or
improving our competitive position in the marketplace.

I am pleased to report that we have converted this concern into
positive action. In fact, in our fiscal year which ended February 28,
productivity improvements in our operations accounted for a $7 mil-
lion savings.

Before I describe our productivity program, I think some back-
ground on the company will be helpful, as our program has been
tailored to suit the unique nature of Beatrice.

Beatrice is one of the largest diversified food companies in the world.
It would rank 33 in the 1980 Fortune 500, based on fiscal year 1981
sales. Its domestic-based employees, nearly 60,000 of them, can be found
in every State of the Union.

Beatrice produces over 9,000 products for world markets, including
such well-known products as Samsonite luggage, Tropicana orange
juice, La Choy oriental foods, Eckrich meats, and Meadow Gold dairy
products.

Since Beatrice has more than 400 diverse operations, the company
has followed a philosophy of decentralized management. The general



manager of each operating company is given broad responsibilities
for making all operating decisions. That basic autonomy of our com-
panies was a strong consideration in the shaping of our productivity
program.

Our program began with the concern and commitment of top man-
agement. Our top management saw the rising costs of producing goods,
and they also realized we could no longer pass on those rising costs, as
we were experiencing increased price resistance in the marketplace.

Productivity improvement became essential in lowering the costs of
doing business. With the productivity problem identified, management
urged us to develop a comprehensive plan for improving productivity
across the board throughout the company. I should add that the bless-
ing and enthusiasm of top management is absolutely essential in the
implementation of an effective productivity program, even more so
in the case of a company like Beatrice.

We believed it was necessary to structure the program to encourage
a free exchange of ideas among our operating units, with the thought.
that shared knowledge and experience would enhance the productivity
effort.

Our first phase, building awareness, began with our annual manag-
ers' conference in 1979, as our chairman, Jim Dutt, announced the
corporate-wide productivity effort to the over 500 managers in
attendance.

Next, we used our corporate management newsletter to publicize
productivity "success stories," which showed how various profit centers
were implementing productivity-improving techniques with rewarding
results.

We then developed our own tailormade workshop for teaching oper-
ating managers various skills relating to productivity. Our workshop
is designed to foster participation by attendees in developing specific
action plans for productivity improvement in their operations.

Our next challenge was to motivate the operating units through a
system of rewards and incentives, hence the development of "Uncom-
mon People, Uncommon Goals," a corporate program designed to
reward profit centers for productivity performance. It is designed as
an umbrella program, in which the corporate office provides all the
awards, materials, and support needed to kick off a given profit center
program.

It is, however, up to the individual operating unit to develop its own
criteria for measuring the result of the program in its own approach to
increasing productivity.

As I stated at the outset, we saved over $7 million last year as a result
of the above program. We are expecting a $15 million savings in fiscal
1982. Our savings should double again in fiscal 1983, as more than half
the profit centers are expected to be involved in the program by then.

I would like to give you an idea of the diversity of productivity
programs already reaping benefits at our profit centers. These are only
a few of the several dozen that we have on file, but they will serve as a
sample of the variety of techniques that can be employed to achieve
productivity improvement.

At our Royal Crown bottling plant in Los Angeles, production per
shift is up 300 percent due to a slight modification in a 2-liter bottling
line recommended by an employee.
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Fisher Nut, St. Paul, Minn., by moving to lighter, less costly tin
containers for its nut products, saved over $130,000, while making a
stronger, safer container in the process.

There are many other strong Beatrice productivity stories. But I
would like to show you one in detail on videotape. It involves La Choy
or Archbold, Ohio, and how it recently increased its production of
oriental foods from 12 to 14 cases per employee hour. In particu-
lar, the videotape shows how employee enthusiasm and participation
at the shop floor level can make a big difference.

Mr. OLSON. I would leave that tape with the committee for the rec-
ord, Mr. Chairman.'

Beatrice's eiforts are just the story of one company's progress in
this area. Meaningful improvement for the Nation as a whole will
only come with widespread wholehearted support of American busi-
ness in general.

Based on our experience, to be effective, a productivity program
must have the endorsement of top management. We think our little
booklet, "The Beatrice Productivity Philosophy" and our strong
statement on productivity as a strategy in our most recent annual
report, which has been distributed to the committee, are strong
evidence of our top management's commitment.

It must also be provided with the financial resources to succeed; it
must foster the enthusiasm of line management; it must encourage all
levels of the organization to do something, not just management; and
it must be measurable.

In addition, the program must be guided by patient hands. It took
2 years for our program to bear fruit, and we estimate it will be another
2 to 3 years before specific productivity goals are fully integrated into
Beatrice's business plan.

We feel we have been successful in meeting all of these conditions,
and we are thankful that we could share our experience with the com-
mittee today.

Thank you.
Representative REUSS. Thank you.
[The prepared statement of Mr. Olson follows:]

PREPARED STATEMENT OF TED E. OLSON

I am Ted Olson, assistant vice president and director of Operating Services
for Beatrice Foods Co. "Operating Services" is a corporate level department
that has company-wide responsibility for productivity programs at Beatrice and

provides project assistance to our operating companies in a variety of specialized

management disciplines. I also represent Beatrice on the steering committee of
'the Manufacturing Productivity Center and am a member of the board of

directors of the American Productivity Management Assn.
I would like to express my appreciation to the members of the committee for

the opportunity to appear here today and present to you the productivity program
and efforts Beatrice has developed and initiated in recent years. We at Beatrice

have identified productivity improvement as a key factor in ensuring job secur-

ity for our employees by maintaining or improving our competitive positions in

the marketplace. It is the one surest way of containing the inflationary spiral
that has plagued this country for the past several years. I am pleased to report
that we have converted this concern into positive action. In fact, in our fiscal year
which ended February 28, productivity improvements in our operations accounted
for a $7 million savings.

1 The videotape referred to may be found in the committee files.
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Before I describe our productivity program, I think some background on the
company will be helpful, as our program has been tailored to suit the unique
nature of Beatrice.

Beatrice is one of the largest diversified food companies in the world, and
would rank 33d in the 1980 Fortune 500, based on fiscal 1981 sales. It is the
third largest corporation in Chicago, and its domestic-based employees-nearly
60,000 of them-can be found in every state in the union. In addition, it is one
of the most successful companies in the United States, having posted increases in
sales, earnings, and earnings per share each year for the past 29 years.

Beatrice produces over 9,000 products for world markets, including such well-
known products as Samsonite luggage, Tropicana orange juice, La Choy oriental
foods, Eckrich meats, and Meadow Gold dairy products. We serve such diverse
industries as graphic arts, chemical, textiles, and manufactured products, in
addition to food processing, dairy, and food distribution activities.

Given the diverse nature of its operations and the over 400 operating com-
panies under the Beatrice banner worldwide, the company has followed a philos-
ophy of decentralized management. In other words, the general manager of
each operating company is given broad responsibility for making all operating
decisions. The basic autonomy of our companies was a strong consideration in
the shaping of our present productivity program, as you will see.

I would like to spend my remaining time describing how our productivity pro-
grain was developed, and what our objectives are. I will then describe specific
results achieved at several of the operating companies that have been involved inthe program.

Our program began with the concern and commitment of top management.
Our top management saw the rising costs of producing our goods, and the result-
ant decline in profit margins in many of our companies. We could no longer passon our rising costs and were experiencing increasing price resistance in themarketplace. Productivity improvement became essential in lowering the costsof doing business. On the positive side, improvements in productivity would makeBeatrice more competitive in world markets, and would provide a particularboost to our exporting activities.

With the productivity problem identified, management urged us to developa comprehensive plan for improving productivity across the board throughoutthe company. I should add that the blessing and enthusiasm of top management
is absolutely essential in the implementation of an effective productivity pro-gram; even more so in the case of a company like Beatrice, with its diverse andnumerous operations worldwide.

We identified the following objectives in sequence, for a corporation produc-tivity program:
First, to generate a broad awareness of the productivity problem company-wide and encourage all of our operating companies to "so something" to increasethe rate of productivity improvement in their operations;
Next, to provide tools and training to operating managers to help them imple-ment their own productivity improvement programs that would increase the yieldfrom our investment in labor, material and capital resources;
Third, to find ways to motivate our managers and employees in order to con-vert awareness and knowledge into action;
Fourth, to develop a flexible system to measure results-
And finally, to use those results to establish clearly defined future goals andobjectives for increasing productivity at all levels of the corporation, and incor-porating these into our annual planning process.At the same time, we believed it was necessary to structure the program so asto encourage a free-flowing exchange of ideas among our operating units. withthe thought that shared knowledge and experience would enhance the pro-ductivity effort.
Our first phase, building awareness, began with our annual managers con-ference in 1979, as our Chairman, .James L. Dutt, announmced the corporate-wvideproductivity effort to the over 500 managers in attendance. This immediately

impressed our operating managers with the importance the corporation wasconferring on productivity improvement.
We then used our corporate management newsletter to publicize productivity"success stories," which showed how various profit centers were implementingProductivity improving techniques with rewarding results. These written mes-sages were reinforced with speeches by Mr. Dutt and Donald Eckrich, our chiefoperating officer, at various corporate and divisional meetings.



We then developed our own tailor-made seminar or workshop, for teaching
operating managers various skills relating to productivity. Our workshop utilizes
a combination of internal people and outside consultants, and is designed to fos-
ter feedback and participation by attendees. They are conducted on a quarterly
basis, and thus far, approximately one-third of our operating companies have
taken advantage of these workshops. We also assigned a full-time coordinator
to manage the workshop program, as well as work with individual profit centers
on a case-by-case basis to help them get their own programs moving.

In addition, the corporate officer provides the operating companies with in-
depth training materials that reinforce techniques and skills learned at the
workshops.

With the infrastructure and training programs in place, our challenge was
to motivate the operating units through a system of rewards and incentives.
Hence, the development of the theme, "Uncommon People, Uncommon Goals," a
a corporate-based program designed to reward profit centers for outstanding pro-
ductivity performance. It is designed as a "turn-key" program, in which the
corporate office provides all the awards, materials, and encouragement needed
to kick off a given profit center program. It is, however, up to the individual op-
erating unit to develop its own criteria for measuring the results of the program
and its own approach to increasing productivity. This self-determination is in
keeping with our decentralized management structure and is absolutely essen-
tial in order to get our diversified operations to climb aboard the productivity
bandwagon.

In terms of structure, we have encouraged the designation of "productivity
coordinators" at the operating unit and divisional levels. The coordinator is
generally the vice president of manufacturing, and is the key to the effectiveness
of a given program.

As I stated at the outset, we saved over $7 million last year as the result of
the above program, which dropped directly to our bottom line. And that result,
I might add, was in spite of the fact that only a small fraction of our operations
were fully participating in the program. We are expecting a $15 million savings
in fiscal 1982, as an anticipated one-fourth of our operations will be on-line. Our
savings should double again in fiscal 1983, as more than half the profit centers
are expected to be involved in the program by then.

I would like to give you an idea of the diversity of productivity programs al-
ready reaping benefits at our profit centers. These are only a few of the several
dozen that we have on file, but they will serve as a sampling of the variety of
techniques that can be employed to achieve productivity improvement.

At E. R. Moore, a specialty clothing manufacturer in Niles, Illinois, produc-
tivity was improved 28 percent and over $200,000 saved through a nine-step pro-
gram. This included the development of a new inventory control system, con-
solidation of its shipping and distribution operations, and modifications in itsT-shirt, gym wear and fashion dress production lines.

At our Royal Crown bottling plant in Los Angeles, production per shift is up300 percent, from 3,500 cases to 10.000 cases. The reason was a slight modifica-
tion in its two liter bottling line. According to our divisional management, RC-LA
now has the fastest two liter bottling line in the United States.

At Delmar-Liken Home Furnishings in Westminster, Calif., production of itswoven wood and aluminum blinds is up 30 percent, due to cutting non-productive
time on the manufacturing lines. In addition, the company is educating its em-ployees about productivity and encouraging suggestions and increased contactbetween workers and line management.

Rahway, New Jersey-based Dri-Print Foils save over $420,000 despite risingraw materials costs, through the introduction of a short interval scheduling sys-tem. Labor costs were reduced 42 percent, with no decline in output or productquality.
Fisher Nut, in St. Paul, Minnesota, by moving to lighter, less costly tin con-tainers for its nut products, saved over $130,000, while making a stronger, safercontainer in the process. It saved another $275,000 by going to a different con-figuration for its glass jars.
Charmglow in Bristol, Wisconsin, increased productivity 40 percent by modi-fying the packaging for its line of barbeque grills, as well as changing the mannerin which it paints the grill parts.
There are many other strong Beatrice productivity stories. But I would liketo show you one in detail on videotape. It involves La Choy of Archibold, Ohio,
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and how it recently increased its production of oriental foods from 12 cases to 14
cases per employee hour. In particular, the tape shows how employee enthusiasm
and participation at the shop floor level can make a big difference.

To sum up, we believe our productivity program works. In fact, based on our
initial budget of $1 million, our return on investment has been 7 to 1 for the first
full year. In addition, we have achieved these results by only adding one person
to our staff-Michael Bremer, our corporate productivity coordinator.

More importantly, our ability to achieve measurable productivity improvement
has reaffirmed senior management's commitment to the program and has given
us the basis to push for our ultimate goal-to integrate productivity improve-
ment into our basic business plan at all levels of the company. In other words,
this would make measurable improvement as important as other key financial
objectives, such as return on investment, earnings, sales, and so on.

Management support of the program is underscored by the fact that produc-
tivity improvement is one of the key strategies cited for meeting the financial
objectives recently stated by the company in our 1981 annual report.

This is just the story of one company's efforts in this area. Meaningful im-
provement for the nation as a whole will only come with the widespread, whole-
hearted support of American business in general. Based on our experience, to be
effective, a productivity program must have the endorsement of top management;
it must be provided with the financial resources to succeed; it must foster the
enthusiasm of line management; it must encourage all levels of the organization
to do something-not just management; and it must be measurable. In addition,
the program must be guided by patient hands. It took two years for our program
to bear fruit, and we estimate it will be another two or three years before spe-
cific productivity goals are integrated into Beatrice's business plan. We feel we
have been successful in meeting all of these conditions, and we are thankful
that we could share our experience with the committee today. Thank you.

Representative REUSS. Congressman Richmond.
Representative RICHmOND. Thank you very much, Mr. Chairman.
I found the testimony of all four of you gentlemen fascinating.

I want to thank you for coming and congratulate you on your obvious
interest in bringing American industry back where it belongs.

I recently spent 11 days in Japan myself and was suitably amazed
at the robots, the plant layout, the high level of equipment, the clean-
liness. But the productivity, I think-we ought to realize produc-
tivity only comes from morale, equipment, cleanliness, high quality
standards.

I walked into a Toyota plant. The plant was 7 acres, a 300,000-
square-foot plant. It was one of their engine block factories, and, I
found some equipment that I designed myself when I'd been with
the Baker Bros., who made transfer machines-but the whole factory
had only 170 workers. It told you that it is not the Japanese produc-
tivity that's getting the Japanese ahead, it is the Japanese savings,
which are converted into Japanese investments, which are converted
into the best equipment money can buy: the Japanese colleges, which
produce excellent engineers, and excellent design people, who lay out
factories beautifully.

We walked actually blocks and blocks and blocks in this factory and
saw absolutely no workers at all, as you can well imagine, if 170
workers-distributed in a 300,000-square-foot factory-how few
workers you see.

I came back with the idea that Toyota is obviously ahead of us
because they built new factories when we still used our old factories.

There is an element of cleanliness and dignity about the place, which
I found fascinating. Mainly, they have got great technical expertise
on laying down their lines on their design and their engineering and
their equipment.



I find in my own factories that, if you give your workers that same
quality of life, you also get productivity, good productivity.

What bothers me is that, sure, the Japanese have productivity, we
also know that they have 100 percent literacy. We also know one of
the greatest problems we have on productivity in the Armed Forces
is the lack of literacy. That is something that has been bothering me
terribly. Many of the accidents that have been occurring are mainly
because-our workers, who are supposed to maintain equipment,
literally cannot read the directions.

What are you gentlemen doing in your own factories about remedia-
tion? When you get a factory worker in, do you do anything? Do you
provide them with after-hours classes? Do you provide them with some
opportunities to learn to read better, write better, and figure better?
Does that enter into any of your programs?

Mr. MURRIN. We can all respond. Let me start, please, to your very
insightful question.

A key component of the new "Productivity Center" that I mentioned
in my earlier comments relates to the establishment of a major train-
ing capability that we, frankly, did not have before. Training is be-
coming a way of life throughout the corporation and is taking many,
many forms. Let me just cite two extremes.

I and 24 of my senior colleagues this week are finishing 4 intensive
weeks of what I daringly call an executive refresher course at our
local leading university, Carnegie-Mellon, to update us as to the cur-
rent realities, not only in technology and finance, but in politics and
sociology. So, we are doing this to ourselves in the top management
area.

That is permeating throughout our organization, down to, for exam-
ple, providing our on-the-factory-floor electronics assembly personnel
with the latest in audio-video self-training capabilities, where I am
embarrassed to say, for the first time; we are telling them, as has been
reported here, what many of our components and materials actually
cost, what our scrap rates and wastage rates are, and what improved
techniques can be used to get the quality and the productivity up.

And we are delighted to find virtually universal positive responses.
Representative RICHMOND. What I really want to know is, when you

find employees who don't master the three R's, are you trying to do-
do any of the companies represented here offer after-hours study
classes, where you do help people to learn to read?

Mr. MURRIN. We are doing some of that, particularly in our larger
operations, particularly at Baltimore, for example; yes, sir.

Representative RiCHmoND. Fine.
I think you are all familiar with the recent Gallup poll, which

showed that people do not change their jobs for money. I was always
under the impression that the No. 1 reason for people changing their
jobs was monetary.

It turns out that people do not change-their first reason for chang-
ing their job is expected satisfaction. People leave their jobs not be-
cause of money, but because they are not satisfied with their job, they
are not satisfied with their working conditions or with the quality of
product they manufacture. They are not satisfied with their supervi-
sion. They do not leave because of money.



That was a very interesting Gallup poll. Probably you all saw it. It
ought to tell us something. It is not only money we have to give our
employees, but all of these other things we have been discussing here
today.

Mr. Grayson, you chair one of the most distinguished organizations
of its kind in the world. What are you doing to help the Pentagon
change its sets of priorities? We hear these horror stories day after
day.

I had Congresswoman Patricia Schroeder on my TV show last week.
Much to my amazement, she told me that the instruction manual for
an F-15 plane, which has to be most complicated plane in the world, is
a cartoon book. And now I find that the star of the cartoon book is a
very, very attractive young lady, who, in these little circles, reads out
the instructions on how to maintain an F-15 plane.

Doesn't that sort of scare you, Mr. Grayson ?
Mr. GRAYSON. Yes. I would have to see the drawing first; it might be

attractive.
But seriously, we have not done any direct work with the Defense

Department. I am concerned, particularly with the rapid buildup that
the Nation is planning, in its defense capability, that we should have
productivity tests to determine whether or not these dollars are going
to give us the defense that we want and whether the employees and the
contractors in the defense industry are looking at productivity as one
of the hallmarks of capability to produce and produce efficiency.

Your direct question, we have not yet worked with the Defense De-
partment and we would like to do that.

Representative RICHMOND. Wouldn't you agree that productivity
really means literacy, quality of life, living condition, morale? Aren't
those four items really what we are talking about?

Mr. GRAYSON. No question that those are extremely important. I
would only add investment to that list. You need assets to do-

Representative RicHmoNo. In terms of the armed services, there is
no limit to the investment. Under this administration, they have a
blank check.

I am wondering, with this blank check, the highest peacetime budget
in the history of the world, if we don't get to these basics, like literacy,
like morale, like quality of life, how are we ever going to expect to use
that wonderful equipment that Westinghouse makes for us to use?

Mr. GRAYSON. No question, human capital has to go along with the
physical capital, or it will be inefficiently used or not used at all.

Representative RICHMOND. With your prestigious organization, if
you could work with the Pentagon, it would certainly be helpful.

Mr. GRAYSON. We would appreciate the opportunity.
Representative RiCHMOND. Mr. Olson, I heard recently that Beatrice

invented a new small gadget for a fluorescent light which saves an
enormous amount of electricity. Can you tell us about that? I hear it
is a remarkable invention.

Mr. OLSON. It is from a small venture capital organization that we
own in California, called ETECK. They manufacture-they developed
an energy-efficient ballast for fluorescent lights that reportedly saves
up to 40 percent of the energy of a fluorescent light.

Representative RiCHMOND. Are the electric light companies going to
allow it to be used?



Mr. OLSON. We are hopeful. As a matter of fact, we are trying to put
some pressure on lobbying for legislation which would require it in
Government buildings.

Representative Ricunown. And it saves that much electricity.
You are certainly to be congratulated.
Mr. OLsON. Thank you.
Representative RICHMOND. I have known your company since it

started in Omaha, Nebr.
Mr. OLSON. That's a long time ago.
Representative RicHmoND. Thank you, Mr. Chairman.
Representative REuss. Thank you.
The discussion of robots is interesting, because that represents a new

dimension of capital equipment.
Let me explore wit you the philosophical implications of that,

which are the same as the philosophical implications of capital, what-
ever, which goes back to the industrial revolution. And the fear has
always been that machines will replace people.

But so far, fortunately for us all, there tends to be enough new jobs
created in the making of the machines and then a spinoff effect on the
result of the product that is made with the machines. So that instead
of fewer jobs, there are more jobs.

However, at every stage of technological progress, I suppose the
same old question has to be asked: Wouldn't it be true, however-
although one never wants to lull themselves into a false sense of secur-
ity, wouldn't it be true that since most of the steps taken to save energy
that we will all have to take will be labor-intensive steps, hence using
more labor-and in view of the further fact, as testified before this
committee, that high-technology industries, which are the thing that
many say we are going to have to be doing a larger proportion of in
this country, tends surprisingly to be labor intensive-my question
then is, don't these two factors suggest that not only is it a good time
to get into greater productivity via a mix which includes enhanced
capital investment in plant and equipment, but that the chances are
reasonably good that, because of the demand for human labor, these
two other things-energy shortages and high-technology emphasis-
we are going to-if we run things right, we are going to be well able to
use all of the labor that is released by the new robots and other new
pieces of captial equipment?

Mr. GRAYSON. If I might respond to that, I agree thoroughly. I
think this is the intent of Mr. Richmond's question, also, that the
human capital is equally or perhaps even more important if you had
to weigh them on a scale. No question that physical investment is
important.

Without the people motivation, training, or working with their
managers, you will not get the kick out of the investment that you
encourage by tax changes or spending, of whatever kind.

So, this is what I pointed out in my prepared statement, while I am
in favor of the direction of the tax changes, I think we have to do
more than just encourage the quantity or volume of investment. And
if you look at other nations, particularly Britain, and look at her
volume of investment and her productivity, you will not see the volume
drop very much.



What you will see is the volume staying about the same, but the
productivity going down, which is another way to say that you have
to have the systems of employees to be able to use the investment in the
technological change, or you will not get the kick out of the technology
and the physical structures.

So, the opportunity or the push that the energy costs have given
us for more labor and the numbers of people entering the work force,
the high technology, spinning off labor, give us opportunity, but also
creates demands on people utilization.

Representative REuss. I will put that very fundamental question
to the industry members of the panel.

Would you agree with what Mr. Grayson has just said, that pro-
ductivity is a many-sided thing? And that while productive invest-
ment is a very important element in productivity, so are management
practices, employee involvement, labor-management cooperation, re-
search and development, regulatory reform, proper fiscal and mone-
tary policies, proper foreign economic and trade policies? Probably
some other things, too, but that is enough for starters.

You have mainly, today, talked about plant-level, labor-manage-
ment cooperation, which is an important element. Would you agree
that all of the elements I have mentioned need to be in a proper produc-
tivity-enhancing package?

Mr. OLSON. Let me respond to that, Mr. Chairman.
Our organization is a very diverse organization, with a number of

types of industries that we are in. We encourage our general managers
to look at all aspects of productivity, not only the labor aspect, but in
the less labor-intensive companies that are more capital intensive. We
encourage them to look at ways of getting more out of their capital
assets, and we also encourage our companies, such as La Choy, to look
at how they can get more yield out of their products, to look at the
material side of productivity.

In addition, there are those many other factors that you have men-
tioned that have a direct impact on productivity.

Another one of our major focuses currently is to expand the export
markets, and we need your help in that area.

Mr. RENIER. I have several comments on what was said. I hope they
are helpful. I certainly agree with the human side of this thing, the
exploitation of the human asset. That was the thesis of my remarks to
begin with.

I think, in terms of looking at various companies in this country, you
have got to look at those that are more people intensive and more capi-
tal intensive. And it is very dangerous to put them all in one category.

For example, Honeywell has about 100,000 people. And Exxon
advertises that it does, too, but they have 10 times the sales of Honey-
well. They have, in terms of sales per employee, something that I
doubt whether we will ever achieve, simply because of the nature of
the business.

Another firm, for example, is Internorth in Omaha, that you men-
tioned-which has roughly the same sales of Honeywell, but one-tenth
the number of people. This is a very complex kind of a thing in terms
of comparing companies and people-intensive companies with capital-
intensive companies.



I think the basic principles you stated are correct, in comparing our-
selves to the Japanese, with regard to robots. And I am sure my com-
patriot from Westinghouse probably feels the same way.

I don't think, technologically, coming up with a robot-just about
any type we would like to develop-is a difficult problem. I think we'd
better decide we want to do it, go ahead and do it, decide there is a
reason for doing it.

On the other hand, doing the people thing is very tough for us, much
harder-as far as the Defense Department is concerned.

Although much of your concern, as I understand, Congressman
Richmond, on the other hand, if we take the F-16 and we take
AWACS, and we take many of the complex systems, I think they are
leading the world in the technology associated with the development of
the automated means to do maintenance, to train, to do all of that sort
of thing. And indeed, in many instances-

Representative RicintOND. Excuse me for interrupting. I agree that
AWACS and the F-16 are the most advanced planes in the world, but
the problem is, as you may know, the maintenance staffs at our various
bases are not qualified to maintain those planes. The reason they are
not qualified is we have such a high turnover in the military, such low
morale, such a poor quality of life for them and their families, and a
great deal of illiteracy.

I just wonder, with all of the combined brains here, the combined
brains of American industry, why some of us cannot work a little
closer with the Pentagon to let them understand that good business is
the only way you can run the Army, also. And you must have literacy,
you must have training.

Mr. RENIER. Right, I agree. I just find them doing a lot in their area.
They are trying very hard to deal with this problem is all I am saying.

I have observed this at the Navy and the Army training agencies my-
self, personally. Given what they have got to work with, they really
bust their backs to do that.

I'm not here to defend them. I am only saying that you are right in
terms of the three R's, and that is important. I have to, however, com-
pliment them on where they are spending their R. & D. money right
now, to sort of help solve this problem. I think in that regard they
have been a valuable asset.

Mr. MmuN. If I may comment, Mr. Chairman, first on a micro-
basis, looking at ourselves at Westinghouse, and then a few moments
on something of an overview.

Three principal thrusts of our productivity program involve people,
quality, and technology. Much of what I could say here would be re-
dundant, except to observe that when we started the effort we did not
appreciate th( extraordinary potential that can be derived from doing
a much better job in the quality area, literally doing it right the first
time.

As trite as it may sound, I am convinced that when the Japanese ob-
served the banners in our factories 20 years ago which said "Do it
right the first time," they apparently assumed that we meant that
literally, and they have literally gone back and figured out how to do
it right the first time.



And I further assert that most of their productivity gains derive
froim the magnificent job they have done in the quality area.

In any case, people, quality, and technology are the three principal
thrusts of our efforts, and I think they are fully compatible and sup-
portive of the points you were making.

On a somewhat more macrobasis, I would like to respectfully sug-
gest that we must obviously do better in business, but we cannot do this
alone. We need a great deal of help from labor. And in our corpora-
tion, happily, this seems to be forthcoming, partly because we have
been sponsoring trips of a large number of our labor leaders to Japan,
so they, too, can see firsthand what our competition is; and it has a
tremendouo impact on them.

We have already talked about academe. I think the problem that
Mr. Richmond is addressing so aptly is one of the most insidious and
worrisome ones our Nation is faced with. You can buy a robot and
install it in 6 months, but we cannot redo, I am afraid, our educational
system and our value judgments in that regard that quickly. It will
take years. It is a frightful predicament we are in.

Let me comment, respectfully, on Government, and be very candid
with you, if I may.

I share the enthusiasm of your enlightened committee and Mr.
Grayson's earlier observations that we are beginning to wake up and
get out of bed. But I feel a great need for additional leadership by our
Nation's leaders, such as you represent, in this regard.

Let me just take one dimension of our competitive situation, vis-a-
vis the Japanese, that concerns me greatly.

MITI has been sponsoring, for about a decade, a series of coopera-
tive technology development projects. One of the latest of these is
called flexible manufacturing systems. It involves about 20 handpicked
Japanese companies who, in turn, have assigned 500 full-time engi-
neers to work on a new flexible manufacturing system.

And with your background, Congressman Richmond, you would
particularly appreciate this, as a classic Detroit transfer line with an
economic quantity of one. That is, you can run one different style of
item at a tinu-. and achieve all of the economies of scale and quality
that earlior derived only from running hundreds of thousands.

The implications of this, if successful-and we are tracking it close-
ly, and it looks like it will be successful-are profound. They will
litei ally obsolete most of the job shop operations in our country if
they pull it off and we don't.

In my view, we need something like that in the United States. We
need our Government to take a lead role in that particular sort of ef-
fort. If we were to embark cooperatively on this table in such effort,
frankly, we would find ourselves in great difficulty with the law and
regulations. In fact, we might even be classified as criminals. So, we
are at the other end of the situation in terms of Government-sponsored,
truly cooperative developments.

I, also, do not think that DOD needs much defense from any of us,
but let me share with you that, in our judgment, the most meaningful
efforts by far that are carried on by any Federal Government agency
in this particular regard are headed by the Department of Defense, in
particular the Air Force.



And most. particularly here, I am talking about their manufacturing
technology programs. Despite their shortcomings, they are, at least in
my judgment, very farsighted and very enlightened, and are taking
some initiatives that really ought to permeate more of the Federal
Government.

Thank vou very much.
Represenitative REUSs. Gentlemen, you have made a great contribu-

tion to our deliberations. We are delighted you came, and we con-
gratulate Westinghouse, Honeywell, and Beatrice for what they are
doing.

Mr. MURRIN. Mr. Renier, Mr. Olson, we compliment you for taking
the leadership you have.

And of course, to our old friend, Jack Grayson, many thanks for
bringing this team together.

I have one final question: How did you break your toe?
Mr. GRAYSON. I wish I had a more dramatic or more interesting way,

but I dropped a sack of groceries on it. [Laughter.] I hope it is not
getting out of bed that breaks your toe.

Representative RICHMOND. One comment. I agree, under the present
antitrust laws, you would have trouble making 20 American corpora-
tions work together on some new method of manufacturing, but
couldn't it be done through Mr. Grayson's organization legally ?

Mr. MUtRRIN. There are some opportunities. We have discussed this
sort of concept, and I think with encouragement, and perhaps even
a more liberal-if that is the proper term-definition of our existing
rules and regulations, we may have those possibilities; yes, sir. We
certainly want to pursue them, and we certainly need your guidance
and help.

Representative RICHMOND. What I am say, Mr. Chairman, is that
this whole concept of manufacturing 12 or 14 spare parts at a low
cost actually is so revolutionary that it seems to me that perhaps a
group of American companies could finance Mr. Grayson's operation
in studying this. It is one of the biggest problems in American
industry.

Representative REUSS. What's the hitch with their doing that?
Antitrust?

Representative RICHMOND. I don't think Mr. Grayson would have
an antitrust problem.

Mr. GRAYSON. We would not, as a center. But if the corporations
engaged in common pool activity, even under our direction, we would
have to be in conformity with the antitrust implications of their doing
that, even though it was done under the auspices of the American
Productivity Center.

If there is any center that can do that in the private sector, I would
think that we have the opportunity to be able to do that, because we
do not have an alined role with either labor or any particular business.

I think that it is an investigation that we would like to pursue.
I appreciate the suggestion.

It is the most revolutionary concept I have heard in days.
Mr. GRAYSON. It is tremendous, frightening, and an opportunity.
Mr. MuiniN. They are sufficiently confident, Congressman Rich-

mond, of its success that they openly commit to having the equipment
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operational at the 1984 Tokyo Machine Tool Show and available at
that time for purchase.

And from our observations of what they are doing, they are going
to have it operating in their own plants in a year or two from now.

Representative REUss. Thank you very much, gentlemen.
We now stand in recess.
[Whereupon, at 3:32 p.m., the committee recessed, to reconvene at

10 a.m., Tuesday, June 5, 1981.]
[The following information was subsequently supplied for the

record.]
STATEMENT OF MOTOROLA, INC.

Motorola is a diversified manufacturer of electronic equipment supplied pri-
marily to industry and government in virtually every country in the free world.
Our products include: semiconductors; personal, portable, mobile and fixed
station communication equipment; a variety of electronic equipment for the
automotive industry; data communication products used to interconnect com-
puters via telephone lines or radio relay links; and a variety of products for
aerospace and military applications, and commercial radar products.

We employ approximately 70,000 people worldwide. Our major U.S. manu-
facturing facilities are located in Arizona, Illinois, Texas, Florida, New York,
Alabama, Iowa, and Massachusetts. We also have manufacturing facilities in
the major foreign markets we serve including, England, West Germany, France,
Israel and Japan.

Motorola agrees with the conclusion that has been drawn by several uni-
versity studies that the major contributors to productivity improvement are
people, capital, and technology. The peqple portion comes from better educated,
more highly skilled and better motivated employees. The capital portion comes
through providing the most efficient machines, tools and facilities that multi-
ply the output of each employee. The technology portion comes through research
and development to find new materials, processes, product designs and methods
to reduce the number of mnnhours required to produce a product. Motorola
is aggressively pursuing all three of these avenues. In addition, we place special
emphasis on the quality of our products and services. The classical definition
of productivity is output per manhour. We firmly believe that a high quality
product or service is a greater output than a poor quality product or service.

In addition, by building a quality product, we avoid the wasted manhours
required to repair faulty products and eliminate the manhours of labor that
wind up in the scrap barrel in many factories. We are particularly proud of
our corporate-wide program associated with the people-related dimension of
productivity improvement. This is our "Participative Management Program"
or, for brevity, "PMP," introduced more than ten years ago. In our factories,
we identify people associated with a particular product and pull them together
in a PMP team. A basic premise of PMP is that all of our employees have a
mental capacity that is not being properly utilized if the individual sits or
stands at his or her work station performing repetitive tasks.

Through Participative Management all employees are involved in determining
the most efficient and cost effective way to build a quality product. With par-
ticipation comes an enhanced feeling of pride in a job well done and enthusiasm
for further improvement.

For each team, standards are developed relative to costs, inventory levels.
quality, productivity, and timely delivery to the customer. A formula has been
developed to translate into dollars the value of exceeding those standnrds or
goals. Those savings are shared by the company and the PMP team. The team
members receive a monthly bonus check proportional to the savings the team
achieved during the month divided among participants proportional to the base
pay of the individual team members. The formula allows a bonus that can reach
40 percent of the ePnnlove0's bn y nv.

At the present time, approximately 10,000 of our 70.000 employees are par-
ti-inating In PMP. The program is being expanded with a goal of having all
eligible emoloyees participating by January 1. 1983.

The results of our emphasis on productivity improvement and cost reduction
through skilled people, technology and capital investment is clearly evident in
our Semiconductor Products Group.
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Over the last 10 years, we have progressed from producing individual transis-
tors to producing integrated circuits that combine the function of as many as
100,000 individual transistors on a single chip of silicon smaller than a child's
fingernail. With integrated circuits, the number of transistor junctions that can
be produced per manhour has probably increased one thousand fold. There are
many applications where integrated circuits are not yet practical and individ-
ual transistors must be used. We are now capable of producing 10 times as
many of some types of transistors per manhour compared to what we were able
to do 10 years ago. These spectacular increases obviously place the semicon-
ductor industry at or near the top of the list for productivity improvement.
Since semiconductors are the heart of all electronic gear, these productivity
improvements are reflected in all electronic products.

We are also proud that by driving the cost of semiconductors down, we have
made possible many affordable productivity improving types of electronic
equipment. The computer is a primary example of an electronic device that can
do things in a matter of seconds that would take hundreds of manhours to do.
Numerically or computer controlled metal working machinery is in use through-
out industry. These machines can often do a job 10 or 20 times faster than if a
man were turning the hand wheels to the exacting positions required to make a
precision part.

Two-way radio reduces inefficiency in our transportation and service indus-
tries. Electronic engine controls on automobiles and commercial vehicles reduce
fuel consumption. Electronic switching and computer generated voice messages
eliminate the need for telephone operators. Electronic controls are being built
into farm machinery to maximize the number of acres a man and machine can
till or harvest in a day. These are just a few of the ways that electronics can
contribute to productivity improvement. We are confident that this trend will
continue and may even accelerate in the next 10 years.

The spectacular improvement in productivity in the semiconductor industry
has not been easy or inexpensive. As an example, we used to start the semi-
conductor manufacturing process with a two-inch disc or wafer of silicon.
Various layers of materials were photographically printed on this disc in
precise patterns to create several hundred transistors. The disc was then sawed
into several hundred small squares with each of those small squares having
been printed with all of the various materials and patterns necessary for it to
function as a transistor. We have over the years, developed ways to grow and
process larger discs of silicon.

We are now capable of processing a five-inch disc which yields about 10 times
as many semiconductor devices as a two-inch disc. However, there is a major
capital cost associated with this productivity improvement. A two-inch disc that
would be converted into transistors could be processed with a $10,000 photo-
graphic printing machine. A five-inch disc that is to be processed into Integrated
circuits requires the use of a $500,000 ultra precision projection aligner.

Semiconductor devices of 10 years ago could be tested with a $2,000 transistor
tester. Most complex integrated circuits require the use of a computer controlled
tester costing $750,000.

The productivity improvement in semiconductors has required heavy invest-
ment in both research and capital equipment. There is another problem in indus-
tries where the technology changes very rapidly. That is the technological
change can obsolete present production equipment very rapidly because the new
technology may require new and different equipment.

Our Semiconductor Group has been very fortunate that, in spite of several ups
and downs in profitability, on average, we have earned a reasonable profit.
Unfortunately, the after tax profit is far from being sufficient to pay for the
capital investments required to improve productivity and keep pace with rapidly
changing technology.

We believe that modification of the tax laws to allow faster depreciation can
contribute to productivity improvement, particularly in industries like ours
where rapidly changing technology can make a piece of equipment technologically
obsolete long before it is physically obsolete.

We also support the proposal that a tax credit be granted for increased
expenditure on research and development. Studies have indicated that more
than half of the productivity improvement that has been achieved in manufac-
turing and agriculture has resulted from new technology.

There is an anomaly in the current tax laws that is a disincentive for multi-
national companies to make R&D investments in the United States. An invest-
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ment in R&D results in increased royalties, sales, etc. that are subject to U.S.
tax. A major portion of this additional income will be from foreign sources.
The current tax regulations require a U.S. company to allocate a portion of its
domestically incurred R&D expenses to its foreign source income for purposes
of computing the limitation on the foreign tax credit in their U.S. corporate
income tax return.

The allocation of the U.S.-incurred R&D expenses to the foreign source
income results in a reduction of the allowable foreign tax credit. The net result
is that foreign earnings of a U.S. company could be taxed at a greater rate than
its foreign competitors which are often provided tax incentives for R&D
expenditures.

The original intent of the foreign tax credit provision in the U.S. tax code is
to eliminate double taxation of foreign source earnings. The required allocation
of R&D expenses defeats this goal. Thus, many U.S. companies cannot be com-
petitive with foreign manufacturers unless they remove their technology employ-
ment and R&D investment from the U.S. The U.S. tax laws should encourage
domestic investment in technology. Other countries have recognized the impor-
tance and benefits which result from the home country investment in R&D.
The regulations requiring allocation of the R&D expenses to foreign source
income should be revoked and new regulations adopted which would further
encourage domestic R&D investment.

Impediments to improved productivity are more pronounced in the
government-contracting sector than in the private sector. We cite the prolifera-
tion of government procurement regulations, an oftentimes adversary relation-
ship between government and industry, and the use of the government contract
as a vehicle for a myriad of social reform programs as factors which are unique
to the government contracting sector and which are additive to those inhibitors
to productivity plaguing the private sector. As you know, the Congress has
recognized the need to make improvements in certain government contracting
processes. Public law 96-83, amending the Office of Federal Procurement Policy
(OFPP) Act, charters the Office of Federal Procurement Policy to devise legis-
lative proposals to improve the efficiency of the procurement process and for
other objectives. These proposals are slated to be presented to Congress by
October of this year.

We would advocate that major emphasis be placed not only on the efficiency
of the government procurement process itself, but upon eliminating inhibitors
to industrial efficiency in government procurement which tend to raise prices
of those goods and services which are procured. Two principal inhibitors we
see are:

Inadequate return on investment principally for negotiated government con-
tracts due to inadequate profit and cost recovery regulations. Inadequate incre-
mental return on investment leads to insufficient levels of investment, lower
productivity and higher costs.

Difficulties in fitting commercially successful employee incentive bonus pay-
ment programs to the government contracting environment.

We believe these two factors. adequate investment levels and sharing the
rewards of production efficiency between workers and companies, are necessary
concomitants to any overall effort to affect efficiencies in government procure-
ment. In this brief presentation we cannot expand in any detail on these matters
other than to state one basic principle which we believe should guide policy
in this matter-what ever is done to improve the climate for productivity in the
commercial sector in terms of investment or in other ways should apply equally
and be implementable within both the commercial and government procurement
sectors. Government procurement laws and regulations inhibit both investment
and efficiency in this sector. It is time for a more enlightened policy in thenational interest. It would now be appropriate for the Congress to assign
responsibility for policy study and recommendations in this area to either
OFPP or to the Department of Defense as the largest and most influential
procuring agency. This assignment would complement the work in which these
agencies are already engaged to improve government procurement. We would
anticipate that such a process would involve participation from the public.and industry. Our company would plan to participate actively.



BUSINESS MANAGEMENT PRACTICES AND THE
PRODUCTIVITY OF THE AMERICAN ECONOMY

FRIDAY, JUNE 5, 1981

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10:40 a.m., in room 2154,

Rayburn House Office Building, Hon. Henry S. Reuss (chairman of
the committee) presiding.

Present: Representative Reuss.
Also present: James K. Galbraith, executive director; William R.

Buechner, Mary E. Eccles, Mark R. Policinski, and William Keyes,
professional staff members.

Representative REUSS. Good morning. We will begin by hearing
from Don Ephlin, vice president of United Auto Workers of America,
and he will talk to us about labor management relations and their
impact on productivity. Mr. Ephlin.

STATEMENT OF DONALD F. EPHLIN, VICE PRESIDENT, INTERNA-
TIONAL UNION, UNITED AUTOMOBILE, AEROSPACE, AND AGRI-

CULTURAL IMPLEMENT WORKERS OF AMERICA (UAW), DETROIT,
MICH.

Mr. EPHLIN. Good morning, Mr. Chairman. We have submitted a
lengthy prepared statement about cooperative management/labor
efforts, and rather than read it all I will summarize it, if I might.

Representative REUsS. Your prepared statement, for which we are
grateful, will be printed in full in the record. You can proceed in any
way that is comfortable for you.

Mr. EPHLIN. We have had a number of joint labor/management
committee efforts in the auto industry going on for a number of years
in General Motors under the title of "quality of worklife programs";
with Ford Motor Co. we call it "employee involvement," which is
much the same program; and the success of these programs has con-
tributed greatly to productivity in the broadest sense by improving
the quality of the product by reducing waste and scrap.

They have had good impact on absenteeism, turnover, and the like,
and in many ways have contributed to more efficient operation of the
plants. We are, of course, concerned with our competition position,
vis-a-vis the Japanese, particularly, and a week from now I will be
leading a team of autoworkers from Ford plants, along with Ford
management. We are going to Japan to get a firsthand look at what
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they are doing so that our local union leaders will be able to come
back and talk to other union people about what they have seen. We
really don't think that they are doing anything that we can't do, even
better than they are.

Our industry has made some progress in this direction, but I feel
there is a lot more to be done. Business schools are now starting to talk
about joint management/labor efforts for the first time, really, and I
think that is an encouraging sign. Many other unions are now picking
up on these programs and many other industries.

I spend a great deal of my time speaking to many different groups,
as is pointed out in my prepared statement. These groups are as varied
as the Bell System management to the union that represents the air-
line flight attendants, and these joint labor/management efforts are
working very well in all types of situations.

We think there is progress that has been made, but a lot remains to
be done. Future negotiations, I think, will require us as labor and
management to explore greater and greater roles for workers to play
in the operation of the companies with whom we deal. We will not do
it in the European style through legislation necessarily, but we think
through collective bargaining that we can achieve many of the same
goals, and they will be uppermost in our agenda for the next negotia-
tions.

Last, I would say that the thing that we will be looking at in Japan,
among other things as you mentioned a few moments ago, the benevol-
ence of the employers. If we are going to really try to get workers in-
volved in improving productivity, we have to find a way of guarantee-
ing them jobs so that they are not improving productivity at the ex-
pense of losing their own job. Unfortunately that is the system at the
moment. So providing job security and job guarantees is also a very
important goal for us.

Thank you.
[The prepared statement of Mr. Ephlin follows:]

PREPARED STATEMENT OF DONALD F. EPHLIN

It is a pleasure to appear before the Committee on behalf of the UAW's 1.3
million workers to present our views on labor-management cooperation as it
affects productivity changes.

We in the UAW are well aware of the importance of healthy productivity
growth. The superior productivity performance of our members in the auto in-
dustry, and their rank-and-file solidarity, have enabled them to attain a decent
level of wage and benefits of which we are proud. In order for those levels to im-
prove further, we realize that continuing productivity growth must take place.
This, of course, extends to the rest of society: the economy's capacity to turn a
given amount and intensity of work into more and more output must expand if
workers are to enjoy higher purchasing power, better services, and more leisure.
Moreover, productivity is a major determinant of our ability to curb inflation
and to maintain international competitiveness.

Given a workforce of certain skills and education, productivity increases de-
pend overwhelmingly on changes in the amount of capital per worker, and on
the rate at which technological improvements are introduced. Productivity is also
enhanced by a more efficient organization of work, and by heightened quality.
This means that, at the corporation level. the responsibility for productivity
growth rests first and foremost with management: it is management who decides
on the amount and composition of investment, on the resources devoted to re-
search and development, and on the way the operations will be run. In this
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context, labor's contribution to productivity growth must be defined as coopera-
tion and involvement with management's initiatives-within the boundaries of
workers' interests. We are not interested in productivity growth, unless it is
eventually accompanied by better working conditions, and a more secure and
meaningful life.

The UAW has traditionally been supportive of technological innovations; in
fact, we can cite the "annual improvement factor" clause in our major contracts
with the auto companies as an example of long standing labor-management co-
operation to improve productivity. The paragraph reads as follows:

"The improvement factor (a 3-percent annual wage increase) provided herein
recognizes that a continuing improvement in the standard of living of employees
depends upon technological progress, better tools, methods, processes and equip-
ment, and a cooperative attitude on the part of all parties in such progress. It
further recognizes the principle that to produce more with the same amount
of human effort is a sound economic and social objective."

While we have pledged not to oppose the introduction of productivity-enhanc-
ing, labor-saving technology in the workplace, we have sought to protect UAW
members from unnecessary displacement and disruption, and loss of jobs. For
example, our major contracts call for preserving work functions within the
bargaining unit. Thus, instead of having work transferred away from them
when new methods or processes are adopted, our members must be trained in
the skills so that they can continue to perform the same work function. Addi-
tional provions call for the company to notify the Union representatives, as far
in advance as possible, of the introduction of new or advanced technology at
any location. This is to allow discussion about the assignment of work which
would usually be assigned to UAW members. Incidentally, these discussions, as
well as all others pertinent to new technology, are being routinely held in
sessions of the joint labor-management National Committees on Technological
Progress, first established in our 1979 pattern-setting negotiations.

Although these provisions on job security are a step forward, more needs to
be done. The auto industry is poised for rapid gains in productivity in the next
several years, while demand for motor vehicles is expected to lag behind the
pace of the past. Under those circumstances, continuing labor support of tech-
nological innovations will increasingly depend on tighter guarantees that those
innovations do not result in unwarranted unemployment. Ford Motor Company
President Don Petersen understands this well, as shown by his recent warning
that "those who make contributions to improved productivity must be assured
that they are not simply working themselves out of a job."

Aside from the annual improvement factor clause that I read earlier, the first
formal instances of cooperation between the UAW and the large auto companies
in matters affecting productivity came with the establishment of the committees
on the quality of working life, or QWL, in 1973. The parties agreed to some
general principles on the subject of "improving the quality of worklife," and
pledged to urge their respective local managements and local unions to cooperate
in these programs. The approach necessarily varies in each situation, since in
order to work, the program cannot be imposed from the top down but must be
cooperatively and voluntarily developed and implemented from the bottom up.

The first phase in setting up a program is to achieve and consolidate a
mutually respectful relationship between local union and management. The next
step is to set up pilot projects in which workers, on a volunteer basis, become
involved in problem-solving and participate in making decisions regarding the
workplace that had hitherto been denied them. By then, the parties generally
have learned to operate together more cooperatively, and can jointly analyze
conditions that trouble the workers and hence create the opportunity for workers
to help resolve them. Whatever is decided is by mutual desire and consent at the
local level. The company's central office and the International Union merely
advise and consult when called upon.

The concept of QWL committees has caught on at a number of plants: at
General Motors alone, there were approximately 50 to 60 QWL programs at one
stage or another of development in 1980. Many were still in the early stages-
an indication that QWL programs are not "instant utopias" but, rather, follow
definite lines or stages of development. Some positive findings detected in QWL
workplaces (which admittedly may not be attributed solely to the QWL pro-
gram) are:
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A more constructive collective bargaining relationship;
A more satisfied workforce;
Improved product quality; less scrap; fewer repairs;
A reduction in grievance-handling, as problems are more frequently re-

solved directly as they arise on the shop floor;
A reduction in absenteeism;
A reduction in labor turnover; and, probably as a corollary;
A reduction in the number of disciplinary layoffs and discharges.

Each and all of these results are desirable; they benefit workers and their
Union as well as management and they certainly contribute toward a more
productive operation. Above all, they also add up to one of the most funda-
mental objectives of unionism: the enhancement of human dignity and self-
fulfillment at work.

At Ford Motor Co., the issues of quality of worklife, quality of output, and
workers' attendance-all clearly related to productivity-are within the juris-
diction of the National Joint Committee on Employee Involvement (EI), re-
established and upgraded in mid-1980. Since that time, a major joint union-
company effort has been launched to foster the creation of local El committees,
based on the shared conviction that the El concept-similar to the QWL con-
cept-benefits workers and management through greater involvement by the
worker in identifying and solving problems related to his or her job. Worker
participation in El projects is also strictly voluntary; the projects may be
terminated by local management or the local union at any time; and elected
union people are involved in their development and implementation.

It is important to point out that neither El nor QWL replaces collective bar-
gaining or substitutes for the grievance procedure. They are thus intended to
work within the guidelines and protections afforded by the labor contract.

From the Union's viewpoint, greater involvement is pursued as a means to a
better environment at the workplace. From the product angle, the priority is to
achieve greater quality. Quality is closely related to productivity. A product that
must be brought back for repairs obviously uses up more manhours (and is thus
more costly) than if it were acceptable from the beginning. Moreover, a product
relatively low in quality will ultimately sell relatively less and bring in less
profit; lower investment and lagging productivity will not be far behind.

The question of deficient quality is usually publicized as if it stemmed mostly
from workers' poor habits rather than from management's errors and miscalcu-
lations. However, the massive recalls that have afflicted the American auto in-
dustry are surely not the responsibility of workers; nor is it their fault when
local management, as it has often happened, stresses the need to get out the
production at the expense of the product's excellence.

As head of the UAW Ford Department, I have called upon our members to
make the best contribution they can so that vehicles of the highest quality are
built. I am confident that the company is urging management at all levels to
do better as well. There are already tangible results from this cooperation.
According to Ford's Chairman Philip Caldwell, a 30-percent measurable quality
improvement has been achieved on the 1981 models compared with 1980. The
Popular MechaniC8 magazine poll of Ford's new Escort owners showed that
87 percent rated workmanship good or excellent-better than all other cars
reported, domestic or foreign. Chairman Caldwell, at the Ford stockholders'
meetings, acknowledged that:

"This outstanding progress is the result of hard work by all our employees
and everybody else in the Ford family . . . Our particular importance has been
our employee involvement program and the stimulating leadership by the UAW
in achieving its objectives. This program is intended to bring all our employees
into the process of improving quality, reducing waste, and providing, at the
same time, greater job satisfaction."

The issue of absenteeism has been hotly discussed between our Union and
management on many occasions. We have repeatedly pointed out that working
conditions under their control-such as excessive overtime-have triggered much
of the attendance problem. However, we have also concluded that there are
instances when people take time off when they are fully capable of being at
work. This makes life in the plant difficult for the overwhelming majority who
attends work regularly and undermines the union's ability to provide support
for those who are legitimately away from work. As part of the El program,
we are focusing on unwarranted absences in a constructive manner; we are
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encouraging local unions to approach this as we have other problems in the
past-Alcoholism Recovery programs are a good example. Cutting back on undue
absenteesism will have a positive affect on productivity-and it will enhance
workers' life at the plant.

Joint El programs are underway in a majority of Ford plants. The National
Joint Committee has made numerous visits to plants to hear reports from the
local committees on the progress they have made to date and to encourage even
greater activity on a local level. A number of qualified consultants have been
engaged to assist in these plant level activities.

In Detroit we now have an organization called the Michigan Quality of Work-
life Council which is sponsored and staffed by both union and management per-
sonnel. The Council serves to assist groups to start QWL programs--such groups
as Volkswagen, Allen Industries, Budd and several school district and city
governments.

I have had the opportunity to address numerous groups around the country,
both management and union, explaining the advantages of QWL and how such
programs work. These 'troups were as diverse as a Bell Systems management
group and the Airline Flight Attendants Union. The principles involved in QWL
can be used effectively in many different settings.

I am particularly encouraged by the interest in QWL shown by many pres-
tigious business schools as I Delieve fully effective participation by the unionized
hourly workforce will require a fundamental change in management style and
in the labor-manarement system. We can continue to function as adversaries
at the bargaining table, but it is essential that we not allow philosophical argu-
ments to interfere with the achievement of mutually advantageous goals such
as productivity improvement and the improvement of the quality of working life.

These days, when the subject of productivity crops up, the issue of Japanese
productivity is quick to follow. This is especially true when discussing the auto
industry. The usual arguments are that, in terms of productivity, the U.S.
industry lags bar behind its Japanese competition. The facts, however, are quite
different.

First, over the last two decades productivity in the American auto industry
has increased at an average of 3.4 percent per year. This substantial rate of
increase well outpaced the overall increase in productivity recorded by U.S.
manufacturing as a whole, and came on top of already-high absolute levels of
output per worker.

Second, those who argue that output per worker in the Japanese auto industry
far surpasses output per worker in the U.S. industry are wrong. The evidence
'sually cited in support of this erroneous conclusion is the simple comparison
of vehicles per person. There are obvious shortcomings with Inferences based
on such a comparison, because simplistic calculations of vehicles per head cor-
rect neither for mix differences nor for differences in vertical Integration. The
other "evidence" consists of process-by-process engineering studies which pur-
port to demonstrate the superior productivity of the Japanese auto industry,
but actually look 9t only small, unrepresentative slices of the industry in both
the United States and Japan.

UAW economists have compared the relevant productivity series for the United
States and Japanese auto industries provided by government agencies, and they
are convinced that the U.S. Industry maintains a lead over its Japanese com-
netition, although the gap in productivity has narrowed significantly in the
last several years. That is easy to explain: operating flat out and regularly
ardng sizable and predictable increments to capacity, the Japanese industry
achieved substantial gains in productivity in the recent past. In contrast, pro-
ductivity in the U.S. industry declined, as the two years of depression conditions
in the industry brought about low capacity utilization, which Invariably trans-
lates into stagnating or falling labor productivity in the short-term. There has
been an additional adverse impact on productivity caused by the auto companies
scramble to retool their plants over the last year and a half to produce a far
greater proportion of small cars in their output mix.

The Japanese experience is clearly worth studying; we hear glowing reports
about the efficient organization of supplies, the cleanliness of the shops, man-
agement's effective concern with product quality, etc. Indeed, I have agreed to
serve as co-chairman, along with Ford Vice President Peter Pestillo, the com-
pany's top Labor Relations person, of a delegation of Ford workers which will
visit Japan later this month. We will be observing labor relations and work
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practices in the Japanese auto industry: the extent to which employees are
involved in decision-making, the operating practices, workers' wages and bene-
fits as well as their job security, workers' involvement in product quality, and
other aspects of union and industry relations.

Much has been made of the Japanese harmonious labor relations systems
being the basis for their rapidly improving productivity. But at the moment,
my general impression is that, from the American workers' perspective, the
Japanese "model" is flawed on several counts. Japanese workers work many
more hours a year than their counterparts in the industrialized countries; heavy
overtime is a rule, virtually no vacation time is taken, and there are fewer
holidays. Japanese auto workers have not shired proportionately in the fruits
of their remarkable productivity performance. While their industry has been
enjoying unprecedented growth, their real wages have increased very little in
the last several years, helping to keep costs in Japan relatively low.

These costs, by the way, often appear lower than they really are, because
little attention has been given to the costs of lifetime employment, subsidized
housing, company-provided health and recreation facilities, etc. On the other
hand, these fringe benefits do represent advantages to the Japanese workers
which are quite unheard of in America.

We should not forget that the gains obtained by the labor movement sooner
or later spill over to the rest of society. For example, working people now, on
average, enjoy longer vacations than they did three decades ago. In this and
other matters, we-and most of the rest of the developed market economies-
should not be looking at reducing our standard of living to Japanese standards:
Japanese workers should be moving toward ours. Indeed, this is already hap-
pening in some areas; as reported extensively in the press, Japanese unions are
increasingly emphasizing reductions in work time.

It would be foolhardy to try grafting parts of one industrial relations system,
which fits into a particular historical. eeonomic. and cultural context, onto an-
other country's labor relations. On the other hand, even if that could be done,
we might want to keep our own traditions, principles, and goals instead.

Our economic system is such that decisions about what, how, and where to
produce are unilaterally made by corporations seeking only private gain. From
our perspective, one critical principle is that in this type of system it is absolutely
essential for workers to have a truly independent organization to speak on their
behalf. Thus, management must be advised that on issues of productivity growth
and product quality, as well as others, a continuing participative stance by the
Union requires that the companies be prepared to discuss new ways to meet
workers' needs and protect workers' interests.

In concluding, I want to note that my testimony has necessarily dealt with
just some of the factors of productivity growth. There are others; in particular,
the fiscal and monetary actions pursued by the Federal Government play a
fundamental role. Let me just add that healthy productivity increases are
characteristic of a growing, fully employed economy. That Is the model we
should be striving for.

Representative REUSs. Thank you. Just to start in on the point you
were last raising which is: When there is technical innovation, your
union and presumably other unions want to make sure that that does
not result in unwarranted unemployment. Although that is an entire-
ly understandable position, what kind of guarantees seem to you in
the public interest in this whole field-which is as old as the indus-
trial revolution-when vou put in a machine that would seem to put
somebody out of a job? Do you expect the same industry, the same
company, the same geographical area. or the overall economy to supply
the needed replacement job? How do we get at this?

Mr. EPHLIN. In the past we were able to nrovide the iobs within the
same industry because we had a growth industry over the years. With
expansion of the market we were able to absorb additional people
with new jobs. That is not the case today.

I see no hope that the auto industry will ever reemploy all of the
people that are currently on layoff, so in today's situation I think we



have to find new solutions. We have to train people for other indus-
tries. For example, to move into aerospace jobs. We have to help
people relocate because areas of the country such as Michigan, where
we have such very high unemployment at the moment, the prospect
for them finding jobs there is pretty dim.

We already ave some arrangements worked out with Rockwell
International, for example, to hopefully get some training programs
going so we can get laid off autoworkers in Michigan trained and re-
located to aerospace jobs in the west coast, perhaps. I think that is the
type of thing that we will have to do a lot more of.

Representative REuss. We had an interesting witness before the
Joint Economic Committee earlier this week, the State Secretary for
Economics of Austria. As you know, Austria has had an amazing
record of low unemployment, like 2 percent; and low inflation, like 2
percent; and, as a result, a happy reign of the labor/management
peace, so-called, for many years. They contribute much of their suc-
cess to a kind of social contract they have developed between man-
agement, government, and labor whereby there is a degree of plan-
ning, so that if one industry gets old or redundant, there is a new one
in place to take up some of the slack. People are encouraged by train-
ing grants and moving allowances and other things to get in place
the new industry. We don't really do that in this country; do we?

Mr. EPHLIN. Unfortunately we don't.
Representative REUSs. What is your general approach to things?
Mr. EPHLIN. We are supportive of that type of an arrangement.

We are encouraged by Secretary Goldschmidt's approach to things
a.t the waning days of the last administration, to get some tripartism
underway in the industry, and we think there is a crying need for gov-
ernment, management, and the unions to work together toward these
ends. We have always been very favorably inclined in that direction.

Representative REuss. What would be your reaction if, for example,
the United States should determine the following tomorrow: That
it is a shame and a disgrace that we have no efficient passenger rail
service in this country, and that indeed, too many of our freight rail-
roads are very inefficient, and that there is at present almost no Ameri-
can industry that makes rail rolling stock, at least for passenger rail-
roads, whereas the French and the Japanese, to mention two, have
very modern, high technology manufacturing industries; and if some
arrangement were worked out whereby French and Japanese tech-
nology, and perhaps even capital, were put into place here in America,
in Detroit, Cleveland, or Belleville, Ill., or Kenosha, Wis., to make
rail locomotives and equipment perhaps for an electrified rail system
so as to end our dependence on OPEC for oil?

Do you think the auto workers would have an interest in such a
program as a possible means of finding well-paid, highly skilled jobs
for people, who through no fault of their own, are out on the street?

Mr. EPHLIN. We would be interested for a number of reasons. It
would provide jobs for our members. Obviously that would be reason
enough. We do have the same skills that would be needed with the
laid-off people in the auto industry. In the past we have built rail-
road cars and subway cars in Philadelphia and other locations. Gen-
eral Motors currently does build locomotives in LeGrange, Ill. So



we have the skills. We think it is appropriate for the Government to,
first of all, maintain our railroad system, and also to locate Government
contracts in the areas where the jobs are needed.

We think this has been one of our weaknesses, obviously. We have
serious dislocations of people, as you say, through no fault of their
own, who are unemployed and want to work, but the job are located
elsewhere. We have tried to get defense contracts allocated where the
jobs are needed and the skills are available, and we think we should
do more planning and give more consideration to the use of our
human resources in the plants; not only those who are working, but,
also using the talents of our people who are not working, as well.

Representative REuss. Are there not today many UAW unused fac-
tories with rail lines actually running into the plant-rail lines which
could be used for the manufacture of, let us say, electrified prime
mover rail equipment and modern two-way railroad passenger cars?

Mr. EPHLIN. Every automobile plant of any size does have railroad
spurs usually running right inside the plants. An auto plant is usually
a wide open plant with no petitions or walls. It is easily converted
to that type of manufacturing that you mentioned. I think we could
do that very readily in many locations.

Representative REUSs. As a matter of fact, isn't there right in my
own district in Milwaukee an American Motors plant which used to
employ 15,000 members of the UAW with a rail line running right
into it which now employs four employees?

Mr. EPHLIN. That is very true, and that type of plant could be used
readily and the employee skills would be easily converted to this dif-
ferent type of manufacturing.

Representative REUSs. You spoke in your excellent paper of many
labor/management activities which made for more productivity. I am
delighted that you, accompanied by management. are going to Japan
to see how they do it. Do you see a role for the Government in labor/
management productivity cooperation-something which, by defini-
tion, surely has to be left mostly to labor and management.

Mr. EPHLIN. Yes, I do, because there is a great need for collecting
information about these programs and disseminating information. I
think there is a definite role for the Government to play in helping
these programs to get launched, not in the General Motors and Ford
corporations of the world necessarily, but in the many thousands of
smaller companies who do not have the inhouse staffing that is required
to work in these areas.

And in the past we have had some efforts nationally that were not
given a chance to operate. Congressman Lundine is a great advocate
of these programs, and I've had the opportunity to work with him in
Jamestown and so forth, and I think that there is definitely a role
that Government can play without interfering with labor/manage-
ment relations by being of assistance in helping these programs get
going.

Representative REuss. I, too, am an admirer of what Congressman,
and former mayor, Lundine has done in Jamestown. I have been out
there looking at how some of those things work. There is not always
enthusiasm by the unions about labor/management productivity teams.
I am not talking about specific unions, but it certainly was true. Why



was that so, and do you think the antagonism has been lessened in
recent years?

Mr. EPHULN. In recent years. At one time we were rather lonely in
advocating these types of programs because most of our colleagues in
the labor movement did not believe in them. The reasons were valid.
That they were afraid they were being used by management only to
exploit workers. It was not a partnership arrangement, but we have
worked in the auto industry with management on these programs be-
cause we felt it was good for our people to make a little more satisfy-
ing and rewarding, and our membership has enjoyed it, aside from
the impact on productivity. In fact, in the beginning our goal in the
auto industry was not specifically on productivity, at least in the nar-
row sense. It was to make work more satisfying so that absenteeism
would be reduced, quality of our products would be improved, and
this was well before the Japanese competitive factor came into play.
And now because of competition, there is more interest on the part of
management in quality, which is long overdue.

It has helped these programs to grow, and now more and more
unions are finding that they can manage both the collective bargaining
adversary role and the small cooperative role at the same time. And
we have found no conflict between the two roles. At lease in the auto
industry we have been able to manage it. It has paid dividends for
our people in many ways, and so we are encouraging the spread of
these types of programs in our union and many others today are going
into them now.

Representative REUSS. One of the buzz words in the productivity
schools is "quality control circles," a phrase that orignated in Japan.
When you talked just now about labor/management cooperation,
have you been talking about "quality control circles?"

Mr. EPHLIN. We have "quality control circles" as a part of our
progrram. We do not limit the discussions in our meetings to just
quality problems, but that obviously is a very high priority item. And
we did that in the beginning, again because our workers, any worker,
enjoys his job a lot more if he is doing something he can be proud of.
No worker likes to produce junk.

Unfortunately for many years in the auto industry workers were
not proud of what they were doing, they had no input into how it
should be done, and this was one of the causes of alienation in the
work force. Today, using "quality control circles," and other similar
devices, more people have a chance to make sure that they are build-
ing quality products. It makes work a lot more fun, more enjoyable,
and people are happier with it.

It is paying off as I point out in the statement, at Ford Motor Co.
Now they are publicly acknowledging that there has been a tremen-
dous improvement in the past year. They attribute much of it to those
"quality control circles" and so forth.

Representative REUSS. You have snoken of labor/management com-
mittees and "quality control circles" at General Motors and Ford.
What about Chrysler and American Motors?

Mr. EPHLIN. At Chrysler they have not gone into quality of work
by employee involvement as at General Motors and Ford,'but there
is a joint program on quality, just on quality, that has been in effect



for about a year now, and it has been effective there in improving the
quality of the product.

In discussions only recently with the vice president of our union
in charge of Chrysler, I have advocated that they expand their role
and get into these other areas because of the success we have had, and
our people, I think, enjoy it.

At Ford we go around to visit plants now, national committee, of
which I am the cochairman, along with the vice president of Ford
Motor Co., and when we visit plants, we go out and talk to the
workers who are involved in these programs and ask whether they
think it is beneficial and helpful and so forth. And the response that
we get is sometimes amazing. Workers will pull a piece of paper out
of their pocket and show us how work is improved, how much less
scrap is generated than under the old system and how happy they are
that somebody is finally listening to them. So that it is a movement
which is gaining momentum within the industry.

Representative REUSs. Well, thank you very much, Mr. Ephlin, for
a very heartening and detailed description of what you are doing.
I wish you well. Again, thank you for coming.

Mr. EPHLIN. Thank you, Congressman Reuss.
Representative REUSS. We now stand adjourned.
[Whereupon, at 10:56 a.m., the committee adjourned, subject to

the call of the Chair.]


