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I often tell the young professional we work with that I learned more in the first two chapters of this book than I
did in my first two months at Harvard Business School. This book has become our primary teaching tool for young
business managers.

—Ronald Mitchell, CEO & Co-Founder, CareerCore Inc.

This book defines a tough and tangible new standard for what every MBA graduate should know about business.
With the degree’s credibility under fire, this quality benchmark is just in time. Test yourself and see how you
measure up.

—Tim Westerbeck, Managing Director and Principal, Lipman Hearne, Inc.

Kudos to Devi for creating what the business world has always needed —a simple guide and assessment that covers
the fundamental business skills all industry professionals need. This should be required reading for all corporate
training professionals, business school faculty and students! Devi Vallabhaneni clearly gets it!

—Doug Harward, CEO and Founder, TrainingIndustry.com

As one who has been involved in the hiring and promotion decisions of many professionals over my career, I would
recommend this book to those managers who are looking to take their careers to the next level. It gives the reader a
broader understanding of business operations which so many companies need in today’s challenging and complex
market.

—Michael Sprague, Vice President-Marketing & Communications, Kia Motors America
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the easier tomorrow will be.
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Preface

This is the book I wish T had before I started my MBA
at the Harvard Business School.

I thought I would be adequately prepared for the
rigors facing me, as I was a CPA and had worked
for four years as a consultant at Arthur Andersen
in its Chicago, Singapore, and Hong Kong offices.
Nevertheless, and despite an undergraduate degree
in business, as I began my first year at Harvard, I
felt that I didn’t have the core building blocks to
take full advantage of the curriculum. I felt comfort-
able with the accounting and finance classes, but I
had not been exposed to the vocabulary and con-
cepts of operations management or to the quantita-
tive side of marketing. As a result, I had to work
two to three times as hard to keep up with engineers
in operations management class and with the Proc-
ter & Gamble brand managers in marketing class.
In other words, I had to work really hard just to
have what I refer to as Basic or even Intermediate
types of discussions while the engineers and the
brand marketers were capable of Intermediate or
even Advanced discussions. Because they had been
exposed to the Basic or even Intermediate levels
during their previous work experience, they were
able to jump in and really dig deep into the course-
work, just as I could in the accounting and finance
classes.

How fast you move from engaging in Basic level
discussions to more Advanced level discussions will
determine your success in business school. If you
only have minimal awareness of the issues and con-
cepts, then you have a Basic level comprehension in
a particular course. As you gain a better working
knowledge, perform quantitative analysis, and can
solve problems, you now have an Intermediate com-
prehension level. With an Advanced comprehension
level, you can apply the concepts learned in one
class to other classes in your MBA program and can

begin to visualize the consequences of your analysis
and decisions on the rest of the company. See the fig-
ure on the next page for further clarification. As you
have more exposure to the subject matter, you can
transition faster from the Basic types of discussions
to the Advanced level discussions.

What surprised me even more was that many of
my classmates had even less business experience
than I had. They were seeing most of the first-year
curriculum for the first time. In general, the majority
of MBA aspirants probably is strong in two to three
functional areas and will need to work on strength-
ening themselves in the other areas. For example, an
engineer is going to be great at operations and may
need to focus on accounting and strategy. An in-
vestment banker is strong in accounting and finance
and may need to focus on marketing and operations.
Your effectiveness in MBA coursework will depend
on how fast you can get up to speed in the areas in
which you are weak.

The top business schools excel at providing learn-
ing opportunities outside the classroom, such as
team projects, independent study, job search and in-
terviewing, attending company presentations, and
socializing and networking with fellow classmates.
If MBA students have to spend too much time just
keeping their heads above water with coursework,
they are not maximizing all of the learning opportu-
nities that top business schools have to offer.

Earning an MBA is a big investment in time and
money, so I encourage you to plan ahead. You pre-
pared for your GMAT/CAT, so take the next step
and plan for your MBA coursework. It is often said
that the hardest part of the top MBA programs is get-
ting in. I challenge that notion; getting admitted is
just the starting point. In today’s environment, there
is more at stake than ever in doing well at school, so
it is imperative that you prepare for what happens

XV
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Preface

Basic Discussions

Intermediate Discussions

Advanced Discussions

Can proficiently apply concepts to any
company and industry

+

Can discuss impact of concepts on other
parts of the company

+

Can visualize the consequences of decisions
on other stakeholders

+

Working knowledge of quantitative analysis

Can solve problems and make recommendations

Working knowledge of quantitative analysis
+

Can solve problems and make recommendations

Vocabulary Vocabulary
+ +

Minimal awareness of issues and concepts

Minimal awareness of issues and concepts

Vocabulary
+

Minimal awareness of issues and concepts

with no previous exposure

>

>

with previous exposure

after you get in. You want to be armed with a solid
foundation across the entire curriculum so that you
can interact with peers and professors at a higher,
more advanced level. The better prepared you are in
terms of subject matter from MBA IQ, the more you
can get out of the MBA program, ultimately result-
ing in getting the job you want, which is the primary
goal of attending business school.

For those of you who do not want to pursue an
MBA, this book and the accompanying online assess-
ment provide a roadmap for further management
education irrespective of the MBA degree. Most of
the topics covered in the book can be developed fur-
ther through your corporate training and develop-
ment department or through third-party training or-
ganizations.

My experience over the last nine years as the
founder and CEO of Association of Professionals in
Business Management (APBM), a nonprofit higher
education organization, has enabled me to assem-
ble the range of topics necessary for all business
managers, with or without an MBA. Having worked
through the dot-com rise and fall, the implosion of
Enron, WorldCom, and Arthur Andersen, increased
globalization, and the latest financial industry cri-
sis, I am more convinced than ever that all business
managers need to be proficient in the topics covered
in this book in order to have a job security, career
advancement, and a positive societal impact.

My personal story is what inspired me to write
this book. However, two other books reinforced the
MBA IQ process. Malcolm Gladwell’s Outliers and
Geoff Colvin’s Talent Is Overrated suggest that excep-
tional performance in any field, including business,
is a result of “deliberate practice.” My goal for you
is to view the MBA IQ process as deliberate prac-
tice to build and develop your career. I don’t expect
you to master the 12 Learning Modules presented in
this book immediately. It may take several jobs and
years for you to truly see the interdependencies of
these modules. I don’t want you to get discouraged
at a low initial score. As you gain more knowledge
and experience, you will see for yourself how your
MBA IQ score progresses over time. That’s the whole
point. In other words, your MBA IQ will mirror your
career development.

This book covers a lot of material—it reflects the
increased responsibility placed on today’s business
manager. I am grateful to be in a position to help
managers in their career development efforts.

Withno bias intended and for the sake of simplicity,
the pronoun “he” has been used throughout the book
rather than “he/she” or “he” or “she.”

DEVI VALLABHANENI
Chicago, IL
September 2009
www.mbaiq.com
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Introduction

This book provides business practitioners and MBA
aspirants with a roadmap to facilitate advanced
management education (i.e., MBA or CBM) and pro-
vides a structured approach for career development
in the management profession.

Scope
An individual’s MBA IQ is based on 12 Learning

Modules, which reflect the scope of a general man-
agement education:

. General Management, Leadership, and Strategy
. Operations Management

. Marketing Management

. Quality and Process Management

Human Resources Management

. Accounting

. Finance

. Information Technology

. Corporate Control, Law, Ethics, and Governance
. International Business

. Project Management

. Decision Sciences and Managerial Economics

O O NOU R WN R

_
N — O

These 12 Learning Modules have been compiled
from multiple sources, such as MBA curricula, spe-
cialty professional certification programs in busi-
ness, and corporate training and development pro-
grams. These modules together establish a common
body of knowledge necessary for all business man-
agers. This book exposes readers to that common
body of knowledge.

Studies have revealed a positive correlation be-
tween job performance and functional knowledge
and competence (i.e., the 12 Learning Modules).
Strong job performance is also correlated to higher

compensation, greater job security, and increased ca-
reer opportunities.

Higher
Compensation

High MBA Greater Job Greater Job
L —_—> .
1Q Score Performance Security
Greater Career
Opportunities
Score

You can compute your MBA IQ through the online
self-assessment exercises at www.mbaiq.com. Each
of the 12 Learning Modules is divided into specific
learning objectives, which are the basis for the self-
assessment exercises. The self-assessment exercises
have awareness, knowledge, and experience compo-
nents. In other words, your MBA IQ is a combination
of these three components.

Learning Modules

v
Learning Objectives

v

Self-Assessment Exercises

v

Awareness Knowledge Experience

Xix



XX Introduction

Leadership

In management literature and business media, the
term leadership has come to connote personal char-
acteristics, or soft skills. I believe the view of lead-
ership needs to be broadened to include and per-
haps even emphasize knowledge competencies, or
hard skills. Today we need the competency-based
type of leader. The competency-based leader is
rooted in equal knowledge of hard and soft skills.
A figurehead leader who possesses only soft skills
is no longer acceptable to direct complex busi-
nesses and to lead knowledge workers. This book
enables an individual to develop the knowledge,
skills, and abilities to become a competency-based
leader.

What Are Hard and Soft Skills?

Hard skills include analytical; technical; mathe-
matical or quantitative data analysis; problem
solving; strategic planning; negotiating; and
functional skills, such as accounting/finance,
marketing, and operations.

Soft skills include communication skills;
decision-making  skills; time-management
skills; and people/interpersonal skills, such as
motivation, teamwork, conflict management,
and leadership skills.

Business School Admissions

The Graduate Management Admission Test (GMAT
[worldwide]) and Common Admission Test (CAT
[India]) are among the admissions requirements to
top MBA programs worldwide. These standardized
tests assess MBA aspirants in valuable noncore busi-
ness skills, such as verbal, reading comprehension,
data interpretation, logical reasoning, mathematical,
analytical, and writing skills.

However, prospective MBA applicants need both
core and noncore business skills to succeed in busi-
ness school. Core business skills, which can be
learned from the MBA IQ process, include func-
tional skills in marketing, operations, quality, human
resources, accounting, finance, information technol-
ogy, corporate governance, managerial economics,
business law, international business, and general
management.

When combined with the GMAT /CAT knowledge,
the MBA IQ knowledge enables MBA aspirants to

maximize their coursework due to enhanced busi-
ness knowledge and to be well prepared to take
advanced MBA courses. Furthermore, the MBA 1Q
self-assessment enables people to cope with and put
their best foot forward during the fast-paced MBA
program.

GMAT/CAT — Noncore business skills

MBA IQ — Core business skills

GMAT/CAT + MBA 1IQ = Preparedness for an
MBA program

In other words, there is built-in synergy among
MBA 1Q, GMAT/CAT, and MBA.

Business Practitioners
Career Development

The MBA IQ process is just as applicable to business
practitioners who may never pursue an MBA degree
because it provides them with a roadmap of hard
skills needed to be effective business managers and
to help in the transition from business specialists to
business generalists.

The MBA 1Q score reveals a person’s knowledge
gaps. We encourage business practitioners to use
existing company training programs or third-party
training programs in order to actively close these
knowledge gaps. For example, if an accountant is
strong in accounting and finance and perhaps weak
in marketing and human resources (HR), we encour-
age him to be deliberate in strengthening his market-
ing and HR skills.

As the business practitioner takes on more assign-
ments, receives promotions, or participates in cross-
functional projects, we encourage him to recalculate
his MBA IQ so that he actively manages his knowl-
edge competencies. Upward career movement ne-
cessitates generalist rather than specialist knowl-
edge. Using the accountant example again, his career
trajectory is influenced more by his understanding of
nonaccounting issues than by an even deeper level
of understanding of accounting. More accounting
knowledge and training will strengthen his special-
ist skills but not his generalist skills.

In the job search and recruiting process, we en-
courage business practitioners to include their MBA
IQ score as part of their resumes, showing poten-
tial employers that they are actively managing their
knowledge competencies in a generalist fashion. Em-
ployers value the fact that potential hires are actively
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monitoring their knowledge strengths and weak-
nesses.

Professional Certifications

Regardless of the MBA IQ score, an individual
can pursue either the Certified Associate Manager
(CABM) Credential or the Certified Business Man-
ager (CBM) Credential. The CBM is a professional
certification based on an MBA curriculum while the
CABM is based on a pre-MBA curriculum. In other
words, the CABM is a stepping-stone for the CBM
or an MBA. There is a natural and built-in synergy
among MBA IQ, the CABM/CBM Credentials, and
the MBA due to a common syllabus.

The MBA IQ self-assessment can be used to sat-
isfy the continuing professional education (CPE)
hours required for various professional certifications
in business, including the CABM and CBM. There
are approximately 100 certifications in various func-
tional areas, so please check with the continuing ed-
ucation requirements of your certification to make
sure that the MBA IQ can be used for CPE hours.

Professional management certification options
available to business practitioners with MBA 1Q
include:

Option 1: MBA IQ — CABM

Option 2: MBA IQ — CABM — CBM

Option 3: MBA IQ — CABM — MBA

Option 4: MBA 1Q — CABM — MBA —CBM
Option 5: MBA 1Q — CABM — CBM —MBA
Option 6: MBA IQ — CBM

Option 7: MBA IQ — CBM — MBA

Business Specialist versus Generalist

Business specialists work in a specific business func-
tion handling a single role. They still need to have
a full understanding of the inner workings of other
functions in order to become effective and efficient in
their currentjobs. To understand what it means to be
a business generalist, please refer to the Generalist
Manifesto at the end of this section.

Who Is a Business Specialist?

A business specialist is an individual work-
ing in accounting, auditing, advertising, mar-
keting, risk management, project management,
operations, supply chain, procurement, human

resources, staffing and recruiting, information
technology, software development, computer se-
curity, product development, sales, finance, trea-
sury, brand management, engineering, program
management, manufacturing, management con-
sulting, investment banking, government con-
tracts, quality assurance and control, service man-
agement, learning and development, logistics,
organizational development, fraud, investment
management, research and development, or in-
ternational business.

At some point in a business specialist’s career de-
velopment, there will be a trade-off between increas-
ing specialization and transitioning into a generalist.
The MBA IQ process exposes business specialists to
what is required in the transition. An example of
how an accountant with CPA credential (a business
specialist in accounting) can turn into a vice pres-
ident of finance (a business generalist) either with
CBM credential or MBA is shown next:

CPA + CBM — Vice President of Finance
CPA + MBA — Vice President of Finance

In today’s flat organizational structures, result-
ing from downsizing and restructuring, generalists
are prized by employers for their cross-functional
knowledge. Management recognizes a business gen-
eralist because of his resourcefulness in handling
multiple roles and tasks. This is because a gener-
alist is a person who appears to be a specialist to a
specialist and a generalist to a generalist.

A business specialist handles one role at a time. A
business generalist handles multiple roles at a time.

Very often, business generalists are promoted to
business managers, general managers, division/
group directors, senior managers, vice presidents,
senior vice presidents, executive vice presidents,
and presidents due to their strong cross-functional
knowledge base, greater core competencies with big-
picture focus, and general management skills. In
essence, these generalists manage more than one
business function at a time in an efficient and ef-
fective manner.

The figure below shows why business specialists
must move to become business generalists on their
career trajectory, moving from an entry-level job to a
mid-level to an executive-level position. The MBA IQ
knowledge can facilitate a smooth transition among
these levels.
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Generalist Manifesto
A generalist:

1.

Understands where, when, and how a business
function fits into the rest of the organization.

. Is cognizant of the key drivers of each function

as well as the entire organization.

. Makes decisions that are best for the entire orga-

nization, not at the expense of other functions.

. Has an understanding of the level of impact (i.e.,

low, medium, and high) of a decision taken by
one function on other, interrelated functions of
an organization.

. Appreciates how the rate of business velocities

(i.e., sales, inventory, production, finance, hu-
man resources, and systems) in a specific busi-
ness unit affects other business units.

6.

10.

11.

12.

13.

14.

15.

Has an understanding of how the Chain of
Knowledge is established, maintained, and ap-
plied to employees and to the management hier-
archy in order to keep the knowledge base con-
sistent and current.

. Listens to all stakeholder voices at one time in-

stead of listening to one voice at a time and has
the ability to integrate all voices simultaneously.

. Has a greater working knowledge of the indus-

try in which an employee works and a company
operates and how that industry knowledge af-
fects the inter- and intra-industries.

. Filters business noise and understands the impli-

cations of management fads and has the ability
to select and apply only what is right for the
organization.

Possesses a strong functional knowledge of all
business requirements and has the ability to
keep that knowledge current through continu-
ous learning, training, and self-improvement.
Solves business problems aimed at the root
cause, instead of at the symptom, so that solu-
tions have a far-reaching and positive effect.
Possesses a big-picture view of the entire com-
pany and the industry in which the company
operates.

Is viewed by senior management as a poten-
tial candidate in the succession planning pool of
talent.

Maintains an understanding and complies with
all applicable laws, rules, and regulations affect-
ing the organization and the industry to reduce
or eliminate enterprise-wide risks.

Above all, is a person who appears to be a spe-
cialist to a specialist and a generalist to a gener-
alist.
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0 Learning Objective 1.1:
UNDERSTAND THE SCOPE AND
NATURE OF CORPORATE
STRATEGIES

The scope of this learning objective includes defining
strategic management and its processes in terms of
grand strategy and strategic planning, implementa-
tion, and control. It concludes with describing strate-
gic planning process and competitive strategies.

Strategic Management Defined

Strategic management is the set of decisions and ac-
tions used to formulate and implement strategies
that will provide a competitively superior fit be-
tween the organization and its environment so as
to achieve organizational goals. Managers ask ques-
tions such as, “What changes and trends are occur-
ring in the competitive environment? Who are our
customers? What products or services should we of-
fer? How can we offer those products and services
most efficiently?” Answers to these questions help
managers make choices about how to position their
organization in the environment with respect to rival
companies. Superior organizational performance is
not a matter of luck. It is determined by the choices
that managers make.

Learning Objective 1.10: Understand
the Various Issues in Organizational
Behavior, Culture, Change,
Development, Effectiveness, and

Decline 38
Organizational Behavior Defined 38
Organizational Culture Defined 39
Organizational Change Defined 39
Organizational Development Defined 41
Organizational Effectiveness Defined 41
Organizational Decline Defined 41

Learning Objective 1.11: Understand
How to Measure and Manage

Business Performance Results 42
Productivity Defined 42
Components of Productivity Measurement 42
Effectiveness, Efficiency, and Economy Defined 43

Design of Performance Measurement
Systems 43

Strategic Management Process

Top executives use strategic management to define
an overall direction for the organization. The strate-
gic management process is defined as a series of
activities:

Grand Strategy — Strategic Planning —
Strategy Implementation — Strategic Control

Grand Strategy

Grand strategy is the general plan of major action by
which a firm intends to achieve its long-term goals.
Grand strategies can be defined using four general
categories: (1) growth, (2) stability, (3) retrenchment,
and (4) global operations.

1. Growth can be promoted internally by investing
in expansion or externally by acquiring additional
business divisions. Internal growth can include
development of new or changed products or ex-
pansion of current products into new markets. Ex-
ternal growth typically involves diversification,
which means the acquisition of businesses that
are related to current product lines or that take
the corporation into new areas. The number of
companies choosing to grow through mergers and
acquisitions is astounding, as organizations strive
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to acquire the size and resources to compete on a
global scale, to invest in new technology, and to
control distribution channels and guarantee ac-
cess to markets.

2. Stability, sometimes called a pause strategy,
means that the organization wants to remain the
same size or grow slowly and in a controlled fash-
ion. The corporation wants to stay in its current
business. After organizations have undergone a
turbulent period of rapid growth, executives often
focus on a stability strategy to integrate strategic
business units and to ensure that the organization
is working efficiently.

3. Retrenchment means that the organization goes
through a period of forced decline by either
shrinking current business units or selling off or
liquidating entire businesses. The organization
may have experienced a precipitous drop in de-
mand for its products or services, prompting man-
agers to order across-the-board cuts in personnel
and expenditures. Liquidation means selling off a
business unit for the cash value of the assets, thus
terminating its existence. Divestiture involves the
selling off of businesses that no longer seem cen-
tral to the corporation. Studies show that between
33 and 50 percent of all acquisitions are later di-
vested. Retrenchment is also called downsizing.

4. Intoday’s global operations, senior executives try
to formulate coherent strategies to provide syn-
ergy among worldwide operations for the pur-
pose of fulfilling common goals. Each country or
region represents a new market with the promise
of increased sales and profits. In the international
arena, companies face a strategic dilemma be-
tween global integration and national responsive-
ness. Organizations must decide whether they
want each global affiliate to act autonomously
or whether activities should be standardized and
centralized across countries. This choice leads
managers to select a basic grand strategy alterna-
tive such as globalization versus multidomestic
strategy. Some corporations may seek to achieve
both global integration and national responsive-
ness by using a transnational strategy.

Strategic Planning

The overall strategic management process begins
when executives evaluate their current position with
respect to mission, goals, and strategies. They then
scan the organization’s internal and external envi-

ronments and identify strategic factors that might
require change. Internal or external events might in-
dicate a need to redefine the mission or goals or
to formulate a new strategy at either the corporate,
business unit, or functional level.

Strategy formulation includes the planning and
decision making that lead to the establishment of the
firm’s goals and the development of a specific strate-
gic plan. Strategy formulation may include assessing
the external environment and internal problems and
integrating the results into goals and strategy. This
is in contrast to strategy implementation, which is
the use of managerial and organizational tools to
direct resources toward accomplishing strategic re-
sults. Strategy implementation is the administration
and execution of the strategic plan. Managers may
use persuasion, new equipment, changes in organi-
zation structure, or a reward system to ensure that
employees and resources are used to make formu-
lated strategy a reality.

Planning (formulating) strategy often begins with
an assessment of the internal and external factors
that will affect the organization’s competitive situa-
tion. Situation analysis typically includes a search
for SWOTs (strengths, weaknesses, opportunities,
and threats) that affect organizational performance.
Situation analysis is important to all companies but
is crucial to those considering globalization because
of the diverse environments in which they will op-
erate. External information about opportunities and
threats may be obtained from a variety of sources,
including customers, government reports, profes-
sional journals, suppliers, bankers, friends in other
organizations, consultants, or association meetings.
Many firms hire special scanning organizations to
provide them with newspaper clippings, Internet re-
search, and analyses of relevant domestic and global
trends. Some firms use more subtle techniques to
learn about competitors, such as asking potential re-
cruits about their visits to other companies, hiring
people away from competitors, debriefing former
employees or customers of competitors, taking plant
tours posing as “innocent” visitors, and even buying
competitors” garbage. In addition, many companies
are hiring competitive intelligence professionals to
scope out competitors.

Executives acquire information about internal
strengths and weaknesses from a variety of reports,
including budgets, financial ratios, profit-and-loss
statements, and surveys of employee attitudes and
satisfaction. Managers spend 80 percent of their time
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giving and receiving information. Through frequent
face-to-face discussions and meetings with people
at all levels of the hierarchy, executives build an un-
derstanding of the company’s internal strengths and
weaknesses.

Internal strengths are positive internal character-
istics that the organization can exploit to achieve
its strategic performance goals. Internal weaknesses
are internal characteristics that might inhibit or re-
strict the organization’s performance. The informa-
tion sought typically pertains to specific functions
such as marketing, finance, production, and research
and development (R&D). Internal analysis also ex-
amines overall organization structure, management
competence and quality, and human resource char-
acteristics. Based on their understanding of these
areas, managers can determine their strengths or
weaknesses vis-a-vis other companies.

External threats are characteristics of the external
environment that may prevent the organization from
achieving its strategic goals. External opportunities
are characteristics of the external environment that
have the potential to help the organization achieve
or exceed its strategic goals. Executives evaluate the
external environment with information about var-
ious sectors. The task environment sectors are the
most relevant to strategic behavior and include the
behavior of competitors, customers, suppliers, and
the labor supply. The general environment contains
those sectors that have an indirect influence on the
organization but nevertheless must be understood
and incorporated into strategic behavior. The gen-
eral environment includes technological develop-
ments, the economy, legal-political and international
events, and sociocultural changes. Additional areas
that might reveal opportunities or threats include
pressure groups, interest groups, creditors, natural
resources, and potentially competitive industries.

Strategy Implementation

The next step in the strategic management process is
strategy implementation—how strategy is put into
action. Some people argue that strategy implementa-
tion is the most difficult and important part of strate-
gic management. No matter how creative the formu-
lated strategy, the organization will not benefit if it
is incorrectly implemented. In today’s competitive
environment, there is an increasing recognition of
the need for more dynamic approaches to formu-
lating as well as implementing strategies. Strategy
is not a static, analytical process; it requires vision,

intuition, and employee participation. Many orga-
nizations are abandoning central planning depart-
ments, and strategy is becoming an everyday part
of the job for workers at all levels. Strategy imple-
mentation involves using several tools—parts of the
firm that can be adjusted to put strategy into action.
Once a new strategy is selected, it is implemented
through changes in leadership, structure, informa-
tion and control systems, and human resources. For
strategy to be implemented successfully, all aspects
of the organization need to be in congruence with the
strategy. Implementation involves regularly making
difficult decisions about doing things in a way that
supports rather than undermines the organization’s
chosen strategy.

The difficulty of implementing strategy is greater
when a company goes global. In the international
arena, flexibility and superb communication emerge
as mandatory leadership skills. Likewise, structural
design must merge successfully with foreign cul-
tures as well as link foreign operations to the home
country. Managers must make decisions about how
to structure the organization to achieve the desired
level of global integration and local responsiveness.
Information and control systems must fit the needs
and incentives within local cultures.

Finally, the recruitment, training, transfer, promo-
tion, and layoff of international human resources cre-
ate an array of problems. Labor laws, guaranteed
jobs, and cultural traditions of keeping unproduc-
tive employees on the job provide special problems
for strategy implementation.

In summary, strategy implementation is essential
for effective strategic management. Managers imple-
ment strategy through the tools of leadership, struc-
tural design, information and control systems, and
human resources. Without effective implementation,
even the most creative strategy will fail.

Strategic Control

A formal control system can help keep strategic
plans on track. A control system (e.g., reward sys-
tems, pay incentives, budgets, IT systems, rules, poli-
cies, and procedures) should be proactive instead of
reactive. Control should not stifle creativity and in-
novation since there is no tradeoff between control
and creativity. Feedback is part of control.

The goal of a control system is to detect and cor-
rect problems in order to keep plans on target. This
means negative results should prompt corrective ac-
tion at the steps both immediately before and after
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problem identification. Some examples of corrective
actions include updating assumptions, reformulat-
ing plans, rewriting polices and procedures, making
personnel changes, modifying budget allocations,
and improving IT systems.

Strategic Planning Process

The input to the strategic planning process is the
strategic management process. The output of the
strategic planning process is the development of
a strategic plan. Its four components include:

1. Organizational mission. Every organization ex-
ists to accomplish something, and the mission
statement is a reflection of this. The mission state-
ment of an organization should be a long-term vi-
sion of what the organization is trying to become,
the unique aim that differentiates the organiza-
tion from similar ones. It raises questions such as
“Whatis our business?” and “What should it be?”
In developing a statement of mission, manage-
ment must take into account three key elements:
a. The organization’s history
b. The organization’s distinctive competencies
c. The organization’s environment

The organization’s environment dictates the op-
portunities, constraints, and threats that must be
identified before a mission statement is devel-
oped.

When completed, an effective mission state-
ment will be focused on markets rather than prod-
ucts, achievable, motivating, and specific. A key
feature of mission statements has been an external
rather than internal focus. This means, the mission
statement should focus on the broad class of needs
that the organization is seeking to satisfy (exter-
nal focus), not on the physical product or service
that the organization is offering at present (inter-
nal focus). As Peter Drucker put it, the question
“What is our business?” can be answered only by
looking at the business from the outside, from the
point of view of customer and market.

A mission statement should be realistic and
achievable and should not lead the organization
into unrealistic ventures far beyond its competen-
cies. A mission statement is a guide to all em-
ployees and provides a shared sense of purpose
and strong motivation to achieve objectives of the
organization.

A mission statement must be specific to provide
direction to management when they are choos-

ing between alternative courses of action. For ex-
ample, a mission “to provide the highest quality
products at the lowest possible cost” sounds good,
but it is not specific enough to be useful. Specific
quantitative goals are easier to measure.

. Organizational objectives. An organization’s

mission is converted into specific, measurable,
and action-oriented commitments and objectives.
These objectives in turn provide direction, estab-
lish priorities, and facilitate management control.
When these objectives are accomplished, the or-
ganization’s mission is also accomplished. Peter
Drucker advises at least eight areas for estab-
lishing objectives, including: (1) market stand-
ing, (2) innovations, (3) productivity, (4) phys-
ical and financial resources, (5) profitability,
(6) manager performance and responsibility, (7)
worker performance and attitude, and (8) social
responsibility.

. Organizational strategies. Organizational strat-

egy involves identifying the general approaches
a business should take in order to achieve its ob-
jectives. It sets the major directions for the orga-
nization to follow. Specific steps include under-
standing and managing the current customer and
current products and identifying new customers
and new products. Mission and objectives lead an
organization where it wants to go. Strategies help
an organization to get there.

The organizational strategy described in terms
of a product/market matrix is shown here:

Current products New products
Current Market penetration Product
customers development
New customers Market development Diversification

Market penetration strategy focuses on im-
proving the position of the present product with
its present customers. It involves designing a mar-
keting plan to encourage customers to purchase
more of a product. It can also include a produc-
tion plan to produce more efficiently what is be-
ing produced at present. Market development
strategy would seek to find new customers for
its present products. With the product develop-
ment strategy, new products are developed for
present customers. Diversification strategy seeks
new products for new customers.

. Organizational portfolio plan. An organization

can be thought of as a portfolio of businesses (i.e.,
combination of product lines and divisions and
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service lines and divisions). It is understandable
that some product lines will be more profitable
than others. Management must decide which
product lines or divisions to build, maintain, add,
or eliminate.

Competitive Strategies

Porter’s five competitive forces include (1) threat
of new entrants, (2) rivalry among existing firms,
(3) pressure from substitute products or services,
(4) bargaining power of buyers, and (5) bargaining
power of suppliers. All five competitive forces jointly
determine the intensity of industry competition and
profitability.

1. Threat of new entrants. New entrants to an in-
dustry bring new capacity and the desire to gain
market share, and they often also bring substan-
tial resources. As a result, prices can be low, cost
can be high, and profits can be low. There is a rela-
tionship between threat of new entrants, barriers
to entry, and reaction from existing competitors.
For example:

* If barriers are high and reaction is high, then the
threat of entry is low.

* If barriers are low and reaction is low, then the
threat of entry is high.

There are seven major barriers to entry, includ-
ing: (1) economies of scale, (2) product differentia-
tion, (3) capital requirements, (4) switching costs,
(5) access to distribution channels, (6) cost disad-
vantages independent of scale, and (7) govern-
ment policy.

2. Rivalry among existing firms. Rivalry tactics in-
clude price competition, advertising battles, new
productintroduction, and increased customer ser-
vice or product/service warranties. Competitors
are mutually dependent in terms of action and
reaction, moves and countermoves, or offensive
and defensive tactics. Intense rivalry is the re-
sult of a number of interacting structural factors,
such as numerous or equally balanced competi-
tors, slow industry growth, high fixed costs or
storage costs, lack of differentiation or switching
costs, capacity increased in large increments, di-
verse competitors, high strategic stakes, and high
exit barriers.

3. Pressure from substitute products or services.
In a broad sense, all firms in an industry are
competitors with industries producing substitute
products. Substitutes limit the potential returns

of an industry by placing a ceiling on the prices
firms can profitably charge. The more attractive
the price-performance alternative offered by sub-
stitutes, the stronger or firmer the lid on indus-
try profits. Substitute products that deserve the
most attention are those that are subject to trends
improving their price-performance trade-off with
the industry’s product or produced by industries
earning high profits.

4. Bargaining power of buyers. Buyers compete
with the industry by forcing down prices, bar-
gaining for higher quality or more services, and
playing competitors against each other—all at the
expense of industry profits. A buyer group is pow-
erful if the following circumstances hold true: it
is concentrated or purchases large volumes rela-
tive to seller sales; the products it purchases from
the industry represent a significant fraction of the
buyer’s costs or purchases; the products it pur-
chases from the industry are standard or undif-
ferentiated; it faces few switching costs; it earns
low profits; buyers pose a credible threat of back-
ward integration; the industry’s product is unim-
portant to the quality of the buyers” products or
services; and the buyer has full information about
demand, prices, and costs. Informed customers
(buyers) become empowered customers.

5. Bargaining power of suppliers. Suppliers can ex-
ert bargaining power over participants in an in-
dustry by threatening to raise prices or reduce the
quality of purchased goods or services. The con-
ditions making suppliers powerful tend to mirror
those making buyers powerful. A supplier group
is powerful if the following apply: it is dominated
by a few companies and is more concentrated than
the industry it sells to; it is not obligated to con-
tend with other substitute products for sale to the
industry; the industry is not an important cus-
tomer of the supplier group; the supplier’s prod-
uct is an important input to the buyer’s business;
the supplier group’s products are differentiated
or it has built up switching costs; and the supplier
group poses a threat of forward integration.

Competitive strategy involves taking offensive or
defensive actions to create a better position in an in-
dustry and to cope with the five competitive forces
in order to achieve a superior return on investment.
Porter’s three competitive strategies include: (1) dif-
ferentiation, (2) low-cost leadership, and (3) focus.

The differentiation strategy involves an attempt
to distinguish the firm’s products or services from
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others in the industry. An organization may use ad-
vertising, distinctive product features, exceptional
service, or new technology to achieve a product that
is perceived as unique. This strategy usually targets
customers who are not particularly concerned with
price, so it can be quite profitable. The differentia-
tion strategy can be profitable because customers are
loyal and will pay high prices for the product. Com-
panies that pursue a differentiation strategy typi-
cally need strong marketing abilities, a creative flair,
and a reputation for leadership.

A differentiation strategy can reduce rivalry with
competitors and fight off the threat of substitute
products because customers are loyal to the com-
pany’s brand. However, companies must remem-
ber that successful differentiation strategies require a
number of costly activities, such as product research
and design and extensive advertising.

With a low-cost leadership strategy, the organi-
zation aggressively seeks efficient facilities, pursues
cost reductions, and uses tight cost controls to pro-
duce products more efficiently than competitors. A
low-cost position means that the company can un-
dercut competitors’ prices and still offer comparable
quality and earn areasonable profit. Being alow-cost
producer provides a successful strategy to defend
against the five competitive forces. For example, the
most efficient, low-cost company is in the best posi-
tion to succeed in a price war while still making a
profit. Likewise, the low-cost producer is protected
from powerful customers and suppliers because cus-
tomers cannot find lower prices elsewhere and be-
cause other buyers would have less slack for price
negotiation with suppliers. If substitute products or
potential new entrants occur, the low-cost producer
is better positioned than higher-cost rivals to prevent
loss of market share. The low price acts as a barrier
against new entrants and substitute products.

The low-cost leadership strategy tries to increase
market share by emphasizing low cost compared
to competitors. This strategy is concerned primar-
ily with stability rather than taking risks or seeking
new opportunities for innovation and growth.

With Porter’s third strategy, the focus strategy, the
organization concentrates on a specific regional mar-
ket or buyer group. The company will use either a
focused differentiation or focused low-cost, but only
for a narrow target market.

Managers must think carefully about which strat-
egy will provide their company with its competitive
advantage. In his studies, Porter found that some
businesses did not consciously adopt one of these

three strategies and were stuck with no strategic ad-
vantage. Without a strategic advantage, businesses
earned below-average profits compared with those
that used differentiation, cost leadership, or focus
strategies.

These three strategies require different styles of
leadership and can translate into different corpo-
rate cultures. A firm that is “stuck in the middle”
is the one that has failed to develop its strategy in
at least one of the three directions. The firm stuck
in the middle has low profitability, lost high-volume
customers, lost high-margin businesses, blurred cor-
porate culture, and conflicting motivational systems.
Risks in pursuing the three generic strategies include
failing to attain or sustain the strategy and eroding
the strategic advantage with industry evolution.

Blue-Ocean/Red-Ocean Strategies

Authors Kim and Mauborgne (Havard Business Re-
view, October 2004) first discussed the concept of
blue-ocean strategy where its scope encompasses all
the industries not in existence today—the unknown
market space that is untainted by competition. In
blue-ocean strategy, demand is created rather than
fought over. There is ample opportunity for both
profits and growth created by blue-ocean strategy
because it deals with new and uncontested market
space that makes competition irrelevant.

On the other hand, red-ocean strategy works
within the established market spaces that are slowly
and steadily shrinking. It deals with old and highly
contested market space where competition is rele-
vant, vigorous, and overcrowded. One firm tries to
steal a share of demand from other firms, instead
of creating its own demand. The following table
presents the differences between the red-ocean and
blue-ocean strategies:

Red-Ocean Strategy Blue-Ocean Strategy

Compete in existing market Create uncontested market
space space

Beat the competition Make the competition
irrelevant

Create and capture new
demand

Break the value/cost trade-off

Align the whole system of a
company’s activities in
pursuit of differentiation
and low cost simultaneously

Exploit existing demand

Make the value/cost trade-off

Align the whole system of a
company’s activities with
its strategic choice of
differentiation or low cost
separately

It is interesting to note that both the blue- and red-
ocean strategies have always coexisted and always
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will, and the one who separates them and breaks
out of the old mold will win big. Practical reality,
therefore, requires that corporate management un-
derstand the strategic logic of both types of oceans
before diving into them.

McKinsey 7-S Framework

The premier management consulting firm, Mc-
Kinsey & Company, has developed a 7-S framework
as criteria for an organization’s success. This frame-
work includes seven elements: structure, strategy,
skills, staff, style, systems, and shared values.

Structure is the way in which tasks and people
are specialized and divided and authority is dis-
tributed. It consists of the basic grouping of ac-
tivities and reporting relationships into organiza-
tional sub-units. It includes the mechanisms by
which the activities of the members of the organi-
zation are coordinated. There are four basic struc-
tural forms—functional, divisional, matrix, and
network, where the functional form is the most
common of all.

Strategy is the way in which competitive advantage
isachieved. Itincludes taking actions to gain a sus-
tainable advantage over the competition, adopt-
ing a low-cost strategy, and differentiating prod-
ucts or services.

Skills include the distinctive competencies that re-
side in the organization. They can be distinctive
competencies of people, management practices,
systems, and/or technology.

Staff includes employees, their backgrounds, and
competencies. It consists of the organization’s ap-
proaches to recruitment, selection, and socializa-
tion. It focuses on how people are developed, how
recruits are trained, socialized, and integrated,
and how their careers are managed.

Style deals with the leadership style of top manage-
ment and the overall operating style of the organi-
zation. Style impacts the norms employees follow
and how they work and interact with each other
and with customers.

Systems include the formal and informal processes
and procedures used to manage the organization,
including management control systems; perfor-
mance measurement and reward systems; plan-
ning, budgeting, and resource allocation systems;
information systems; and distribution systems.

Shared values are the core set of values that are
widely shared in the organization and serve as

guiding principles of what is important. These
values have great meaning to employees because
they help focus attention and provide a broader
sense of purpose. Shared values are one of the
most important elements of an organization’s cul-
ture.

In order to manage the change process and seek
improvements needed, organizations are classify-
ing these seven elements into two groups: hard S’s
and soft S’s. Hard S’s include strategy, structure,
and systems, which are easier to change than the
soft S’s, and the change process can begin with
hard S’s. Soft S’s include staffing, skills, style, and
shared values, which are harder to change directly
and take longer to do. Both hard S’s and soft S’s
are equally important to an organization.

Portfolio Techniques to Improve Strategy
and Competitiveness

A firm is said to have a sustainable competitive
advantage over other firms when it has techni-
cal superiority, low-cost production, good customer
service/product support, good location, adequate
financial resources, continuing product innovations,
and overall marketing skills.

Portfolio strategy pertains to the mix of business
units and product lines that fit together in a log-
ical way to provide synergy and competitive ad-
vantage for the corporation. For example, an in-
dividual might wish to diversify in an investment
portfolio with some high-risk stocks, some low-risk
stocks, some growth stocks, and perhaps a few fixed-
income bonds. In much the same way, corporations
like to have a balanced mix of business divisions
called strategic business units (SBUs). An SBU has
a unique business mission, product line, competi-
tors, and markets relative to other SBUs in the cor-
poration. Executives in charge of the entire corpo-
ration generally define the grand strategy and then
bring together a portfolio of strategic business units
to carry it out.

Portfolio models can help corporate management
to determine how resources should be allocated
among the various SBUs, consisting of product
lines and/or divisions. The portfolio techniques are
more useful at the corporate-level strategy than at
the business-level or functional-level strategy. Two
widely used portfolio models are (1) the Boston Con-
sulting Group (BCG) matrix and (2) the General Elec-
tric (GE) model. Each model is presented in the fol-
lowing sections.
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BCG Matrix Model

The BCG matrix model organizes businesses along
two dimensions—business growth rate and mar-
ket share. Business growth rate pertains to how
rapidly the entire industry is increasing. Market
share defines whether a business unit has a larger or
smaller share than competitors. The combinations of
high and low market share and high and low busi-
ness growth provide four categories for a corporate
portfolio.

The BCG matrix model utilizes a concept of experi-
ence curves, which are similar in concept to learning
curves. The experience curve includes all costs asso-
ciated with a product and implies that the per-unit
cost of a product should fall, due to cumulative ex-
perience, as production volume increases. The man-
ufacturer with the largest volume and market share
should have the lowest marginal cost. The leader in
market share should be able to underprice competi-
tors and discourage entry into the market by poten-
tial competitors. As a result, the leader will achieve
an acceptable return on investment.

The BCG model (growth/market share matrix)
is based on the assumption that profitability and
cash flows will be closely related to sales volume.
Here, growth means use of cash, and market share
means source of cash. Each SBU is classified in
terms of its relative market share and the growth
rate of the market the SBU is in, and each product
is classified as stars, cash cows, dogs, or question
marks. Relative market share is the market share of
a firm relative to that of the largest competitor in the
industry.

The following list describes the components of the
BCG model:

» Stars are SBUs with a high market share of a high-
growth market. They require large amounts of cash
to sustain growth despite producing high profits.

» Cash cows are often market leaders (high mar-
ket share), but the market they are in is a mature,
slow-growth industry (low growth). They have a
positive cash flow.

* Dogs are poorly performing SBUs that have a low
market share of a low-growth market. They are
modest cash users and need cash because of their
weak competitive position.

* Question marks (problem children) are SBUs
with a low market share of a new, high-growth
market. They require large amounts of cash in-
flows to finance growth and are weak cash genera-
tors because of their poor competitive position. The

question mark business is risky: it could become a
star, or it could fail.

The following is the desirable sequence of portfolio
actions for the BCG model:

* A star SBU eventually becomes a cash cow as its
market growth slows.

+ Cash cow SBUs should be used to turn question
marks into stars.

* Dog SBUs should either be harvested or divested
from the portfolio.

* The question mark SBUs can be nurtured to be-
come future stars.

* Unqualified question mark SBUs should be har-
vested until they become dogs.

GE Model

The General Electric (GE) Model is an alternative
to the BCG model and it incorporates more in-
formation about market opportunities (industry at-
tractiveness) and competitive positions (company/
business strength) to allocate resources. The GE
model emphasizes all the potential sources of busi-
ness strength and all the factors that influence the
long-term attractiveness of a market. All SBUs are
classified in terms of business strength (i.e., strong,
average, weak) and industry attractiveness (i.e.,
high, medium, low).

Business strength is made up of market share,
quality leadership, technological position, company
profitability, company strengths and weaknesses,
and company image. The major components of
industry attractiveness are market size, market
share, market growth, industry profitability, and
pricing.

Overall strategic choices include either to invest
capital to build position, to hold the position by bal-
ancing cash generation and selective cash use, or to
harvest or divest. The GE model incorporates sub-
jective judgment, and accordingly, it is vulnerable
to manipulation. However, it can be made stronger
with the use of objective criteria.

BCG Matrix versus GE Model

Both the BCG matrix model and the GE model help
in competitive analysis and provide a consistency
check in formulating a competitive strategy for a
particular industry. Either model can be used as per
the manager’s preference. However, if a competitor
uses the BCG model because of experience curves,
then a company can benefit by using the same model.
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The following is a comparison among BCG, GE,
and Porter:

* Both the BCG matrix and the GE model focus on
corporate-level strategy accomplished through ac-
quisition or divestment of business.

* Porter’s five competitive forces and three compet-
itive strategies focus on business-level strategy ac-
complished through competitive actions.

Despite its widespread use in allocating corpo-
rate resources and acceptance by managers, the BCG
model has been criticized for:

* Focusing on market share and market growth as
the primary indicators of profitability.

* Its assumption that the major source of SBU financ-
ing comes from internal means.

* Its assumption that the target market has been de-
fined properly along with its interdependencies
with other markets.

0 Learning Objective 1.2:
UNDERSTAND THE IMPORTANCE
OF PLANNING AND
ORGANIZING SKILLS

Planning and organizing are the first two functions
of management, as discussed in this learning objec-
tive. Planning sets the direction for the other three
functions of management, which are organizing, di-
recting, and controlling.

Management Functions

Management is the attainment of organizational
goals and objectives through planning, organizing,
directing (leading), and controlling functions. Man-
agers use a multitude of skills to perform these four
functions in the process of utilizing an organization’s
resources in an effective and efficient manner. The
correct sequence of management functions is shown
here:

Planning — Organizing — Directing
— Controlling

Planning Defined

Planning defines where the organization wants to be
in the future and how to get there. Planning means
defining goals for future organizational performance
and deciding on the tasks and use of resources

needed to attain them. A lack of planning—or poor
planning—can hurt an organization’s performance.

Types of plans include strategic, tactical, and oper-
ational plans. The time horizon for a strategic plan
is between three and five years as it deals with the
broadest and most complex issues that will have a
dramatic impact, both positively and negatively, on
the success and survival of an entire organization.
The time horizon for a tactical plan is between one
and two years as it deals with a specific business
and its product lines by translating strategic plans.
The time horizon for an operational plan is less than
a year as it deals with a specific department and its
functions by translating tactical plans. These three
types of plans are interconnected.

Planning levels include corporate, business unit,
and functional, which are developed by managers at
various levels of the company. For example, strategic
plans are developed at the corporate level and busi-
ness unit level. Tactical plans are developed at the
business unit level and functional level. Operational
plans are developed only at the functional level. The
lower levels support the higher levels, meaning that
the functional level supports the business unit and
corporate levels and that the business unit level sup-
ports the corporate level. A corporate-level strategy
is concerned with the question, “What business are
we in?”; “How do we compete?” is related to busi-
ness unit-level strategy; and “How do we support
our chosen strategy?” is related to functional-level
strategy.

The following shows a linkage of planning levels
to planning types:

Planning Levels

Corporate Level 47 Strategic Plans

Business Unit Level Tactical Plans

Planning Types

Functional Level «————— Operational Plans

The planning process consists of six stages or
steps: (1) analyzing external environment, (2) assess-
ing internal resources, (3) establishing goals and ob-
jectives, (4) developing action plans, (5) implement-
ing action plans, and (6) monitoring outcomes.

The planning tools include portfolio techniques,
budgets, and performance goals, resulting from the
translation of plans. Portfolio techniques include
models to improve portfolio strategy and compet-
itiveness. Budgets are financial goals and include
operating budgets (e.g., revenue, expense, and in-
come budgets) and capital budgets (e.g., to acquire
long-term, fixed, assets). Budgets can be prepared
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using (1) either incremental-based or zero-based
approach and (2) either top-down or bottom-up ap-
proach. Performance goals are nonfinancial in na-
ture and should be specific, realistic, time bound,
and measurable.

Organizing Defined

Organizing typically follows planning and reflects
how the organization tries to accomplish the strate-
gic plan. Organizing involves the assignment of
tasks, the grouping of tasks into departments, and
the assignment of authority and allocation of re-
sources across the organization. Organizing is im-
portant because it follows from strategy in that strat-
egy defines what to do and organizing defines how
to do it. Organization structure is a tool that man-
agers use to allocate resources for getting things
accomplished.

Characteristics of Organization Structure

The design of an organization structure is important
as it affects the success and survival of a company.
Important characteristics include the following:

Authority, Responsibility, Accountability,

and Delegation

Authority is the formal right of a manager to make
decisions, to issue orders, and to allocate resources
in order to achieve goals. Authority is vested in or-
ganizational position, accepted by the subordinate,
and flows down the vertical hierarchy. Responsibil-
ity is the subordinate’s duty to perform the assigned
task, which is the flipside of the authority coin.
Accountability brings both authority and respon-
sibility together and requires the subordinates to re-
port and justify task outcomes to superiors in the
chain of command. Delegation is a transfer of au-
thority and responsibility from a superior to subor-
dinate, but accountability still rests with the superior.

Organization Charts

An organization chart is a visual display of an or-
ganization’s managerial pyramid. Such charts show
how departments are tied together along the prin-
cipal lines of authority. They show reporting rela-
tionships, not lines of communication. Organization
charts are tools of management to deploy human
resources and are common in both profit and non-
profit organizations. Every organization chart has
two dimensions—horizontal hierarchy and vertical

hierarchy—and two types—formal and informal.
These two dimensions represent the division of labor
and chain of command respectively.

Division of Labor and Chain of Command

Division of labor or work specialization is the
degree to which tasks are subdivided into sep-
arate, single, and narrow jobs. Many compa-
nies are moving away from specialization and
enlarging jobs to provide greater challenge so
that employees can rotate among several jobs.

Chain of command is an unbroken line of au-
thority that links all employees and specifies
who reports to whom. The chain of command
is linked to two principles: unity of command
(one subordinate is accountable to one supervi-
sor) and scalar principle (a clearly defined line
of authority).

Horizontal hierarchy establishes the division of
labor and specialization, such as marketing, pro-
duction, and finance. Generally, specialization is
achieved at the expense of coordination when de-
signing organizations. A workable balance between
specialization and coordination can be achieved
through contingency design. The horizontal hier-
archy does not show responsibilities, cannot show
informal organization, cannot show all lines of com-
munication, and does not show reporting channels
or hierarchy of authority. A person with a lower job
rank may be shown ata higher level on the chart (e.g.,
administrative secretary or assistant). Networking is
accomplished through horizontal hierarchy where
the interaction of persons of equal status is tak-
ing place for the purpose of professional or moral
support.

Vertical hierarchy establishes the chain of com-
mand, or who reports to whom. It does not show
responsibilities, cannot show informal organization,
and cannot show all lines of communication. A per-
son with a lower job rank may be shown at a higher
level on the chart (e.g., administrative secretary or
assistant).

The formal chart is a documented, official map of
the company’s departments with appointed leaders
who get things done through power granted by their
superiors. Formal charts have job titles.

The informal chart is not documented and is
composed of natural leaders who get things done
through power granted by peers. Informal charts
have no job titles.
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Implications of Organization Charts

Job title does not necessarily indicate everything
about an employee’s level of authority.

Organization charts work in routine and pre-
dictable task environments.

Organization charts do not work in nonroutine
and unpredictable task environments.

Nominal power lies in formal organization charts.

Real power lies in informal organization charts.

Supervisors and managers need to use the infor-
mal power network to get things done.

The formal organization chart may not always
keep track of changes in power relationships.

Formal leaders have the nominal power, whereas
informal leaders have the real power.

There may be several informal leaders but only
one or two formal leaders (natural leaders) in
each area of a company.

Span of Control or Span of Management

The span of control (or span of management) refers
to thenumber of subordinates reporting to a superior
and indicates how closely a supervisor can monitor
subordinates. It has two dimensions:

. Narrow and wide. The number of people who
report directly to a manager represents that man-
ager’s span of control or span of management. The
optimal size of a span of control in a work area is
dependent on the department’s function, organi-
zational levels, changes in the nature of the work,
and the clarity of instructions given employees.
The optimal span of control is not dependent on
the total number of employees in the department
or company.

Varieties of Span of Control

Narrow span of control means few people to
oversee, which in turn creates many hierarchi-
cal levels (tall organizations), which in turn re-
quires many managers. The number of subor-
dinates supervised is small. Workers may be
geographically dispersed.

Wide span of control means many people to over-
see, which in turn creates few hierarchical lev-
els (flat organizations), which in turn requires
few managers. Jobs are similar, procedures are

standardized, all workers are in the same work
area, and tasks are simple and repetitive. An
upper limit of the number of employees super-
vised must exist.

Obviously, a balance between too little and too
much supervision is required. The ideal span of
control ranges from 4 subordinates at the top of
the organization to 12 at the lowest level. The rea-
son for the difference is that top-level managers
are supervising people and lower-level managers
are responsible for supervising specific tasks.

. Tall and flat. A tall organization has many levels
of hierarchy and a narrow span of control. A flat
organization structure is one with relatively few
levels of hierarchy and is characterized by a wide
span of management control.

Varieties of Organization Structure

A tall structure has a narrow span, is vertically
focused, and has more hierarchical levels.

A flat structure has a wide span, is horizontally
focused, and has fewer hierarchical levels. The
trend is toward wider span of control (flat struc-
ture) to facilitate delegation.

Line and Staff Organization Structures

Line and staff organization structure is designed to
maximize the unity-of-command principle by giv-
ing only the managers the authority to make deci-
sions affecting those in the chain of command. There
is no crossover between line and staff organization
structure since each structure has its own chain of
command.

Line managers have the authority to make deci-
sions and give orders to all subordinates in the chain
of command. Staff authority is generally limited to
subordinates within its department. There is a natu-
ral conflict between these two parties due to power
differences and various backgrounds.

One important source of conflict is that line em-
ployees have formal authority while staff employees
have informal power. Line managers tend to empha-
size decisiveness, results, costs, and implementation,
whereas staff members advise and prefer complete-
ness, controls, adherence to policies and procedures,
and systematic analysis to solve organizational prob-
lems. The staff function supports the line function
but does not control it.
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Differences between Line and Staff Authority

Managers with line authority can direct and
control immediate subordinates and resources,
whereas managers with staff authority can
merely advise, recommend, and counsel.

Organization Systems and

Management Structures

Two organization systems—closed system and open
system—and two management structures—mecha-
nistic and organic—are discussed. A relationship be-
tween organization systems and management struc-
tures is established.

A closed system is independent of its external en-
vironment; it is autonomous, enclosed, and sealed off
from the external environment. It focuses on inter-
nal systems only. Its external environment is simple,
stable, and predictable. The major issue for manage-
ment is to run the business efficiently with central-
ized decision making and authority. It represents a
bureaucratic organization. The traditional view of
organizations has closed-system thinking and as-
sumes that the surrounding environment is fairly
predictable and that uncertainty within the organi-
zation can be eliminated through proper planning
and strict control. The primary goal is economic ef-
ficiency. All goal-directed variables are known and
controllable.

An open system is dependent on its environment
to survive; it both consumes resources and exports
resources to the external environment. It transforms
inputs into outputs. It must continuously change and
adapt to the external environment. Open systems are
complex, unstable, and unpredictable and internal
efficiency is a minor issue for management. It rep-
resents a modern organization. The modern view
of organizations has open-system thinking and as-
sumes that both the organization and its surround-
ing environments are filled with variables that are
difficult to predict or control. The organization inter-
acts continuously with an uncertain environment.
The primary goal is survival in an environment of
uncertainty and surprise. The modern view deals
with more variables that cannot be controlled or
predicted.

A mechanistic structure is characterized by rules,
procedures, and a clear hierarchy of authority. Or-
ganizations are formalized and centralized, and the
external environment is stable.

An organic structure is characterized by a fluid and
free-flowing nature, which adapts to changes in the

external environment with little or no written rules
and regulations and operates without a clear hierar-
chy of authority. Organizations are informal and de-
centralized, and responsibility flows down to lower
levels. It encourages teamwork and problem solving
by letting employees work directly with each other.

Types of Management Structures

A mechanistic management structure resembles
a closed system of an organization.

An organic management structure resembles an
open system of an organization.

Centralized, Decentralized, and

Matrix Organizations

Two methods of organizing are centralized and de-
centralized. In a centralized organization, decisions
are made at higher levels of management. Decisions
in a decentralized organization are made at lower
levels. Authority is delegated to lower levels of the
organization.

The extent of an organization’s centralization or
decentralization is determined by the span of con-
trol, the number of levels in the hierarchy, and the
degree of coordination and specialization. Central-
ization is typically used in those organizations that
emphasize coordination of decisions that must be
applied uniformly to a set of known or common
problems. Companies that allow managers a great
deal of autonomy are described as utilizing decen-
tralized management.

Departmentalization is the basis for grouping po-
sitions into departments and departments into the
total organization. The three traditional approaches
(e.g., the vertical functional approach, divisional ap-
proach, and matrix approach), based on departmen-
talization, rely on the chain of command to define
departmental groupings and reporting relationships
along the hierarchy. The three contemporary ap-
proaches (e.g., team approach, network approach,
and virtual approach), not based on departmental-
ization, have emerged to meet changing organiza-
tional needs in a global knowledge-based business
environment.

In a matrix organization, people with vertical
(down) and horizontal (across) lines of authority are
combined to accomplish a specific objective. This
design is suitable to a project environment where
the project manager is responsible for completing a
project without a formal line authority. Under these
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conditions, project managers tend to use negotiation
skills, persuasive ability, technical competence, and
the exchange of favors to complete a project in order
to compensate for their lack of formal authority.

A matrix organization structure will likely have
unity-of-command problems unless there is frequent
and comprehensive communication between the
various functional managers and project managers.

0 Learning Objective 1.3:
UNDERSTAND THE IMPORTANCE
OF DIRECTING AND LEADING
SKILLS

Much has been written about leading, and this learn-
ing objective will discuss leadership theories and
categories and compare leaders with managers and
entrepreneurs.

Leadership Defined

Directing (leading) is the third function of man-
agement. Providing leadership is becoming an in-
creasingly important management function. Lead-
ing is the use of influence to motivate employees
to achieve organizational goals. Leading means cre-
ating a shared culture and values, communicating
goals to employees throughout the organization, and
infusing employees with the desire to perform at a
high level. Leading involves motivating entire de-
partments and divisions as well as those individuals
working immediately with the manager. In an era of
uncertainty, international competition, and a grow-
ing diversity of the workforce, the ability to shape
culture, communicate goals, and motivate employ-
ees is critical to business success.

One doesn’t have to be a well-known top man-
ager to be an exceptional leader. There are many
managers working quietly who also provide strong
leadership within departments, teams, not-for-profit
organizations, and small businesses.

Leadership Theories

The evolution of leadership theory can be presented
in four ways.

Trait Leadership Theory
It was once assumed that leaders are born and not
made. Later, this assumption was changed to accept

that leadership traits are not completely inborn but
can be acquired through learning and experience.

One way to approach leadership characteristics is
to analyze autocratic (bureaucratic) and democratic
leaders. A autocratic leader is one who tends to cen-
tralize authority and rely on reward, coercive, and
legitimate power (position power) to manage subor-
dinates. A democratic leader is one who delegates
authority to others, encourages participation, and re-
lies on referent and expert power (personal power)
to manage subordinates.

Although hundreds of physical, mental, and per-
sonality traits were said to be the key determinants
of successful leadership, researchers reached agree-
ment on only five traits: (1) intelligence, (2) scholar-
ship, (3) dependability in exercising responsibilities,
(4) activity and social participation, and (5) socio-
economic status. Trait profiles do provide a useful
framework for examining what it takes to be a good
leader.

Behavioral Styles Leadership Theory

Researchers began turning their attention to patterns
of leader behavior instead of concentrating on the
personal traits of successful leaders. In other words,
attention turned from who the leader was to how
the leader actually behaved. Subordinates preferred
managers who had a democratic style to those with
an authoritarian style or a laissez-faire (hands-off)
style.

Three popular models that received a great deal
of attention are the Ohio State University Model,
the University of Michigan Model, and the Lead-
ership Grid developed by Blake and Mouton at the
University of Texas.

1. A team of Ohio State University researchers de-
fined two independent dimensions of leader be-
havior as initiating structure (leader getting things
organized and getting the job done) and consid-
eration (degree of trust, friendship, respect, and
warmth of a leader). It was concluded that high
initiating structure combined with high consider-
ation is generally the best all-around style.

2. The University of Michigan Model focused on
the behavior of effective and ineffective supervi-
sors. The study classified two types of leaders:

a. Employee-centered leaders (effective supervi-
sors), who established high performance goals
and displayed supportive behavior toward
subordinates.
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b. Job-centered leaders (ineffective supervisors),
who are less concerned about goal achieve-
ment and human needs and more concerned
about meeting schedules, keeping costs low,
and achieving production efficiency.

3. Inthe Leadership Grid, Blake and Mouton remain
convinced that there is one best style of leader-
ship. They described this in a grid with two axes,
scaling each axis from 1 to 9: horizontal (x) axis
representing a concern for production involving
a desire to achieve greater output, cost effective-
ness, and profits; vertical (y) axis representing a
concern for people involving promoting friend-
ship, helping coworkers get the job done, and at-
tending to things that matter to people, like pay
and working conditions.

By scaling each axis from 1to 9, the grid consists
of the following five leadership styles:

a. Authority-compliance management where
primary concern is for production and people
are secondary (9,1 style).

b. Country club management where primary
concern is for people and production is sec-
ondary (1,9 style).

c. Impoverished management where minimal
concern is for either production or people (1,1
style).

d. Middle-of-the-road management where mod-
erate concern is for both production and people
to maintain the status quo (5,5 style).

e. Team management where high concern is for
both production and people as evidenced by
personal commitment, mutual trust, and team-
work (9,9 style).

Most managers prefer the 9,9 style, regardless
of the situation at hand, since this style correlates
positively with better results, better mental and
physical health, and effective conflict resolution.
The 9,9 style represents a high concern for both
production and people as evidenced by personal
commitment, mutual trust, and teamwork.

Situational Leadership Theory
Situational theory or contingency thinking is based
on the assumption that successful leadership oc-
curs when the leader’s style matches the situation. It
stresses the need for flexibility and rejects the notion
of a universally applicable style.

Different approaches to situational leadership
include: Fiedler’s contingency theory, the path-

goal theory, and the Vroom/Yetton/Jago decision-
making model.

1. Fiedler’s contingency theory, which is thor-

oughly tested, is based on two assumptions. The
performance of a leader depends on two inter-
related factors: (1) the degree to which the sit-
uation gives the leader control and influence
to accomplish the job and (2) the leader’s ba-
sic motivation whether to accomplish the task or
have close supportive relations with others (task-
motivated leader has a concern for production
and relationship-motivated leader has a concern
for people).

Fiedler and his colleagues summed up their
findings by noting that “everything points to the
conclusion that there is no such thing as an ideal
leader.” Instead, there are leaders, and there are sit-
uations. The challenge to a manager is to analyze
a leader’s basic motivation and then match that
leader with a suitable situation to form a product
in combination. Fiedler believes that it is more ef-
ficient to move leaders to a suitable situation than
to tamper with their personalities by trying to get
task-motivated leaders to become relationship-
motivated or vice versa.

. The path-goal theory, which is a derivative of ex-

pectancy motivation theory, emphasizes that lead-
ers should motivate their followers by providing
clear goals and meaningful incentives for reach-
ing them. Motivation is seen as essential to effective
leadership.

Path-goal proponents believe that managers
need to rely contingently on four different leader-
ship styles since personal characteristics of sub-
ordinates, environmental pressures, and work
demands on subordinates will all vary from
situation to situation. These four leadership
styles include directive (tell people what to do),
supportive (treat subordinates as equals), partic-
ipative (consult with subordinates), and achieve-
ment oriented (set challenging goals). For exam-
ple, a directive situational leadership style would
be appropriate for a subordinate who possesses
very low task maturity for a particular assign-
ment.

. Vroom/Yetton/Jago decision-making model.

Vroom helped develop the expectancy theory
of motivation based on the assumption that
motivational strength is determined by per-
ceived probabilities of success. The term ex-
pectancy refers to the subjective probabilities (or



16 Learning Module 1: General Management, Leadership, and Strategy

expectancy) that one thing will lead to another.
Researchers Vroom, Yetton, and Jago (the Vroom
model) portray leadership as a decision-making
process with five distinct decision-making styles,
each of which requires a different degree of sub-
ordinates” participation. The Vroom model qual-
ifies as a situational-leadership theory because it
prescribes different decision styles for varying sit-
uations managers typically encounter.

The makeup of these five decision-making
styles is: two are autocratic (low degree of subor-
dinate participation), two are consultative (mod-
erate degree of subordinate participation), and
one is group directed (high degree of subordi-
nate participation). In addition, the Vroom model
gives managers the tools for matching styles with
various individual and group situations.

Transformational Leadership Theory

Transformational leaders are characterized as vi-
sionaries who challenge people to achieve excep-
tionally high levels of morality, motivation, and per-
formance. The transformational leaders are masters
of change, have charisma, rely on referent power and
can envision a better future, effectively communicate
that vision, and get others to willingly make it a re-
ality. A charismatic leader is one who has the ability
to motivate subordinates to transcend their expected
performance. A charismatic leader is also a vision-
ary leader who speaks to the hearts of subordinates,
getting them to be a part of his vision.

There is a distinction between a transactional
leader and a transformational leader. Transactional
leaders monitor people so they do the expected, ac-
cording to plan (i.e., maintain status quo). In con-
trast, transformational leaders inspire people to do
the unexpected, above and beyond the plan (foster-
ing creative and productive growth).

Other Theories of Leadership

Several new leadership theories are in place in
light of globalization, e-commerce, employee di-
versity, and virtual organizations. They include the
following;:

* Level 5 leader has no ego as he reaches the high-
est level in the management hierarchy in terms of
knowledge, skills, and abilities (KSAs). He gives
credit for successes to his subordinates while tak-
ing responsibility for failures.

* Interactive leader is one who uses consensual and
collaborative process in problem solving and de-
cision making by including subordinates, and his
power is derived from relationship building and
caring attitudes instead of position power. Female
leaders are found to be better than male leaders
as interactive leaders because often they can moti-
vate, communicate, and listen better.

* Virtual leader is one who is open-minded, flexi-
ble, and exhibits positive attitudes that focus on
solution instead of problems. He is good at com-
municating, coaching, building relationships, and
caring skills.

* Servant leader is one who operates on two lev-
els: (1) to fulfill subordinates’ needs and goals and
(2) to achieve the organization’s mission. He gives
away power, ideas, information, recognition, and
credit to subordinates. He connects the subordi-
nate’s motives to the organization’s mission. The
servant leadership position is upside down, mean-
ing that the leader serves the subordinates work-
ing for him and the organization that he works for.
The servantleader is at the bottom and others are at
the top.

Leadership Categories

Leadership is of two categories: formal and infor-
mal. Effective leadership is associated with both bet-
ter performance and more ethical performance. Ac-
cording to Chester Schriesheim, James Tolliver, and
Orlando Behling, leadership is “a social influence
process in which the leader seeks the voluntary par-
ticipation of subordinates in an effort to reach orga-
nizational objectives.”

The following list compares formal leaders with
informal leaders:

* Formal leaders have a measure of legitimate power
because of their formal authority. Informal leaders
lack formal authority.

* Both formal and informal leaders rely on an ex-
pedient combination of reward, coercive, referent,
and expert power.

* Both formal and informal leaders can be an asset
or a liability to the organization (asset when they
work for the organization; liability when they work
against the organization).

Power is needed in all organizations. Power must
be used because managers must influence those they
depend on. It is powerlessness, not power, that un-
dermines organizational effectiveness.
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Power is the ability to manage all types of re-
sources to accomplish something of value to the
organization. These resources could be human,
material, and informational in content. Power af-
fects organizational members in three areas: deci-
sion making, behavior, and situations. Another di-
mension to power is to distinguish between “power
over” (ability to dominate), “power to” (ability to
act freely), and “power from” (ability to resist the
demands of others).

Experts on power say that power is neutral. It is a
tool that can be used in a positive or negative man-
ner. Power exercised for power’s sake can be quite
dangerous to all parties affected. The five sources of
power exhibited by leaders include:

1. Reward power is gaining compliance through
rewards.

2. Coercive power is gaining compliance through
fear or threat of punishment.

3. Legitimate power is compliance based on one’s
formal position and parallels formal authority
(job title). It can be eroded by its frequent abuse
(or overuse).

4. Referent power is compliance based on charisma,
personal identification, or attraction and has no
relation to job title.

5. Expert power is compliance based on the ability
to dispense valued information and is based on
the knowledge or skills possessed by a person.

Note that sources 1, 2, and 3 are based on position
power while sources 4 and 5 are based on personal
power.

Management Defined

Management is the attainment of organizational
goals and objectives through four functions: plan-
ning, organizing, directing (leading), and controlling
organizational resources in an effective and efficient
manner.

Management Skills Defined

Management skills can be broadly classified as con-
ceptual, human, and technical. These skills are not
exhibited equally across management levels. They
vary with the nature of the job, the level of decision
making, and the type of interaction with people.
Conceptual skill is the cognitive ability to see the
organization as a whole and the relationship among
its parts. It involves the manager’s thinking, infor-

mation processing, and planning. It requires the abil-
ity to think strategically—to take a broad, long-term
view. Conceptual skills are needed by all managers
but are especially important for managers at the top.
Many of the responsibilities of top managers, such
as decision making, resource allocation, and innova-
tion, require a broad view.

Human skill is the manager’s ability to work with
and through other people and to work effectively
as a group member. It includes the ability to moti-
vate, facilitate, coordinate, lead, communicate, and
resolve conflicts. As globalization, workforce diver-
sity, uncertainty, and competition for highly skilled
knowledge workers increase, human skills become
even more crucial. Here, focus is on emotional needs
of employees instead of the physical needs related
to the job.

Technical skill is the understanding of and pro-
ficiency in the performance of specific tasks. It in-
cludes mastery of the methods, techniques, and
equipment involved in specific functions such as
engineering, manufacturing, or finance. These skills
are particularly important at lower organizational
levels. Many managers get promoted to their first
management job by having excellent technical skills.
However, technical skills become less important
than human and conceptual skills as managers move
up the hierarchy.

The following is a highest-to-lowest order of im-
portance of these skills for three types of manage-
ment levels:

First-line supervisor: technical, human, conceptual
Middle-level manager: human, technical, conceptual
Senior-level manager: human, conceptual, technical

Management Types

Managers use conceptual, human, and technical
skills to perform the four management functions
of planning, organizing, leading, and controlling in
all organizations. But not all managers’ jobs are the
same. Managers are responsible for different depart-
ments, work at different levels in the hierarchy, and
meet different requirements for achieving high per-
formance. Two management types include:

1. Vertical differences. An important determinant
of the manager’s job is hierarchical level. Three
levels in the hierarchy include top managers, mid-
dle managers, and front-line (first-line) managers.
Top managers are responsible for setting organi-
zational goals, defining strategies for achieving
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them, monitoring and interpreting the external
environment, and making decisions that affect the
entire organization. They share a long-term vision
for the organization, shape corporate culture, and
nurture an entrepreneurial spirit that can help the
company keep pace with rapid change. Middle
managers are responsible for implementing the
overall strategies and policies defined by top man-
agers. They are concerned with the near future
and are expected to establish good relationships
with peers around the organization, encourage
teamwork, and resolve conflicts. First-line man-
agers are directly responsible for the production
of goods and services. They include titles such as
supervisor, line manager, section chief, and office
manager. Their primary concern is the application
of rules and procedures to achieve efficient pro-
duction, provide technical assistance, and moti-
vate subordinates. The time horizon is short, with
the emphasis on accomplishing day-to-day goals.
2. Horizontal differences. The other major differ-
ence in management jobs occurs horizontally
across the organization. These jobs include func-
tional managers and general managers. Func-
tional managers are responsible for departments
that perform a single functional task and have em-
ployees with similar training and skills. Line man-
agers are responsible for the manufacturing (oper-
ations) and marketing departments that make or
sell the product or service. Staff managers are in
charge of departments such as finance and human
resources that support the line managers. Gen-
eral managers are responsible for several depart-
ments that perform different functions. Project
managers also have general management respon-
sibility because they coordinate people across sev-
eral departments to accomplish a specific project.

Managerial Roles

Henry Mintzberg studied what managers do by fo-
cusing on the key roles they play. He criticized the
traditional, functional approach as unrealistic in that
itdoes not tell what managers actually do. Mintzberg
believes that the functional approach portrays the
management process as far more systematic and ra-
tional and less complex than it really is.

In his view, the average manager is not the re-
flective planner and precise “orchestra leader” that
the functional approach suggests. Mintzberg used
a method called structured observation, which in-
cluded recording the activities and correspondence
of a few selected top-level executives. He then iso-

lated ten roles he believed are common to all man-
agers. These ten roles have been grouped into three
major categories: interpersonal, informational, and
decisional.

1.

Interpersonal category includes figurehead,
leader, and liaison roles.

. Informational category includes monitor (nerve

center), disseminator, and spokesperson roles.

. Decisional category includes entrepreneur, dis-

turbance handler, resource allocator, and negotia-
tor roles.

Management Assumptions
about Employees

Managers have different assumptions about em-
ployees regarding their nature and behavior toward
work. Some examples follow:

Douglas McGregor outlined a set of highly op-
timistic assumptions about human nature from
the manager’s perspective (Theory Y), that peo-
ple are creative, energetic, and capable of taking
responsibility, and can exercise self-control and
self-direction. This is in contrast with the tradi-
tional view of people by managers (Theory X),
that most people are lazy, dislike work, must be
coerced, must be directed, and are interested only
in job security. He criticized Theory X for being
pessimistic, stifling, and outdated.

William Ouichi discovered a type of organization
that exhibited a style of management that effec-
tively combines the traits and cultures of typi-
cal American and Japanese companies. He called
these hybrid companies Theory Z organizations.
These companies focus on the employee in ar-
eas such as: long-term employment; relatively
slow job evaluation and promotion; job rotation;
cross-functional career paths; participative and
consensus-style decision making; individual re-
sponsibility; concern for employees; and emphasis
on employee self-control.

Theory T and Theory T+ are complementary the-
ories based on Southeast Asian assumptions that:
work is a necessity but not a goal itself; people
should find their rightful place in peace and har-
mony with their environment; absolute objectives
exist only with God; in the world, persons in au-
thority positions represent God, so their objectives
should be followed; people behave as members of
a family and/or group; and those who do not are
rejected by society.
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Leaders versus Managers versus
Entrepreneurs

An individual may have more of leadership quali-
ties than management qualities and vice versa but
ideally should develop a balance of both quali-
ties. Examples of leadership qualities include vision-
ary, inspiring, creative, innovative, imaginative, and
change agent. Examples of management qualities in-
clude problem solving, analytical skills, authority,
and stability.

One of the major differences between manage-
ment and leadership qualities relates to the source
of power and the level of a follower’s compliance
with it. Power is the ability to influence the behav-
ior of others. Management power comes from po-
sition power (e.g., legitimate, reward, and coercive
power) while the leadership power comes from per-
sonal power (e.g., expert and referent power). It is
true that an effective manager must have leadership
qualities.

Entrepreneurs are characterized as risk-takers,
idea generators and implementers, opportunity
grabbers and exploiters, change agents and inno-
vators, go-getters, and value creators. They have a
different mindset, are a different breed, and have a
bigger mission and vision than managers and lead-
ers to take advantage of uncertainty (risk). Both large
and small firms and new and established firms can
be entrepreneurial. All managers and leaders should
think and act like entrepreneurs.

Mentoring

Mentoring is a relationship in which experienced
managers aid employees in the earlier stages of their
careers. Such a relationship provides an environ-
ment for conveying technical, interpersonal, and or-
ganizational skills from the more-experienced to the
less-experienced person. Not only does the inexperi-
enced employee benefit, but also the mentor may en-
joy the challenge of sharing his wisdom and knowl-
edge. Mentoring exhibits management and leader-
ship skills.

However, mentoring has problems. Young minor-
ity managers frequently report difficulty in finding
mentors. Also, men generally show less willingness
than do women to be mentors. Further, mentors
who are dissatisfied with their jobs and those who
teach a narrow or distorted view of events may not
help a young manager’s development. Fortunately,
many managers have a series of advisors or men-
tors during their careers and may find advantages

in learning from the different mentors. For example,
the unique qualities of individual mentors may help
less-experienced managers identify key behaviors
in management success and failure. Further, those
being mentored find previous mentors to be useful
sources for networking.

Delegation

Delegation is the process of assigning various de-
grees of decision-making authority to subordinates.
Itisnotan all-or-nothing proposition. Authority may
be passed along to subordinates; ultimate responsi-
bility cannot be passed along. Thus delegation is the
sharing of authority, not the abdication of responsi-
bility. Experts say that it is good to delegate those ac-
tivities the manager knows best. Delegation exhibits
management and leadership skills.

Advantages from Delegation

* Managers can free more of their time for planning
and motivating.

* Subordinates will be better trained and developed
as future managers.

Barriers to Delegation

* Lack of confidence and trust in subordinates

* Vague job definition

* Fear of competition from subordinates

* Poor example set by superiors who do not delegate

* Reluctance in taking the risks involved in depend-
ing on others

0 Learning Objective 1.4:
UNDERSTAND THE IMPORTANCE
OF CONTROLLING AND
MEASURING SKILLS

In this learning objective, we discuss the types of
management controls and different ways of mea-
suring performance. Controlling helps measuring in
meeting the established performance standards.

Controlling Defined

Controlling is the fourth and final function of man-
agement. Controlling means monitoring employees’
activities, determining whether the organization is
on target toward its goals, and making corrections
as necessary. Managers must ensure that the orga-
nization is moving toward its goals. New trends to-
ward empowerment and trust of employees have led
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many companies to place less emphasis on top-down
control and more emphasis on bottom-up control in
terms of training employees to monitor and correct
themselves (i.e., a self-control).

Information technology (IT) is also helping man-
agers provide needed organizational control without
strict top-down constraints. Companies may also use
IT to put more constraints on employees if managers
believe the situation demands it. Organization fail-
ure can result when managers are not serious about
controls or lack of controls.

Management Controls

Management controls can be divided into feed-
forward, concurrent, and feedback controls. A feed-
forward control is a proactive control and works
in anticipation of problems, such as defect preven-
tion through quality control inspection of raw ma-
terials and work-in-process (WIP) inventory, pre-
employment screening and background checking,
training programs, forecasting inventory needs, ad-
vance notice of a purchase, and budgeting. It focuses
on inputs, affects timely solutions, and hence is im-
portant to management.

A concurrent control solves problems as they
happen and includes direct supervision, total qual-
ity management (TQM) principles, just-in-time (JIT)
techniques, and employee self-control and team-
work. It focuses on ongoing processes.

A feedback control is used to evaluate past ac-
tivity to improve future performance, and it fo-
cuses on outputs. It measures actual performance
against a standard to ensure that a desired result
is achieved. Examples of feedback controls include
customer/employee surveys, variance analysis, and
performance measures (e.g., sales per employee).
Feedback control has been criticized because cor-
rective action takes place after the fact (reactive).
Feedback control can allow costs to build up due
to their back-end position. An example is human
resource managers holding exit interviews with em-
ployees who have resigned to go to work for com-
petitors. Management tabulates the interviewee’s
responses and uses the information to identify prob-
lems with training, compensation, working condi-
tions, or other factors that have caused increased
turnover. Other examples include increased finished
goods inspections (final quality inspection), mon-
itoring product returns, and evaluating customer
complaints, which are too late to take any corrective
action.

Measuring Defined

Measuring is identifying whether actual per-
formance meets established standards. Managers
should assess what they will measure and how
they will define it. Measuring requires the following
steps:

Step 1: Establish standards of performance.

Step 2: Measure actual performance.

Step 3: Compare actual performance with the estab-
lished standards.

Step 4: Take corrective action in cooperation with
employees and other stakeholders.

Traditional measurement tools include operating
budgets, capital budgets, analyzing financial state-
ments for profitability and liquidity, adapting TOM
principles, and complying with international stan-
dards organization (ISO) quality standards. Note
thatbudgets can act as both planning and controlling
tools.

Contemporary measurement tools include:

* Economic value added (EVA) is defined as a com-
pany’s net operating profit (after-tax) minus the
cost of capital invested in the company’s tangible
assets. EVA captures all the things a company can
do to add value from its activities, such as run
the business more efficiently, satisfy customers,
and reward shareholders. Each job, department, or
process in the company is measured by the value
added.

* Market value added (MVA) measures the stock
market’s estimate of the value of a company’s past
and projected capital investment projects. A com-
pany’s market value is the value of all outstanding
stock plus the company’s debt. When a company’s
market value is greater than all the capital invested
in it from shareholders, bondholders, and retained
earnings, the company has a positive MVA, which
is an indication that it has created wealth for its
stakeholders. A positive MVA goes hand in hand
with a high EVA measurement.

* The activity-based costing (ABC) method allo-
cates costs across all business processes, ensuring
that the price of a product is more than the cost to
produce it. The ABC method enables managers to
evaluate whether more costs go to activities that
add value or to activities that do not add value.
They can then focus on reducing costs associated
with non-value-added activities.

* Open-book management means sharing finan-
cial information and operating results with all
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employees in the organization, without hiding
anything from employees. This sharing of infor-
mation makes employees feel like a part owner
of the company, ties employee rewards to the
company’s financial success, increases employee’s
cooperation and communication, and increases ef-
ficiency and effectiveness of employee job perfor-
mance.

The balanced scorecard system is a comprehen-
sive management control system that balances
traditional financial measures with nonfinancial
measures, such as customer service, internal busi-
ness processes, and the organization’s capacity for
learning and growth. Metrics can be a part of the
balanced scorecard system.

0 Learning Objective 1.5:
UNDERSTAND THE IMPORTANCE
OF MOTIVATING SKILLS

Motivating subordinates is an important function for
both managers and leaders and is not an easy task.
The use of correct motivation strategies can bring big
results to the supervisor.

Motivation Defined

The term motivation refers to the psychological pro-
cess that gives a purpose and direction to human
behavior. Motivation theories are generalizations
about the why and how of purposeful behavior. The
goalis to move individual employees toward achiev-
ing organizational objectives, including job perfor-
mance, which is defined as follows:

Job Performance = KSAs x Motivation

Knowledge, skills, and abilities (KSAs) and moti-
vation are necessary for effective and efficient job
performance. KSAs are acquired through education,
training, and on-the-job experience. The individual’s
motivational factors—needs, satisfaction, expecta-
tions, and goals—are affected by challenging work,
rewards, and participation. Motivational factors are
both inborn and learned.

Motivation Theories
Four popular motivation theories exist:
1. Maslow’s needs hierarchy theory. Maslow’s the-

ory focuses on five needs structured as a hierarchy,
from bottom to top, and includes physiological,

safety, love, esteem, and self-actualization needs.
Individuals proceed up the hierarchy of needs,
one level at a time. Higher needs emerge as lower
needs are met. A fulfilled need does not moti-
vate an individual. Needs are related to motiva-
tion in that unsatisfied needs motivate behavior.
Maslow’s esteem needs are most closely associ-
ated with Herzberg’s concept of job enrichment.
Maslow’s needs theory failed under actual testing
since it does not consider individual perceptions.

. Herzberg's two-factor theory. Herzberg’s theory

was based on employee satisfaction. A satisfied
worker is motivated from within to work harder,
and a dissatisfied employee is not self-motivated.
Herzberg’s two factors are satisfiers and dissatis-
fiers.

Examples of satisfiers include achievement,
recognition, work itself, responsibility, advance-
ment, and growth.

Examples of dissatisfiers include company pol-
icy and administration; supervision; relation-
ship with supervisor, peers, and subordinates;
work conditions; salary; personal life; status; and
security.

Dissatisfaction is associated with complaints
about the job context or factors in the immedi-
ate work environment. The elimination of dissat-
isfaction is not the same as truly motivating an
employee. Herzberg is convinced that money is
a weak motivational tool because, at best, it can
only eliminate dissatisfaction. To satisfy and moti-
vate employees, an additional element other than
money is required, including meaningful, inter-
esting, and challenging work. Critics argued that
his theory was weak on an empirical basis and
that individual’s perception was secondary. Oth-
ers argued that one person’s dissatisfier may be
another’s satisfier. Herzberg’s biggest contribu-
tion is the motivating potential for enriched work.

. Expectancy theory. Individual perception, though

secondary in the Maslow and Herzberg models,
is central to expectancy theory. The expectancy
theory is based on the assumption that motiva-
tional strength is determined by perceived prob-
abilities of success. The term expectancy refers
to the subjective probability (or expectation) that
one thing will lead to another. The focus of this
model is as follows: one’s motivational strength
increases as one’s perceived effort-performance
and performance-reward probabilities increase.
This theory has received empirical support from
researchers and is based on common sense since
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Effort — Performance — Reward. Employees
tend to work harder when they believe they have
a good chance of getting personally meaningful
rewards.

4. Goal-setting theory. Goal setting is the process of
improving individual or group job performance
with clear objectives and high standards. Man-
agement by objectives (MBO) is an example of
goal-setting theory.

MBO states that organizational goals can be bet-
ter achieved if the goals of superiors and subordi-
nates are integrated with organizational goals. All
levels of management should be involved in set-
ting the objectives of the organization in working
toward the common goals.

The essence of MBO is close consultation be-
tween superior and subordinate in the setting of
and agreement on goals. They must agree on the
goals to be achieved. Feedback is necessary dur-
ing the period of working toward the goals and
after the goals are accomplished. A key require-
ment is unity of command, which requires subor-
dinates to be evaluated by a single superior—the
manager.

Comparisons among Motivation Theories

* Maslow’s theory is built around the hierarchy
of human needs.

* Herzberg’s theory is concerned with job perfor-
mance and job satisfaction and focuses on main-
tenance and motivational factors.

» Expectancy theory is based on the concept that
people’s expectations of rewards are derived
from their unique personal motive structure, be-
liefs, and perceptions.

* Goal-setting theory is based on improving indi-
vidual or group job performance.

Motivation Strategies

The following four motivation strategies were de-
rived from the motivational theories discussed pre-
viously:

1. Motivation through job design. Motivation
through job design deals with two specific strate-
gies: (1) fitting people to jobs and (2) fitting jobs to
people. Three proven alternatives in fitting people
to jobs include realistic job previews (written job
descriptions and audiovisual presentations about

thejob), job rotation, and limited exposure to frag-
mented jobs. The strategy of fitting jobs to people
includes job enlargement (adds width to a job)
and job enrichment (adds depth to a job).

. Motivation through rewards. Every employee

expects to be rewarded in some way for work
performed. Rewards may include material and
psychological payoffs for performing tasks in the
workplace. Managers have found that job perfor-
mance and satisfaction can be improved by prop-
erly administered rewards.

Two types of rewards exist: (1) extrinsic re-
wards, which are payoffs granted to the individ-
ual by other people (e.g., money, employee ben-
efits, promotions, recognition/employee of the
month, status symbols, and praise) and (2) intrin-
sic rewards, which are self-granted and internally
experienced payoffs (e.g., sense of accomplish-
ment, self-esteem, and self-actualization). An in-
trinsic reward is an internally generated benefit or
satisfaction resulting from good work performed.

. Motivation through employee participation.

Participative management is defined as the pro-
cess of empowering employees to assume greater
control of the workplace. Employees may partic-
ipate in setting goals, making decisions, solving
problems, and designing and implementing orga-
nizational changes. Employee participation will
not work if individual values and attitudes are
not in tune with it. Organizational factors such as
job design and corporate culture can also help or
hinder the process. Environmental factors such as
technological change and competition also affect
the participation process.

Two team-oriented approaches to employee
participation include quality control circles and
self-managed teams. Quality control circles are
small groups of voluntary, problem-solving em-
ployees who meet regularly to discuss quality
improvement and ways to reduce costs. To be
successful, quality control circles should be intro-
duced in an evolutionary manner rather than by
management order.

Self-managed teams (or autonomous work
groups) take on traditional managerial tasks as
part of their normal work routine. Advocates say
self-managed teams foster creativity, motivation,
and productivity. The manager’s role will be more
of a facilitator than an order giver, and supervi-
sion tends to be minimal. Hiring, training, and
job design need to be skillfully interlocked with
self-managed teams, thus driving up front-end
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costs. Traditional authoritarian supervisors view
self-managed teams as a threat to their authority,
job security, and power.

4. Motivation through work schedules and ser-
vices. New approaches such as flexible work
schedules, family support services, and sabbati-
cals are aimed at enhancing employee motivation
and increasing job performance. While employ-
ees like flexible work schedules, employers may
not because of greater administrative expense, su-
pervisory resistance, and inadequate coverage of
jobs. Alternative approaches were invented such
as compressed workweeks (40 hours in fewer than
5 days), permanent part-time jobs (workweeks
with fewer than 40 hours), and job sharing (com-
plementary scheduling that allows two or more
part-timers to share a single full-time job).

0 Learning Objective 1.6:
UNDERSTAND THE IMPORTANCE
OF PROBLEM-SOLVING AND
DECISION-MAKING SKILLS

Managers make decisions to solve current problems
or to seek future opportunities. In the former case,
problems come first, and decisions come next. In the
latter case, opportunities come first, and decisions
come next. Group dynamics and team building are
also discussed.

Problem Defined

A problem exists when there is a gap between what is
and what should be. Individuals recognize a problem
when they feel frustrated, frightened, angry, or anx-
ious about a situation. Organizations recognize prob-
lems when outputs and productivity are low; when
quality of products and services is poor; when peo-
ple are not cooperating, sharing information, or com-
municating; or when there is a dysfunctional degree
of conflict among people in various departments.
When the gap between what is and what should be
causes anxiety and inefficiency, something needs to
be done to solve the problem (see the figure).

Point A Point B

Gap
“What is” € “What should be”
(actual condition)

(desired condition)

A problem is the gap between where one is and
where one wants to be. The process of closing the

gap between the actual situation and the desired sit-
uation is problem solving. Problems do not solve
themselves—people solve problems.

The management principle behind problem
solving is Theory Y in that managers will take re-
sponsibility for and are interested in solving organi-
zational problems. Effective written and oral communi-
cation skills are prerequisites to effective problem-solving
skills.

Problem-Solving Process

Problem solving is a systematic process of bringing
the actual situation or condition closer to the desired
condition. Although there are many ways to handle
problems, the following four steps can explain the
process:

Step 1: Identify the problem.

Step 2: Generate alternative solutions.

Step 3: Select a solution.

Step 4: Implement and evaluate the solution.

Impediments to Problem Solving

Business problems are solved either by individuals
or by groups. The most neglected area of problem
solving is human resources, the people who partici-
pate in the problem-solving group. The group leader
can encourage new ideas and creativity in group
members by following these guidelines:

* Practice effective listening because people think
much more rapidly than they speak. Effective lis-
tening is the best way to gather information. Try
not to be distracted.

* Practice “stroking,” a concept borrowed from
transactional analysis. A stroke is a unit of recogni-
tion. Provide recognition to people and ideas. Pos-
itive stroking makes people more important and
secure and invites more ideas and creativity.

* Discourage “discounting” (i.e., not paying atten-
tion), another concept borrowed from transac-
tional analysis. When discounting is high, group
members will feel reluctant to respond to questions
and will be constantly ready to attack or retreat.
This is not a healthy climate for successful prob-
lem solving, and it encourages dysfunctional be-
havior and uncooperative attitudes among group
members.

* Keep the group members informed about progress
and what is expected of them.
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Reasons Individuals Solve Problems
Differently

Problem-solving skills are different with different
people. Five factors influence a person’s problem-
solving capabilities: (1) value system, (2) information
filtration, (3) interpretation, (4) internal representa-
tion, and (5) external representation.

Tools and Techniques for Problem Solving

Several major tools and techniques are available
for the problem solver to solve problems, includ-
ing brainstorming, synectics, nominal group tech-
nique, force-field approach, and systems analysis.
Differences exist among these tools, and all of them
do not work equally well in different situations.
In any given situation, one or two tools might
have a greater probability of leading to the desired
outcomes.

* Brainstorming encourages uninhibited flow of
new ideas—the more ideas, the better.

* Synectics is a highly structured approach using
excursions, fantasies, and analogies.

* Nominal group technique has no real group as it
uses a very structured approach.

* Force-field analysis identifies inhibiting and facil-
itating forces.

* Systems analysis breaks down a large problem
into many smaller problems.

Other problem-solving tools and techniques in-
clude imagineering; value analysis; leapfrogging;
blasting, creating, and refining; attribute list-
ing; Edisonian; investigative questions; cause-and-
effect diagrams; Pareto charts; psychodramatic
approaches; checklists; general semantics; morpho-
logical analysis; panel consensus techniques; Delphi
technique; work measurement; storyboards; humor;
operations research; intuitive approach; T-analysis;
closure; and TRIZ (a Russian-language acronym to
solve inventive problems by reframing the contra-
dicting and competing goals so contradictions dis-

appear).

Decision Defined

A decision is deciding on a specific course of action
from several choices.

Decision-Making Process

Decision making is a process of choosing among al-
ternative courses of action. The correct sequence of
the decision-making process is shown below:

Step 1: Identify the right information.

Step 2: Identify an acceptable level of risk.
Step 3: Identity alternative courses of action.
Step 4: Make a timely decision.

Note the difference between problem-solving and
decision-making steps. Identify an acceptable level of
risk (step 2) does not enter into the problem-solving
process. Risk is unique to decision making and is
an integral part of it. Decision making reduces or
increases the risk, depending on the quality of the
decision making and the level of uncertainty.

Facets of Decision Making

Managers and leaders make decisions. The type of
decision made depends on the level of that man-
ager in the organization hierarchy. To accommodate
this diversity, many facets of decision making
exist, including sequential/nonsequential, static/
dynamic, structured/unstructured, programmed/
nonprogrammed, and routine /nonroutine.

Decision-Making Models

Models are predetermined procedures that specify
the step-by-step actions to be taken in a particular
situation. Two types of decision models exist: nor-
mative and empirical.

Normative decision models prescribe the
decision-making process—what should be. These
models do not describe actual management prac-
tice in decision making. Instead, they describe
how a decision procedure should be followed.
Normative models are programmed decisions.
They help lower-level operating management to
implement programs such as production scheduling
or inventory control.

Empirical decision models do not describe how a
decision-maker should go about making a decision.
Instead, they describe the actual decision processes
followed by a decision-maker—what is. Empirical
models are nonprogrammed decisions. They help
middle to senior management in making strategic
decisions such as pricing and new product introduc-
tion. When there is no set of procedures for a decision
process, then by definition there is no “model” for it. Ex-
amples include crisis handling and leadership.
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Types of Decisions

Decision making is a frequent and important human
activity and is a managerial activity. Decisions are
not all of one kind. The procedure for making one
decision, such as buying a home, is entirely different
from making another decision, such as buying a car.

Four general types of decisions exist that require
different decision procedures: (1) decisions under
certainty, (2) decisions under risk, (3) decisions un-
der uncertainty, and (4) decisions under conflict or
competition.

Types of Data Used in Decision Making

Decision making is a process that incorporates the
estimating and predicting of the outcome of future
events. When specific events are known with cer-
tainty, the decision-maker does not use probabil-
ities in the evaluation of alternatives. When spe-
cific events are uncertain, the decision-maker uses
probabilities in the evaluation of alternatives. The
decision-maker often uses the most likely outcome
stated in deterministic format rather than incorpo-
rating all outcomes in a probabilistic (stochastic)
format.

A decision-maker uses two types of data: deter-
ministic data and probabilistic data. Deterministic
data are known and not subject to any error or dis-
tribution of error. They are based on historical data;
their environment is stable and predictable. Deci-
sion results will be certain with a single unique pay-
off. There is only a single outcome for each possible
action.

Probabilistic data are used by the decision-maker
to evaluate decisions under situations of risk and
uncertainty. An estimation of distribution of possi-
ble outcomes can be made, not an assured or a pre-
dictable outcome. The environment is characterized
as unstable and unpredictable since each event is as-
signed a probability of occurrence. Probabilistic data
allow for better risk evaluation since sensitivity anal-
ysis can be performed on each action to measure the
material impact of the various events.

An estimated payoff table or decision tree can be
developed for analysis. A drawback of using prob-
abilistic data is the availability and integrity of data
to determine multiple courses of action.

Tools and Techniques for Decision Making

These include differential analysis, decision ta-
bles, decision trees, payoff tables, flowcharts, cost—

benefit analysis, success—failure analysis, discrimi-
nate analysis, management science/operations re-
search applications, devil’s advocate techniques, re-
ality checks, risk analysis, and activity analysis.

Decision Making versus Problem Solving

Decision making and problem solving are not the
same—they have two different time dimensions. The
basic difference is that decision making is future ori-
ented and problem solving is past oriented. Decision
making deals with major risk, while problem solving
deals with resolving a specific issue. Problems come
first, and decisions come next.

Examples of decision-making situations include
investing in a new product line, buying new
equipment, and selecting an employee for a key
position. Examples of problem-solving situations
include handling a tardy employee, correcting a
poor-quality production, and working with a slow-
paying customer.

Group Dynamics

Today, groups or committees make many decisions
in organizations. There is a link between communi-
cation concepts and the subject of group decision
making. Since messages are transmitted between
members of the group, the effectiveness of this com-
munication process will have a greater impact on the
quality of the group’s decisions.

Robbins states that groups offer an excellent vehi-
cle for performing many of the steps in the decision-
making process. They are a source of both breadth
and depth of input for information gathering. If the
group is composed of individuals with diverse back-
grounds, the alternatives generated should be more
extensive and the analysis more critical. When the
final solution is agreed upon, there are more peo-
ple in a group decision to support and implement
it. These pluses, however, can be more than offset
by the minuses—time consumed by group decisions,
the internal conflicts they create, and the pressures
they generate toward conformity.

Strengths or assets of group decision making in-
clude breadth of information, diversity of informa-
tion, extensive analysis of alternatives, acceptance of
solutions, and legitimacy of processes.

Weaknesses or liabilities of group decision mak-
ing include time-consuming efforts, pressure to
conform, possibility of conflicts, domination of
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discussions, ambiguous responsibility, and loss of
personal accountability.

Group Behaviors

Group psychology studies have revealed that vari-
ous groups produced contradictory behavior. Some-
times, people did better at their tasks when there
were other people around and sometimes they did
worse. Groupthink, groupshift, and group polariza-
tion are the three byproducts of group decision mak-
ing, all of which have the potential to affect the
group’s ability to evaluate alternatives objectively
and arrive at quality decision solutions.

Groupthink is related to norms and describes situ-
ations in which group pressures for conformity deter
the group from critically appraising unusual, minor-
ity, or unpopular views. Groupthink is a disease that
attacks many groups and can dramatically hinder
their performance. Individuals who hold a minority
position that is different from that of the dominant
majority are under pressure to suppress, withhold,
or modify their true feelings and beliefs. Opposition
is viewed as disloyal and is discouraged. Groupthink
can ignore risks and contingencies. The group leader
must remain impartial and play the devil’s advocate
to come up with new challenges and alternatives.

Groupshift indicates that in discussing a given
set of alternatives and arriving at a solution, group
members tend to exaggerate the initial position that
they hold. Groups move between conservative and
risky. Group decision frees any single member from
accountability for the group’s final choice. Greater
risk can be taken because even if the decision fails,
no one member can be held fully responsible.

Group polarization can occur when a group de-
cides to take more risks than any individual would
have judged reasonable. Groups tend to make more
extreme decisions than individuals who are part of
the group. Group polarization (high-risk takers) and
groupthink (low-risk takers) are two extremes on a
risk measurement scale.

Factors Affecting Group Decisions

Many factors affect group decisions, including own-
ership of the problem either by individuals or by
groups (synectics is a good technique to solve these
kinds of problems), nature of the problem to be
solved either by few or several people, structure of
the problem (i.e., routine vs. nonroutine), nature of
the group (i.e., implementers vs. nonimplementers),

maturity level of the group (i.e., short vs. long pe-
riods of time), the size of the group (optimum is
between 6 and 10), and the climate of the group (i.e.,
passive and active behaviors).

Manager’s Information Processing Styles

The quality of a decision is a direct reflection
of how the decision-maker processes information.
Managers approach decision making and problem
solving in very different ways, depending on their
information processing styles. Their approaches,
perceptions, and recommendations vary because
their minds work differently. Researchers have iden-
tified two general information-processing styles:
(1) the thinking (objective) style and (2) the intuitive
(subjective) style. One is not superior to the other.

The thinking style manager tends to be analytical,
logical, precise, and objective. He prefers routine as-
signments that require attention to detail and sys-
tematic implementation. The manager uses deduc-
tive reasoning. The thinking style is good to use in
model-building exercises and forecasting involving
projections.

The intuitive style manager is creative, is comfort-
able in handling a dynamic and nonroutine environ-
ment, follows his hunches, and is mostly subjective.
He likes to address broad issues and use inductive
reasoning. This manager sees things in complex pat-
terns rather than as logically ordered bits and pieces.
The intuitive style is good to use in brainstorming
sessions and where traditional assumptions need to
be challenged.

In practice, many managers process information
through a combination of thinking and intuitive
styles.

Stages of Group Development

Effectiveness and efficiency increase as the group
matures. Similarly, immature groups are ineffective
and inefficient. A significant benefit of group matu-
rity is thata person’s individuality strengthens. Also,
members of mature groups tend to be emotionally
mature.

Kreitner suggests six stages of group develop-
ment, including (1) orientation, (2) conflict and chal-
lenge, (3) cohesion, (4) delusion, (5) disillusion,
and (6) acceptance. During stages 1 through 3,
group members attempt to overcome the obstacles of
uncertainty over power and authority, while during
stages 4 through 6, they overcome the obstacles of
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uncertainty over interpersonal relations. An under-
standing of group development stages will improve
time-management skills of an employee.

Stage 1: Orientation. Group members give the im-
pression to managers and leaders that they want
permanent control expressed through wants and
needs.

Stage 2: Conflict and change. Group members strug-
gle for control by suggesting alternative courses
of action and strive to clarify and reconcile their
roles. Many groups do not continue past this stage
because they get bogged down due to emotional-
ism and political infighting. An I feeling is domi-
nant at this stage for power and authority.

Stage 3: Cohesion. A we feeling becomes apparent
at this stage as everyone becomes truly involved
in the project, and any differences over power and
authority are resolved.

Stage 4: Delusion. Issues and problems are dis-
missed or treated lightly. Group members work in
participation and promote harmony at all costs.

Stage 5: Disillusion. Disillusion sets in as unlimited
goodwill wears off and disenchantment grows.
Some members will prevail by showing their
strengths while others hold back. Tardiness and
absenteeism are the norm, which is symptomatic
of diminishing cohesiveness and commitment.

Stage 6: Acceptance. Some group members move
from conflict to cohesion and act as group catalysts
as their expectations are more realistic. Power and
authority structure are accepted. Consequently,
the group members tend to be highly effective
and efficient.

Criteria and Determinants of Group
Effectiveness

A group is defined as two or more freely interacting
individuals who share a common identity and pur-
pose. Individuals join groups for various reasons to
satisfy their personal and professional goals. Two
kinds of groups exist, including informal and formal
groups. An informal group is a collection of indi-
viduals seeking friendship while a formal group is
a collection of individuals doing productive work.
Individuals can be subjected to ostracism, which is
rejection from a group.

Two criteria for group effectiveness include attrac-
tiveness and cohesiveness. Attractiveness has the
outside-looking-in view, while cohesiveness has the
inside-looking-out view. Cohesive group members

tend to stick together as they focus on we instead of
I. Anindividual’s perception and frames of reference
have lot to do with how groups can be attractive or
cohesive.

Factors that can enhance a group’s attractiveness
and cohesiveness include cooperative relationships
among members, a high degree of interaction among
group members, a relatively small-sized group, and
similarities among group members.

Factors that can detract from a group’s attrac-
tiveness and cohesiveness include unreasonable de-
mands on the individual, disagreement over work
rules and procedures, unpleasant experience with
some group members, and destructive competition
or conflict.

Groups and Individuals

Every worker has a dual role: as an individual and
as a member of a group. Weber states that a group
is defined by functional qualities, not by physical
properties. A group consists of a minimum of two
or more people who interact, communicate with,
and influence each other for a period of time. To
comprise a group, a collection of people must share
more than circumstances. They must share percep-
tions and goals. Group members must be aware of
each other, interact with each other, and exert influ-
ence on each other. To communicate with each other,
they must both send and receive messages. And they
must be engaged in these processes for more than a
few moments.

Why do people join groups? Formal or otherwise,
there are two common reasons people join groups:
goal attainment and needs gratification. By work-
ing together, people can accomplish goals that might
be difficult or impossible for solitary individuals to
achieve. Additionally, group participation addresses
many social needs such as access to approval, a sense
of belonging, friendship, and love.

People do not inevitably lose their individuality
in groups, although groups may help lessen self-
awareness and produce a state of de-individuation.
In fact, group membership can heighten certain as-
pects of individual experience. Three important ef-
fects of the group on the individual are:

1. Identity. Belonging to a group is a form of so-
cial categorization in that the group becomes one
aspect of social identity (e.g., a member of a pro-
fessional or trade association). Reference groups
are particularly important in defining not only
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identity but also aspirations. A reference group is
a social network one consults for social compar-
ison. When groups come into contact with each
other, individuals may compare their own group
favorably to the alternatives available.

2. Deviance. Group goals can sometimes override or
conflict with individual members’ personal goals.
When a member breaks with the group’s norms
to satisfy personal needs, he becomes a deviant.
Members of a group are important in validating
each other’s beliefs. A deviant threatens that vali-
dation by defecting and reducing consensus. Ulti-
mately the deviant will most likely be pushed out
of the group, thus restoring consensus with one
fewer member.

3. Social impact. Social impact theory is an explana-
tion of social influence. According to this theory,
the degree to which a targeted individual is influ-
enced depends on three factors: (1) the strength of
the source of influence, (2) the immediacy of the
influence, and (3) the number of sources. Group
membership can be seen as having social impact
on an individual. Taken factor by factor, a group
will have greater influence on each member if it is
strong, if the group’s influence is immediate, and
if the group is large in number.

Group Structures

Groups have tasks such as solving problems, mak-
ing decisions (task agenda), and meeting the emo-
tional needs and social roles of their members (social
agenda). Groups meet these two agendas through
several key processes and structures: norms, roles,
and cohesiveness.

Norms are rules or guidelines for accepted and
expected behavior. Some norms are explicit; mem-
bers know what they are and can explain them to
newcomers. Others are implicit or subtle, occasion-
ally taken for granted until a deviation occurs. Most
groups have a norm for how decisions are made. For
example, a group of coworkers in a small business
may agree thatimportant contracts are to be voted on
by all members, with a simple majority of more than
half ruling. The coworker who tries to play dictator
will be violating norms and may be treated as a de-
viant until the group restores consensus—or pushes
the deviant out.

Roles are sets of norms defining appropriate be-
haviors. Groups usually involve roles; some are
broad (leaders and followers), while others are more
specific. Roles differentiate members’ functions and

contributions within the group. Roles may be orga-
nized according to individual talents. Roles can be
a source of reward, as well as a source of problems
within a group. Group membership offers personal
benefits, and group participation achieves goals that
solitary individuals may not.

Roles may differ in not only function but also value
to the group. Values are abstract ideas that shape
an individual’s thinking and behavior. Roles associ-
ated with greater prestige or respect are said to have
higher status-position or rank. Status affects the way
members of the group communicate and work with
each other. For example, high-status members like
executives and managers may initiate communica-
tion with lower-status members but not vice versa.
A manager can interrupt a subordinate worker to
ask a question, but a subordinate is not free to enter
a manager’s office and ask questions without per-
mission. Status can be a reward for specific mem-
bers, but it carries a cost, since differences in status
can be a source of resentment or competition among
members.

Two kinds of role conflict commonly occur:
(1) person-role conflict and (2) inter-role conflict.
Person-role conflict is where a person finds his
group role difficult to perform. For example, a com-
mittee member may be required to criticize other
members” work, but he might feel uncomfortable
with having to do this. Inter-role conflict is where a
member belonging to different groups competes for
time in balancing the completion of conflicting tasks.

When one’s responsibilities within a group are un-
clear or unstable, the individual suffers the difficulty
of role ambiguity. Roles are likely to be ambiguous
when a member first joins a group, or when task
performance changes. For example, if a small service
company shifts from paper recordkeeping to the use
of computers, the roles of the file clerk may become
ambiguous. Itis not yet clear what—if any—function
he will have in the organization from this point on.

Cohesiveness is a feeling of attraction and loyalty
that motivates members to stay in the group. Mem-
bers of cohesive groups like each other more and
support common goals more strongly than members
of less cohesive groups. High cohesiveness can be a
source of both benefits and liabilities. Members of
highly cohesive groups enjoy their membership and
interaction more but are also prone to make mistakes
by giving group feeling a higher priority than other
group goals.

Anything that makes a group more valuable to
its members increases cohesiveness. Competition
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within the group can reduce cohesiveness, since
members fear threats from each other. Another bar-
rier to fellowship is disliking or special preferences
among members. When members are drawn to and
away from each other, subgroups form that break
down organizational unity. Preferential differences
in members’ feelings are more likely to develop in
large groups, and thus group size is negatively re-
lated to cohesiveness—the larger the organization,
the harder it is to maintain attraction, loyalty, and
fairness evenly among all members.

Methods Used in Team Building

After a team has been created, there are distinct
stages through which it develops. New teams are
different from mature teams. In the beginning, team
members had to get to know one another, establish
roles and norms, divide the labor, and clarify the
team’s task. In this way, members became parts of
a smoothly operating team. The challenge for man-
agers is to understand the stage of the team’s de-
velopment and take action that will help the group
improve its functioning.

Research findings suggest that team development
is not random but evolves over definitive stages
in sequence. One useful model for describing these
stages contains five phases: (1) forming, (2) storming,
(3) norming, (4) performing, and (5) adjourning.

Forming — Storming — Norming — Performing
— Adjourning

The forming stage of development is a period of
orientation and getting acquainted. Members break
the ice and test one another for friendship possibili-
ties and task orientation. Team members find which
behaviors are acceptable to others. Uncertainty is
high during this stage, and members usually accept
whatever power or authority is offered by either for-
mal or informal leaders. Members are dependent on
the team until they find out what the ground rules
are and what is expected of them. During this initial
stage, members are concerned about such things as
“What is expected of me?,” “What is acceptable?,”
and “Will I fit in?” During the forming stage, the
team leader should provide time for members to get
acquainted with one another and encourage them to
engage in informal social discussions.

During the storming stage, individual personali-
ties emerge. People become more assertive in clar-
ifying their roles and what is expected of them.

Conflict and disagreement mark this stage. People
may disagree over their perceptions of the team’s
mission. Members may jockey for positions, and
coalitions or subgroups based on common interests
may form. One subgroup may disagree with an-
other over the total team’s goals or how to achieve
them. The team is not yet cohesive and may be char-
acterized by a general lack of unity. Unless teams
can successfully move beyond this stage, they may
get bogged down and never achieve high perfor-
mance. During the storming stage, the team leader
should encourage participation by each team mem-
ber. Members should propose ideas, disagree with
one another, and work through the uncertainties and
conflicting perceptions about team tasks and goals.

During the norming stage, conflict is resolved, and
team harmony and unity emerge. Consensus devel-
ops on who has the power, who is the leader, and
members’ roles. Members come to accept and un-
derstand one another. Differences are resolved, and
members develop a sense of team cohesion. This
stage typically is of short duration. During the norm-
ing stage, the team leader should emphasize oneness
within the team and help clarify team norms and
values.

During the performing stage, the major empha-
sis is on problem solving and accomplishing the as-
signed task. Members are committed to the team’s
mission. They are coordinated with one another and
handle disagreements in a mature way. They con-
front and resolve problems in the interest of task
accomplishment. They interact frequently and di-
rect discussion and influence toward achieving team
goals. During this stage, the leader should concen-
trate on managing high task performance. Both so-
cioemotional and task specialists should contribute.

The adjourning stage occurs in committees, task
forces, and teams that have a limited task to perform
and are disbanded afterward. During this stage, the
emphasis is on wrapping up and gearing down. Task
performance is no longer a top priority. Members
may feel heightened emotions, strong cohesiveness,
and depression or even regret over the team’s dis-
bandment. They may feel happy about mission ac-
complishment and sad about the loss of friendship
and associations. At this point, the leader may wish
to signify the team’s disbanding with a ritual or cer-
emony, perhaps giving out plaques and awards to
signify closure and completeness.

The five stages of team development typically oc-
cur in sequence. In teams that are under time pres-
sure or that will exist for only a short period of time,
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the stages may occur quite rapidly. The stages may
also be accelerated for virtual teams. For example,
bringing people together for a couple of days of
team building can help virtual teams move rapidly
through the forming and storming stages.

0 Learning Objective 1.7:
UNDERSTAND THE IMPORTANCE
OF NEGOTIATING SKILLS

Negotiating is a soft skill that is important for man-
agers to learn. In this learning objective, we discuss
the negotiation process, its elements, and modes of
negotiation. Do’s and don’ts are also presented.

Negotiation Defined

Negotiation is a decision-making process among
different parties with different preferences. Two
common types of negotiation include two party
(buyer and seller) and third party (buyer, seller, and
agent). Traditionally, negotiation takes a win-lose at-
titude, which is based on power, position, and com-
petition. Here, one person’s success is achieved at the
expense of the success of others. It takes something
from the other party. However, a win-win attitude
is based on high principles and cooperation among
parties. Here, one person’s success is not achieved
at the expense of the success of others. Every party
gets something.

Process of Negotiation

According to Cohen, negotiation is more than an ex-
change of material objects and words. It is a way of
acting and behaving that can foster understanding,
belief, acceptance, respect, and trust between two
or more parties. It is the manner of your approach,
the tone of your voice, the attitude you convey, the
methods you use, and the concern you exhibit for
the other side’s feelings and needs. All these things
comprise the process of negotiation. Hence, the way
you go about trying to achieve your objective may,
in and of itself, meet some of the other party’s
needs.

The prerequisite to negotiation is a conflict situa-
tion. Conflict is an unavoidable part of life. It occurs
when the goals of each party are in opposition. But
conflict can arise even if both parties are in agree-
ment about what they want—sometimes the conflict
may be centered on how to get it (the means used).

Conflict may arise from differences in experiences,
information, or attitudes about the different roles of
the negotiators.

Why Opposition?

Opposition is essential because it results in growth
and progress. People who are dissatisfied with the
status quo generate tension with their differentideas,
which often leads to a creative solution.

What Is Negotiation?

Negotiation is gaining the favor of people from
whom we want things such as money, justice, sta-
tus, and recognition. Both technical and nontechni-
cal managers need negotiating skills to obtain help
from and support of colleagues, supervisors, peers,
customers, suppliers, and even friends and family
members.

Elements of Negotiation

Three crucial elements exist in a negotiation: power,
time, and information. People can negotiate any-
thing with these three tightly interrelated variables:

1. Power. The other side always seems to have more
power and authority than you think you have.

2. Time. The other side does not seem to be under
the same kind of organizational pressure and time
constraints you feel you are under.

3. Information. The other side seems to know more
about you and your needs than you know about
them and their needs.

Negotiating is analyzing power, time, and infor-
mation to affect people’s behavior—it is the meeting
of two or more parties in order to make things hap-
pen to their mutual satisfaction.

A simple test to make sure that you are ready for
negotiation is to ask the following three questions.
A “yes” answer will indicate readiness.

1. Am I comfortable negotiating in this particular
situation?

2. Will negotiating meet my needs?

3. Is the expenditure of energy and time on my part
worth the benefits that I can receive as a result of
this encounter?
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Modes of Negotiation

Two modes of negotiating behavior/conflict resolu-
tion exist: the competitive strategy and the collabo-
rative (cooperative) strategy. The style of negotiators
can range between these two strategies:

1. Competitive negotiation strategy focuses on get-
ting what you want and defeating an opponent
(I win, you lose). This may range from intimida-
tion to manipulation. People applying competi-
tive strategy often start with tough demands, get
red-faced, raise their voices, act exasperated, de-
lay making any concession, tend to be impatient,
and ignore deadlines. When the other party is fo-
cusing on a competitive negotiation strategy, it is
better to switch to collaborative strategy.

2. Collaborative negotiation strategy shifts the ef-
fort from trying to defeat an opponent to try-
ing to defeat a problem and to achieve a mu-
tually accepted outcome (I win, you win). With
this method, all parties work together to find an
acceptable solution or common ground that will
meet the needs of both sides. The best way to start
a collaborative strategy is to say something like,
“I need your help with this problem” or to em-
ploy other kinds of tact and exhibit concern for
the other’s dignity.

Accomplishing mutual satisfaction using the col-
laborative win-win style involves emphasis on three
important activities:

1. Building trust
2. Gaining commitment
3. Managing opposition

Compromise versus Collaboration

Compromise is not synonymous with collaboration.
Compromise results in an agreement in which each
side gives up something it really wanted. Compro-
mise is an outcome where no one’s needs are fully
met. This is because the strategy of compromise rests
on the faulty premise that your needs and the other
party’s needs are always in opposition. With this
thinking, it is never possible for mutual satisfaction
to be achieved. Each party starts out with greater
(extreme) demands, hoping to compromise at a mid-
point. This is not to say that compromise is always a
poor choice. Often the strategy of compromise may
be appropriate, depending on the particular circum-
stances.

Successful collaborative negotiations depend upon
finding out what the other side really wants and
showing them a way to get it, while still getting what
you want. It is the definition of win-win.

Do’s and Don’ts of Negotiations

To be successful, a manager needs to know what to
do and what not to do during negotiations.

Do’s of Negotiations:

* Do use phrases such as “I don’t know,” or “I don’t
understand it,” which can result in negotiating
leverage.

* Do approach others and ask for help. It tends to set
the climate for a mutually beneficial relationship.
At the very least, you will cause the other side
to make an investment that ultimately accrues to
your advantage.

Don’ts of Negotiations:

* Don’t be too quick to “understand” or prove your
intellect at the outset of an encounter. Learn to ask
questions, even when you think you might know
the answers.

* Never give an ultimatum at the beginning of a
negotiation. An ultimatum must come at the end
of a negotiation, if at all.

* Don’t use hard ultimatums such as “Take it or leave
it,” or “It is this way or else!” These attitudes are
self-defeating. Use soft ultimatums such as, “Your
position is valid, but this is all I can do at the mo-
ment. Help me.”

* Never leave the other side without alternatives.
Always allow them to make some kind of choice.

* Don’t reduce the other side’s stress unless you re-
ceive what you are shooting for.

* Don’t be abrasive because how you say something
will often determine the response you get.

* Avoid using absolutes when responding to people.
Learn to preface your replies with, “What I think
I may have heard you say....” This “lubricant de-
meanor” will soften your words, consecrate your
actions, and minimize the friction.

* Avoid public embarrassment to the people with
whom you deal. Never ridicule anyone in front of
others. Even when you are right, shun all oppor-
tunities to humiliate people, especially in public.

* Never forget the power of your attitude.

* Never judge the actions and motives of others.
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Added-Value Negotiating

Added-value negotiating (AVN) is a value-added
process (win-win) involving development of mul-
tiple deals with multiple outcomes as opposed to
traditional (win-lose) negotiating, which is based on
a single outcome with a single winner.

AVN is based on openness, flexibility, and a mutual
search for the successful exchange of value. AVN
allows one to build strong relationships with people
over time. It bridges the gap between win-win theory
and practice.

According to Kreitner, AVN comprises the follow-
ing five steps:

Step 1: Clarify interests. Both parties jointly identify
subjective and objective interests so that a com-
mon goal is found.

Step 2: Identify options. A variety of choices are devel-
oped to create value for both parties.

Step 3: Design alternative deals. Multiple win-win of-
fers are designed to promote creative agreement.

Step 4: Select a deal. Each party selects a mutually
acceptable deal after testing the various deals for
value, balance, and fit.

Step 5: Perfect the deal. Unresolved details are openly
discussed and agreements are put in writing,
which strengthens the relationship for future ne-
gotiations.

BATNA

The members of the Harvard Negotiation project
discovered a new concept in negotiations known
as the best alternative to a negotiated agreement
(BATNA) to establish a standard (i.e., bottom line)
against which any proposed agreement should be
measured. The BATNA describes the anchor point
for both sellers and buyers when negotiations do not
produce the desired outcome(s) for each negotiating
party in terms of a settlement amount.

Each negotiating party’s BATNA is a decision
point in terms of accepting or rejecting the offer by
the other party. The difference between the seller’s
BATNA and the buyer’s BATNA is known as the
bargaining zone, which becomes the only basis for
further negotiation due to overlapping range of ac-
ceptable outcomes. Negotiation is either useless or
unnecessary outside the bargaining zone because it
is not a common ground for the both parties. Agree-
ment is possible within the bargaining zone and not
possible outside the zone. Therefore, estimating one
party’s BATNA is essential in protecting the negoti-

ating parties from accepting offers that are unfavor-
able and from rejecting offers that are favorable.

Example of Calculating the Bargaining Zone
Given the Seller’s and Buyer’s BATNA

An item’s original price was $400, current ap-
praised value is estimated at $500, its owner is
making a final offer to sell the item at $600, and
a buyer’s final offer to buy the same item is
$350. The seller’s BATNA is $400 and the buyer’s
BATNA is $500. What is the bargaining zone in
amount and range?

The bargaining zone amount is Buyer's BATNA
minus Seller's BATNA = $500 — $400 = $100.

The bargaining zone range is $400 to $500.

A realistic BATNA can protect from four decision-
making traps, such as framing error, escalation of
commitment, overconfidence, and negotiating with-
out a standard, as follows:

* Framing error deals with how information is pre-
sented (i.e., positively or negatively), which can
lead to bias in behavior and decision making.

* Escalation of commitment is like “throwing good
money after bad” dilemma in that managers con-
tinue to fund losing projects to save their face.

* A positive relationship exists between overcon-
fidence and task difficulty. Managers exhibit ex-
tra courage needed to handle difficult situations,
which leads to unreasonable risks. Careful analysis
of situations and critical thinking about decision
alternatives can help managers avoid overconfi-
dence trap.

* Negotiating parties usually move aimlessly in the
dark due to lack of a negotiating standard, which
results in accepting unfavorable terms and reject-
ing favorable terms. A negotiating standard such
as BATNA helps in making better decisions be-
cause a seller’'s BATNA becomes the standard for
accepting or rejecting offers

0 Learning Objective 1.8:
UNDERSTAND THE IMPORTANCE
OF COMMUNICATION SKILLS

Communications can be either formal or informal
and include both written and oral. Communication
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barriers are discussed along with essentials for effec-
tive communication.

Communication Defined

One thing that is common to all four functions of
management (i.e.,, planning, organizing, directing,
and controlling) is communication. Surveys have
shown that 80 percent of a manager’s time is spent
on communication and 20 percent on other activities.
Communication involves two or more people. The
effectiveness of organizational communication can
be increased with clear verbal and written messages
with little or no noise. Nonverbal communications
(messages sent through actions, not words) and lis-
tening skills (the art of receiving messages) are also
important.

Noise is not part of the chainlike communication
process. It is any interference with the normal flow
of understanding of a message from one person to
another. Examples of noise include misperception,
illegible print, speech impairment, and garbled com-
puter data transmission. Understanding has an in-
verse relationship with noise—the higher the noise,
the less the understanding. Greater amounts of noise
in communication not only waste resources (time
and money) but also create frustration between the
sender and the receiver.

Communication Chain

Kreitner describes communication as a chain made
up of identifiable links—sender, encoding, medium,
decoding, receiver, and feedback. The communica-
tion chain is only as strong as its weakest link.

The following are the identifiable links in the com-
munication chain:

* Sender conveys the message to a receiver.

* Encoding translates the message from sender.

* Medium is the vehicle by which to send or receive
a message.

* Decoding translates the message from sender to
receiver.

* Receiver gets the message.

* Feedback means the receiver acknowledges the
message.

Sender

The sender is an individual or a group of people
whose goal is to convey or transmit the message to a
receiver via the best possible media and in the fastest
way.

Encoding

The objective of encoding is to translate internal
thought patterns into a language or code that the
intended receiver of the message will be able to un-
derstand. Words (written or oral), numbers, gestures,
or other symbols are used in encoding. The purpose
of the message affects the medium of encoding. For
example, if a manager were proposing a new em-
ployee benefit plan, which is a sensitive program, a
meeting with emotional appeal and gestures would
have a bigger impact than a normal written (cold)
report. A meeting conveys personal interest and em-
pathy, unlike the report.

Medium

Many types of media exist to send and receive a mes-
sage, including face-to-face communications, tele-
phone calls, regular meetings and electronic meet-
ings (videoconferencing), memos, letters, reports,
facsimiles, bulletin boards, newsletters, and others.
Each media type varies in richness from high-rich to
low-rich. Media richness is described as the capacity
of a given medium to convey information properly
and promote learning. The goal is to match media rich-
ness with the situation. Otherwise, mismatching occurs,
which can lead to confusion and embarrassment.

Comparison of Different Media

Examples of high-rich media include face-to-
face conversation, telephone, or videoconfer-
encing, since they provide multiple informa-
tion cues (e.g., message content, tone of voice,
and facial expressions), facilitate immediate
feedback, and are personal in focus. High-rich
media are good for discussing nonroutine is-
sues and problems.

Examples of low-rich or lean media include
bulletin boards, reports, company newsletter,
memorandums, and letters. These media pro-
vide a single cue, do not facilitate immediate
feedback, and are impersonal. Low-rich media
are good for discussing routine problems.

Decoding

Decoding is the translation of the transmitted mes-
sage from the sender’s language and terminology
to that of the receiver. Effective decoding requires
that these be the same between the sender and the
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receiver. The receiver’s willingness to receive the
message is a primary criterion for successful
decoding.

Receiver

The receiver is an individual or a group of people
whose goal is to acknowledge and receive the in-
tended message sent by a sender. The receiver will
take an action based on the message received.

Feedback

The communication process is not complete until
the receiver acknowledges the message via verbal
or nonverbal feedback to the sender. Without feed-
back, the sender is not sure whether the receiver
has received his message. Feedback affects follow-
up: if the receiver does not understand the message,
follow-up meetings should be scheduled.

Formal Communications

Formal communication channels are those that flow
within the chain of command, and include down-
ward, upward, and horizontal communication.

Downward communication refers to the mes-
sages and information sent from a higher level to a
lower level in the management hierarchy (e.g., goals,
strategies, mission, vision, directives, policies, proce-
dures, and performance feedback).

Upward communication refers to the messages
and information transmitted from a lower level to
a higher level in the management hierarchy (e.g.,
grievances and disputes, routine progress and per-
formance reports, suggestions for improvement, and
problems and exceptions).

Horizontal communication refers to the lat-
eral or diagonal exchange of messages and in-
formation among peers or coworkers, occurring
within or across departments (e.g., intradepartmen-
tal problem-solving requests, interdepartmental co-
ordination on joint projects, and use of task forces
and committees). Horizontal communication is im-
portant in learning organizations with teams solving
problems.

Informal Communications

Informal communication channels exist that do
not consider the organization’s formal hierarchy
of authority and chain of command. Examples in-
clude management by wandering around and the
grapevine.

Management by wandering around means
higher-level employees (e.g., executives and senior
managers) talk directly with lower-level employ-
ees (e.g., hourly workers at factory, office, or ware-
house) to learn about problems and issues con-
fronting them, as well as to share their key ideas
and values. These meetings are informal and unan-
nounced.

A grapevine is the unofficial and informal com-
munication system. It sometimes conflicts with the
formal system and complements and reinforces it
at other times. The grapevine will remain in orga-
nizations as long as people are working in a group
environment. It has both positive and negative sides.
From a positive side, the grapevine communication
can help management learn how employees truly
feel about policies, procedures, and programs—a
type of feedback mechanism. On the other hand, a
negative consequence to the grapevine is rumors.

Barriers to Communication

It is false to assume that if a person can talk, he can
communicate. Talking is different from communicat-
ing. There are many barriers that exist between all
people, making communications much more diffi-
cult than most people seem to realize. The manager
needs to know all the barriers that exist that can
block effective communication. The negative effect
of roadblocks to communication includes diminish-
ing of self-respect in others, triggering defensive-
ness, resistance, and resentment. This can also lead
to dependency, withdrawal, and feelings of defeat or
of inadequacy.

Kreitner describes four types of barriers to com-
munication representing extreme forms of noise: (1)
process barriers, (2) physical barriers, (3) semantic
barriers, and (4) psychological /social barriers.

Communication Barriers = Process — Physical —
Semantic — Psychological/Social

The scope of process barriers consists of sender
barrier, encoding barrier, medium barrier, decoding
barrier, receiver barrier, and feedback barrier—links
in the communication chain. The scope of physical
barriers includes physical objects blocking the effec-
tive communication (e.g., walls, medium). Semantic
barriers address the words used in the communi-
cation. A manager who uses jargon in his report is
likely to encounter the semantic form of communica-
tion barrier. Psychological and social barriers deal
with peoples” backgrounds, perceptions, values,
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biases, needs, and expectations—all of which differ
to varying degrees.

Perception is a process of giving meaning to one’s
environment and is a vital link in the communication
process. It consists of three subprocesses: (1) selec-
tivity, (2) organization, and (3) interpretation. Selec-
tivity is sensory screening and a sorting out process.
Organization is mentally creating meaningful pat-
terns from disorganized thoughts. Interpretation is
how people understand a message, which is often
different for different people.

Essentials for Effective Communication

After presenting 13 barriers to communication
(e.g., criticizing, name-calling, diagnosing, prais-
ing, finger-pointing, bossing, threatening, moral-
izing, advising, excessive questioning, diverting,
logical argument, and reassuring), Robert Bolton de-
scribes three essentials for effective communication:

1. Genuineness means being honest and open about
one’s feelings, needs, and ideas.

2. Nonpossessive love involves accepting, respect-
ing, and supporting another person in a nonpa-
ternalistic and freeing way.

3. Empathy refers to the ability to really see and
hear another person and understand him from
his perspective.

Information Communicated by Others

Information can be improperly analyzed and incor-
rectly interpreted. The causes of poor business de-
cisions can be attributed not only to a lack of infor-
mation but also to the failure to properly interpret
information.

Proper interpretation of information depends
largely on the reliability of the source, the manner
in which the information is presented, and the per-
sonal perception of the person receiving or giving
the information. The return on an investment in infor-
mation is knowledge, which is difficult to quantify.

0 Learning Objective 1.9:
UNDERSTAND THE IMPORTANCE
OF CONFLICT MANAGEMENT
SKILLS

Conflict is normal between people due to different
perspectives and perceptions. Conflict has two sides:
benefits and drawbacks. Tools for managing conflict
are discussed.

Conflict Defined

Social scientists say that conflict is inevitable be-
tween people, and without conflict there is no major
personal change or social progress. Conflict manage-
ment involves accepting or even encouraging con-
structive conflict as necessary. The key point is to
minimize the destructive form of conflict.

Conflict is the medium by which problems are rec-
ognized and solved. Conflict is closely related to
change and interpersonal dealings. It refers to all
kinds of opposition or antagonistic interaction. Not
all conflict is bad.

Conflict is based on scarcity of power, availability
of resources, social position, and difference in value
structure between individuals or groups involved in
the situation.

To be human is to experience conflict. This conflict
arises due to differences in personal values, opin-
ions, desires, habits, and needs of people. It is impos-
sible for people to rise completely above selfishness,
betrayals, misrepresentations, anger, and strain. The
best way to depict conflict is on a scale of disruptive
and destructive dimensions, as shown in the figure.

Best condition Worst condition

Disruptive behavior

Destructive behavior

Conflict at best is disruptive and at worst is de-
structive. Once it erupts, conflict is difficult to con-
trol. Destructive conflict has a tendency to expand
until it consumes all the things and people it touches.

Social scientists make an important distinction be-
tween two types of conflict: realistic conflict and non-
realistic conflict.

In realistic conflict, which is based on rationality,
there are opposing needs, goals, means, values, or in-
terests. Realistic conflict can be resolved by focusing
on the emotions first followed by substantive issues
and using collaborative problem-solving methods.

Nonrealistic conflict, which is based on irrational-
ity, arises from ignorance, error, tradition, prejudice,
win-lose types of competition, hostility, or the need
for tension release. Unrealistic conflict creates un-
warranted tension between people and can cause
unnecessary destruction; it should be handled very
carefully as it can be prevented to some extent.

Another way of classifying conflict is between
functional conflict and dysfunctional conflict.

* Functional conflict. The organizational benefits
of functional conflict are increased effort and
improved performance, enhanced creativity, and
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personal development and growth. It is like
expressing anger in a constructive manner, with-
out actually showing the anger. Functional conflict
is always encouraged, for obvious reasons.

* Dysfunctional conflict. The signs and symptoms
of dysfunctional conflict include indecision, resis-
tance to change, destructive emotional outbursts,
apathy, and increased political maneuvering. The
goal of management is to resolve or neutralize dys-
functional conflict, which is always discouraged,
for obvious reasons.

Despite its drawbacks, conflict has benefits. It
can spur technological development, encourage per-
sonal and intellectual growth, and help renew busi-
ness organizations.

Personal Conflict Prevention and
Control Methods

Although it is impossible to totally eradicate con-
flict, personal conflict prevention and control can
avert much needless strife (nonrealistic conflict).
Both individuals and institutions need to develop
prevention and control methods. Robert Bolton rec-
ommends the following;:

* One way of diminishing the amount of conflict
is to use fewer roadblocks. Ordering (dominat-
ing), threatening, judging, name-calling, and other
roadblocks are conflict-promoting interactions.

* Reflective listening helps the other person dissi-
pate “negative” emotions when he has a strong
need or a problem to address.

* Assertion skills enable a person to get needs met
with minimal strife. By asserting when needs arise,
one can prevent the buildup of emotions that so
often cause conflict. Both assertion and listening
skills help to clear up two major sources of conflict:
errors and lack of information.

» Awareness of which behaviors are likely to start
a needless conflict between people can eliminate
many confrontations. Certain words, looks, or ac-
tions tend to trigger specific people into conflict.
These behaviors may be rooted in early childhood
experiences. Some people can sense that a storm is
brewing.

* “Dumping one’s bucket” of tension without fill-
ing the other’s bucket is another important conflict
prevention and control method. Strenuous exer-
cise, competitive athletics, and meditation also can
drain off one’s tensions without adding to other
people’s stress.

* Increased emotional support from family and
friends can decrease one’s proneness to unneces-
sary conflict. In general, the more we are loved and
cared for, the less we need to fight.

* Heightened tolerance and acceptance of others
also tends to diminish unrealistic conflict. Some
say that these tolerances and acceptances are con-
ditioned by upbringing and even by genetic fac-
tors. But each of us can become more tolerant and
accepting than we now are.

* “Issues control” is another important way of man-
aging conflicts. It is often preferable to deal with
one issue at a time, to break issues down into
smaller units rather than deal with enormous prob-
lems with many parts, to start with easily resolved
issues (i.e., start with points of agreement), and
to define the dispute in nonideological terms. Try
to find how your needs and the other’s needs can
be satisfied (i.e., win-win situation) through jointly
identifying the cause of disagreement.

* A careful appraisal of the full consequences and
the cost of a conflict may deter you from involv-
ing yourself in needless disputes. It is difficult to
estimate the cost of a conflict because emotional
interactions are unpredictable and frequently get
out of hand.

Group or Organizational Conflict
Prevention and Control Methods

Individual actions alone are not enough. Group
and/or organizational actions are needed to prevent
and control the conflict that occurs in the workplace.
The way an organization is structured has a bearing
on the amount of conflict generated in it. The po-
tential for conflict tends to be greater in centralized,
bureaucratic organizations than in decentralized or-
ganizations. The more rigid organizations are, the
less effective communications are and the less adept
they are at managing conflicts constructively.
Bolton suggests the following;:

* The personality and methods of the leader are im-
portant. Managers who have low levels of defen-
siveness and who are supportive tend to help peo-
ple in their organizations avert unnecessary strife.
A person who is in a position of power, one who
has great charisma, or one who has developed
effective communication skills tends to have the
greatest influence on the way conflict is handled.

* The climate of a group also influences the amount
of conflict it generates. Although some kinds of
competition can be healthy, research evidence
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suggests that win-lose competition fosters need-
less conflict and diminishes the ability to re-
solve disputes effectively. However, cooperating to
achieve goals that could not be accomplished with-
out joint effort promotes more genuine harmony.

* Well-conceived and clearly stated policies and pro-
cedures that have the understanding and support
of the relevant individuals create orderly processes
that can help mitigate unnecessary chaos and con-
flict. When policies and procedures do not match
the needs of the organization or its members, when
they are arrived at arbitrarily and administered
high-handedly, they can add to the level of unreal-
istic conflict in the organization.

* The degree of change and the method by which
change is introduced into a family or an organiza-
tion influences the amount and severity of disputes
in that institution. A certain amount of change
is necessary in all institutions, but too rapid a
change or changes utilizing inadequate methods
of communication can create significant and need-
less conflict.

* Mechanisms to settle grievances need to be estab-
lished. A mechanism is practiced when resolving
disputes between labor and management of an or-
ganization.

* Training for conflict management is necessary both
for the prevention of needless conflict and for the
resolution of the conflicts that are inevitable in any
relationship or organization. The scope of training
should include topics such as listening, assertion,
and collaborative problem-solving skills.

* Much conflict needs to be faced and resolved at
the earliest possible moment. When prevention
and control strategies are used improperly and un-
wisely, they merely postpone the inevitable. The
final result is worse than an early, direct resolution
of the strife.

* When some people want to dodge contflict alto-
gether, they tend to misuse the prevention and
control strategies listed above. Others use denial,
avoidance, capitulation, or domination as mecha-
nisms for keeping their lives free of the unpleas-
antness of strife.

Tools for Managing Conflict

Two sets of tools are available for managing conflict:
(1) conflict triggers, which stimulate conflict, and
(2) conflict resolution techniques, which are used
when functional conflict deteriorates into dysfunc-
tional conflict.

Conflict Triggers

A conflict trigger is a factor or circumstance that
increases the choices of intergroup or interpersonal
conflict. It can stimulate either functional or dysfunc-
tional conflict, where the former should be continued
and the latter should be removed or corrected. Ac-
cording to Kreitner, examples of major conflict trig-
gers include:

* Ambiguous or overlapping jurisdictions. (Reorga-
nization will help to clarify job boundary prob-
lems.)

* Competition for scarce resources. (This includes
funds, personnel, authority, power, and valuable
information.)

* Communication breakdowns. (Communication
barriers provoke conflict. Clear communications
should be practiced.)

* Time pressures. (Deadlines can prompt perfor-
mance or trigger destructive emotional reactions.)

* Unreasonable standards, rules, policies, or proce-
dures. (These can lead to dysfunctional conflict be-
tween managers and their subordinates. The solu-
tion is to correct the situation.)

* Personality clashes. (A solution is to separate the
antagonistic parties by reassigning one or both to
anew job.)

+ Status differentials. (Job hierarchy creates status
differentials that lead to dysfunctional conflict.
This can be minimized by showing a genuine con-
cern for the ideas, feelings, suggestions, and value
of subordinates.)

* Unrealized expectations. (Dysfunctional conflict
is another by-product of unrealized expectations.
This can be avoided by taking the time to discover
what people expect from their employment.)

Conflict Resolution Techniques

Managers have two choices in resolving conflict: do
nothing, which is not a good strategy, or try one or
more of the following five conflict resolution tech-
niques:

1. Problem solving. Problem solving encourages
managers to focus their attention on root causes,
factual information, and promising alternatives
rather than on personalities or scapegoats. It is a
time-consuming process, but it is worth it.

2. Superordinate goals. Superordinate goals are
highly valued, unattainable by any one group
or individual alone, and commonly sought. The
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manager brings the conflicting parties together
and tries to resolve the dysfunctional conflict.

3. Compromise. Everybody wins and loses because
compromise requires negotiation, or give and
take. Compromise is based on the idea that “some-
thing must be given up if anything is to be
gained.” It is a time-consuming process, and the
problem is worked around rather than solved.

4. Forcing. Management steps into a conflict and or-
ders the affected parties to handle the situation
in a certain manner. It is based on the formal au-
thority and power of superior position. Forcing
does not resolve the personal conflict, and in fact
it could compound the situation by hurting feel-
ings, fostering resentment, and creating mistrust.

5. Smoothing. Smoothing is a temporary, short-term
action, which does not solve the underlying prob-
lem. It can be useful when management is at-
tempting to hold things together until a critical
project is completed, there is no time for prob-
lem solving or compromise, or forcing is deemed
inappropriate. Smoothing is appropriate in some
situations but not all.

0 Learning Objective 1.10:
UNDERSTAND THE VARIOUS
ISSUES IN ORGANIZATIONAL
BEHAVIOR, CULTURE, CHANGE,
DEVELOPMENT, EFFECTIVENESS,
AND DECLINE

Organizations go through lifecycles similar to prod-
ucts, projects, and computer systems. The lifecycle of
an organization consists of phases or stages such as
startup, growth, maturity, and decline. The effective-
ness of an organization’s behavior, culture, change,
and development processes will determine the dis-
tance to the decline stage or to its prolonged life.

There are many issues in the organization’s inter-
nal environment that a business manager should
be familiar with in order to work properly within
that environment. The scope of these issues includes
organizational behavior, culture, change, develop-
ment, effectiveness, and decline. The more he learns
these issues, the better he is prepared to handle
his job.

Organizational Behavior Defined

According to Robbins and Judge (Robbins and
Judge), practicing managers cannot succeed on their
technical skills alone. They also have to have good

people skills (i.e., interpersonal skills)—broadly
termed as organizational behavior (OB). OB stud-
ies three determinants of behavior in organizations:
individuals, groups, and structure. In addition, OB
applies the knowledge gained about individuals,
groups, and the effect of structure on behavior in
order to make organizations work more effectively.

Organizational Behavior = Individuals + Groups
+ Structure

Organizational Behavior — Organizational
Effectiveness

OB is concerned with the study of what employ-
ees do in an organization and how their behav-
ior affects the organization’s performance. It em-
phasizes behavior as related to concerns such as
jobs/positions; work assignments and tasks; em-
ployee absenteeism, turnover, productivity, and per-
formance; and management—all connected with
employment-related situations. These concerns in
turn are translated into core topics such as motiva-
tion, leadership, communication (written and oral),
groups/teams, learning and listening, attitudes, per-
ceptions, change and conflict management, work de-
sign, and work-related stress.

An OB model is developed by identifying depen-
dent variables and independent variables to under-
stand employee behavior, where the latter variable
impacts the former variable. A dependent variable,
which is the focus of OB, is the key factor to explain
or predict and that is affected by some other factor(s).
Examples of dependent variables include productiv-
ity, absenteeism, turnover, deviant workplace behav-
ior, organizational citizenship behavior, and job sat-
isfaction. An independent variable is the presumed
cause of some change in the dependent variable. The
independent variable is further divided into three
levels: individual level (lowest level), group level
(middle level), and organization level (highest level).

The individual level deals with issues such as per-
sonality and emotions, values and attitudes, ability,
perception, motivation, individual learning and de-
cision making, and biographical characteristics (e.g.,
age and gender).

The group level deals with issues such as group de-
cision making, leadership and trust, group structure,
communication, work teams, conflict, group power,
and group or organizational politics.

The organization level deals with issues such as
organizational culture, human resource policies and
practices (e.g., employee selection processes, train-
ing and development programs, and performance



LEARNING OBJECTIVE 1.10: UNDERSTAND THE VARIOUS ISSUES IN ORGANIZATIONAL BEHAVIOR 39

evaluation methods), and organization structure and
design.

In fact, the scope of OB is very broad as it touches
most of the learning objectives (2 through 9) ad-
dressed in this learning module.

Organizational Culture Defined

According to Robbins and Judge (Robbins and
Judge), organizational culture (OC) refers to a sys-
tem of shared meaning held by employees that
distinguishes their organization from other organi-
zations. OC provides direction to employees and
helps them understand how things are done in the
organization. In other words, OC defines the rules of
the game.

A strong culture provides stability (asset) to an or-
ganization, and at the same time it can become a ma-
jor barrier to change (liability). Every organization
has a culture, and it can have a significant influence
on the employees’ attitudes and behaviors.

Researchers have identified seven characteristics
to capture the essence of an organization’s culture:
(1) innovation and risk taking, (2) attention to detail,
(3) outcome (results) orientation, (4) people orienta-
tion, (5) team orientation (team versus individual),
(6) aggressiveness (competitive versus easygoing),
and (7) stability (status quo versus growth).

Organizational Culture versus Job
Satisfaction

* OC measures how employees see their organi-
zation.

* Job satisfaction measures affective responses to
the work environment.

» OC is a descriptive term while job satisfaction
is an evaluative term.

» Both OC and job satisfaction have some com-
mon characteristics.

Culture has two sides: functional and dysfunc-
tional. The functional aspects of culture include
boundary-defining role, a sense of identity and com-
mitment, stability of the social system through stan-
dards, and a control mechanism to guide and shape
the attitudes and behaviors of employees. The dys-
functional aspects of a strong culture include bar-
riers to change, barriers to diversity, and barriers to
acquisitions and mergers.

The content and strength of culture can influence
an organization’s ethical climate and the ethical be-
havior of its employees. An OC most likely to shape

high ethical standards is one that is high in risk toler-
ance, low to moderate in aggressiveness, and focuses
on means as well as outcomes. A strong OC will ex-
ert more influence on employees (e.g., on turnover)
than a weak one. If the culture is strong and supports
high ethical standards, it should have a very power-
ful and positive influence on employee behavior. A
combination of the following practices can create a
stronger and more ethical culture:

* Be a visible role model by taking the ethical high
road.

» Communicate ethical expectations through a code
of ethics.

* Provide ethics training to address ethical dilem-
mas.

* Visibly reward ethical acts and punish unethical
ones.

* Provide protective mechanisms to employees
through ethical counselors, ombudsmen, or ethi-
cal officers.

Culture is first formed from the founder’s philoso-
phy, which is reflected in hiring employees at all lev-
els. Later, the current top management set the gen-
eral climate of what is acceptable behavior and what
is not. Culture is transmitted to employees through
stories, rituals, material symbols, and language.

Culture is shared among employees through
widened span of control, flattened organization
structures, introduction of teams, reduced formal-
ization, and empowered employees to ensure that
every employee is pointed in the same direction
to achieve the organization’s common goals and
objectives.

Culture is made more customer responsive
through employee selection, training and socializa-
tion, organization structures, empowerment, leader-
ship, performance evaluation, and reward systems.

Organizational Change Defined

Organizations must change to survive in a compet-
itive environment. This requires everyone in the or-
ganization believing in and accepting the change.
Ideally, managers need to be architects or agents of
change rather than victims of change. When intro-
ducing changes, managers often are surprised that
things do not turn out as planned. This is because
the change process is not carried out properly. The
change itself is not the problem. When managers
are acting as agents of change, their company will
be much more responsive, flexible, and competitive.
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A corporation can change by reengineering busi-
ness policies, processes, jobs, and procedures; out-
sourcing nonstrategic activities; partnering with ma-
jor suppliers and customers; implementing total
quality management programs; redesigning the or-
ganizational structure to fit the business strategy;
renovating physical plants and facilities; installing
computer-based systems and technologies; under-
standing one’s own products, services, markets,
and customers and those of competitors; and in-
stalling performance measurement methods and re-
ward systems.

Handling of Change

Employees at the top of the organization usually
promote change because they have clear vision
and better goals to achieve.

Employees at the bottom of the organization usu-
ally resist change the least because they know
how bad things really are at their level.

Employees at the middle of the organization usu-
ally resist change the most because they neither
know top management goals nor know how
bad things really are at the bottom. They are
in a confused state since they know neither the
top nor the bottom.

Types of Organizational Change

Organization psychologists David Nadler and
Michael Tushman developed an instructive typol-
ogy of organizational change describing four types
of changes (Kreitner):

Incremental Strategic
Anticipatory Tuning 1 Reorientation 3
Reactive Adaptation 2 Re-creation 4

Anticipatory changes are any systematically
planned changes intended to take advantage of
expected situations (e.g., following demographics).
Reactive changes are those necessitated by unex-
pected environmental events (e.g., responding to
competitor’s action). Incremental changes involve
the subsystems adjustments needed to keep the or-
ganization on its chosen path (e.g., adding a third
shift in a manufacturing plant). Strategic changes
alter the overall shape or direction of the organiza-
tion (e.g., switch from building houses to apartments
by a construction contractor).

The four specific resulting types of organizational
change from the previous model are tuning, adapta-
tion, reorientation, and re-creation.

Tuning is the most common form of organizational
change covering preventive maintenance and con-
tinuous improvement. The major thrust of tuning
is to actively anticipate and avoid problems rather
than passively waiting for things to go wrong before
taking action. Managers should seek the change, not
just expect the change.

Adaptation, like tuning, involves incremental
changes. The difference is that the changes are in
reaction to external problems, events, or pressures.

The reorientation change is anticipatory and
strategic in scope. It is also called frame bending
because the organization is significantly redirected
while continuing its original mission.

Re-creation is a type of change that is reactive and
strategic in scope. It is also called frame breaking
because the new organization is completely different
from the past.

Resistance to Organizational Change
Organizational change comes in all forms, sizes,
shapes, and with various degrees of impacts and
consequences for employees. Among the most com-
mon reasons for resistance to change are: surprise,
inertia, misunderstanding, emotional side effects,
lack of trust, fear of failure, personality conflicts,
lack of tact, threat to job status or security, and
breakup of work groups. Management faces the
challenge of foreseeing and neutralizing resistance
to change, as the resistance is both rational and
irrational.

Management theorists have offered at least six op-
tions to overcome resistance to change: (1) education
and communication, (2) participation and involve-
ment, (3) facilitation and support, (4) negotiation and
agreement, (5) manipulation and co-optation, and (6)
explicit and implicit coercion. Situational appropri-
ateness is the key to success.

Manipulation occurs when managers selectively
withhold or dispense information and consciously
arrange events to increase the chance that a change
will be successful. Co-optation normally involves to-
ken participation, and the impact of their input is
negligible.

Explicit and implicit coercion is involved when
managers who cannot or will not invest the time
required for the other strategies force employees to
go along with a change by threatening them with
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termination, loss of pay raises or promotions, trans-
fer, and so forth.

Organizational Development Defined

Organizational development (OD) is a systematic
approach to planned change programs intended to
help employees and organizations function more ef-
fectively. OD combines the knowledge from various
disciplines, such as behavioral science, psychology,
sociology, education, and management. OD is a pro-
cess of fundamental change in an organization’s cul-
ture. For OD programs to be effective, not only must
they be tailored to unique situations, but they also
must meet the seven common objectives in order to
develop trust. Problem-solving skills, communica-
tion, and cooperation are required for success.

Social psychologist Kurt Lewin recommended that
change agents unfreeze, change, and then refreeze
social systems related to three major phases or com-
ponents of OD:

Unfreezing Phase — Change Phase
— Refreezing Phase

Unfreezing involves neutralizing resistance by
preparing employees for change. Change involves
implementing the change strategy. Refreezing in-
volves systematically following up a change pro-
gram for permanent results.

Unfreezing Phase

The objective of the unfreezing phase is to assess the
situation and suggest an appropriate change strat-
egy. The scope of work includes making announce-
ments, holding meetings, and launching a promo-
tional campaign in the organization’s newsletter and
on bulletin boards. The goal is to deliver a clear mes-
sage to employees about the change. Management
needs to avoid creating unrealistic expectations such
as miracles.

During the unfreezing phase, management may
choose to diagnose the situation by using several
approaches, such as: (1) requiring records (person-
nel or financial) for signs of excessive absenteeism,
cost overruns, budget variances, (2) interviewing
employees with specific questions about their job
and the organization, (3) mailing survey question-
naires for opinions and suggestions, and (4) observ-
ing employees at work since people tend to say one
thing and do another. After the data are collected
and compiled, it is good to compare the results with

past results to see how things have changed. This
would help in mapping a future course of action.

Change Phase

The objective of the change phase is to implement
the change strategy through enhanced collaboration
and cooperation. In this phase of intervention, the
wheels of change are set in motion. Intervention here
means that a systematic attempt will be made to cor-
rect an organizational deficiency uncovered through
diagnosis.

Six popular OD interventions designed to increase
effectiveness are (1) life and career planning, (2) skill
development, (3) role analysis, (4) team building,
(5) survey feedback, and (6) OD grid. The OD grid
is based on Blake and Mouton’s Leadership Grid—a
popular OD approach.

Refreezing Phase

The objective of the refreezing phase is to address
unanticipated problems and side effects and to main-
tain positive changes. The effectiveness of change
strategy is also evaluated. The scope includes follow-
up and monitoring to ensure lasting change.

Organizational Effectiveness Defined

Effectiveness is a measure of whether organiza-
tional goals and objectives are accomplished. It is the
combined effect of organizational behavior, culture,
change, and development.

Organizational Effectiveness
= Organizational Behavior
+ Organizational Culture
+ Organizational Change
+ Organizational Development

The criteria of organizational effectiveness include:

* The effectiveness criterion is prescribed by society
in the form of explicit expectations, regulations,
and laws, and by stockholders in the form of prof-
its, return on investment, and growth.

* Organizational effectiveness has a time dimension
to it (i.e., near future, intermediate future, and dis-
tant future) as well as a performance dimension
(i.e., productivity, efficiency, and economy).

Organizational Decline Defined

Organizational decline results from management
complacency (usually the primary culprit), unsteady
economic growth, resource shortages, competition,
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and weak demand for products and services. The
decline typically involves a reduction in the size
or scope of the organization. The decline is com-
pounded by lack of effectiveness and efficiency.
While effectiveness deals with achieving goals and
objectives, efficiency deals with how well inputs
(e.g., all resources such as men, materials, machin-
ery, money, information, and energy) are utilized to
produce outputs (e.g., products and services).

Organizational Decline
= Organizational Ineffectiveness
+ Organizational Inefficiency
+ Organizational Nonperformance
+ Management Complacency

Some ways to prevent organizational decline in-
clude taking the following actions:

* Organize the company into definable businesses
that have explicit goals.

* Concentrate on the toughest competitors and the
most difficult customers.

* Define each job so that it is closely tied to a defin-
able business purpose.

* Promote individual diversity to take risks and ex-
periment with new ideas.

+ Strengthen the participative management process.

* Emphasize more effective communication and in-
formation flow—downward, upward, and hori-
zontal.

0 Learning Objective 1.11:
UNDERSTAND HOW TO MEASURE
AND MANAGE BUSINESS
PERFORMANCE RESULTS

Performance is the organization’s ability to attain its
goals and objectives by using resources in an efficient
and effective manner. The scope includes productiv-
ity, effectiveness, efficiency, and economy, which are
compared and contrasted.

Productivity Defined

Productivity is the organization’s output of goods
and services divided by its inputs. This means pro-
ductivity can be improved by either increasing the
amount of output using the same level of inputs, or
reducing the number of inputs required to produce
the desired output.

Two approaches for measuring productivity are
total factor productivity and partial productivity.

Total factor productivity is the ratio of total out-
puts to the inputs from labor, capital, materials, and
energy. Partial productivity is the ratio of total out-
puts to a major category of inputs. Productivity mea-
surement is used to indicate whether there is a need
for any improvement in the first place. It is often a
part of the improvement process itself and is used to
gauge whether improvement efforts are making any
progress.

Measurement alone has a dramatic impact on pro-
ductivity since the effects of feedback are so power-
ful. Measurement helps diagnose productivity needs
and can be used to focus improvement resources
on the most needed operations. Monitoring of
performance, feedback, and regular consideration
of performance peaks and valleys as indicated by
measurement data are powerful stimuli for change.
Productivity measurement strategies must be simple
and practical and must be continually reevaluated.

Examples of productivity measurement metrics
are:

* Number of customers helped divided by number
of customer service representatives

* Number of parts inspected divided by number of
inspection hours

Components of Productivity Measurement

Four components of productivity measurement ex-
ist: (1) inputs, (2) processes, (3) interim outputs, and
(4) final outputs from which all measures of produc-
tivity are built.

Input represents the amount of resources con-
sumed in the production of outputs such as clerical
time, budget, and labor hours. Processes transform
inputs to final outputs through interim outputs.
Final output represents some unit of production
or results such as number of contracts negoti-
ated and amount of profit per completed contract.
Both outputs and inputs must be measurable and
quantifiable.

Criteria for Productivity Improvement

In addition to accuracy, four other criteria must be
considered as part of the continuous process of pro-
ductivity improvement:

1. Quality. A measure that assesses only quantity
of outputs can lead to reduced productivity in
the long run. Both quality and quantity must be
defined and measured.
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2. Mission and goals. The measure must be related
to an organization’s mission and strategic goals.
Measures directed to products and services that
are not consistent with mission and goals threaten
productivity.

3. Rewards and incentives. Measures must be inte-
grated with performance incentives, reward sys-
tems, and practices. Measures that have no im-
portant contingencies will not work to improve
productivity.

4. Employee involvement. Employees must partici-
pate in the definition and construction of produc-
tivity measures. When lack of involvement has
not resulted in commitment and buy-in, results
from the measures are not likely to be received
favorably or to have any impact on future pro-
ductivity.

Criteria for Measurement of Outputs

» Accuracy

* Timeliness

* Quantity

» Customer satisfaction
* Completeness

* Cost performance

Guidelines for Productivity Measurement
Productivity measurement occurs within a dynamic
and complex organization. This means that the or-
ganization’s culture, the values and experience of
employees, and the political context all will have
a greater impact on the measurement process. The
ideal organization is the one that institutionalizes a
productivity measurement system as a “way of do-
ing business.”

The traditional performance and productivity
measurements such as time schedules, on-time de-
livery, and cost savings continue to be valid. How-
ever, new concepts such as benchmarking, continu-
ous process improvement, concurrent engineering,
quality circles, self-managed teams, statistical pro-
cess control, and total quality management should
be practiced and complemented with the traditional
measurements.

Improving Productivity

When an organization decides that improving pro-
ductivity is important, there are three places to look:
technological productivity, worker productivity, and
managerial productivity. Increased technological

productivity refers to the use of more efficient ma-
chines, robots, computers, and other technologies
to increase outputs. Increased worker productivity
means having workers produce more outputs in the
same time period. This includes employees working
harder, improving work processes, acquiring more
knowledge, more resources, improved task or work-
place design, and motivating employees. Increased
managerial productivity simply means that man-
agers do a better job of running the business. Often,
the real reason for productivity problems is due to
poor management.

Effectiveness, Efficiency, and Economy
Defined

Effectiveness is the degree to which an organiza-
tion achieves a stated goal or objective. Efficiency is
the use of minimal resources—raw materials, money,
and people—to provide a desired volume of output.
Economy means whether an organization is acquir-
ing the appropriate type, quality, and amount of re-
sources at an appropriate cost.

Effectiveness and efficiency are related to produc-
tivity measurement. Effective production is the pro-
cess that produces the desired results. Efficient pro-
duction means achieving the desired results with
a minimum of inputs. Efficiency and effectiveness
must go hand-in-hand in productive organizations.
Organizations can temporarily survive without per-
fect efficiency; they usually die if they are ineffective.

Design of Performance Measurement
Systems

Performance measures should be accurately defined,
analyzed, and documented so that all interested par-
ties are informed about them. Performance stan-
dards should bring meaning to measurements. Em-
ployees who are being measured should feel that
standards and specific performance measures are
fair and achievable. Self-measurement may create
confidence and trust and permit fast feedback and
correction from employees. But it can also lead to
distortions, concealment, and delays in reporting.
One of the design objectives should be that per-
formance standards must be simple, meaningful,
comparable, reproducible, and traceable given sim-
ilar business conditions. Care should be taken to
compare items that are alike in terms of units of
measurements (pounds, grams, liters, or gallons),



44 Learning Module 1: General Management, Leadership, and Strategy

timeframes (hours or days), quantity (volume in
units or tons), and quality (meeting the require-
ments).

During the design of performance measurements,
the design team should take both human factors and
technical factors into account. From a human fac-
tor viewpoint, ensure that performance measures
are not so loose that they present no challenge or so
tight that they cannot be attainable. Ideally, both sub-
ordinates and superiors must participate in identify-
ing and developing the performance metrics. From
a technical factor viewpoint, employees should be
given proper tools, training, and equipment to do
their job. Otherwise frustration will result. Above
all, the performance measures should be based on
objective measurement instead of subjective mea-
surement to minimize human bias and suspicion of
the reported measurements.

Periodically, the performance measurements
should be reviewed and updated to ensure their
continued applicability to the situations at hand.
Evaluations of performance measures should con-
centrate on the significant exceptions or deviations

from the standards. Therefore, exception reporting is
preferred. Significant variances (deviations) require
analysis and correction of standards or procedures.

The standards should match the objectives of the
operation or function being reviewed. Usually the
standards can be found in standard operating proce-
dures, job descriptions, organizational policies and
directives, product design specifications, operating
budgets, trade sources, organization’s contracts, ap-
plicable laws and regulations, generally accepted
business practices, generally accepted industry stan-
dards, generally accepted accounting principles, and
generally accepted auditing standards.

Self-Assessment Exercise

Online exercises are provided for the learn-
ing objectives in this module. Please visit
www.mbaiq.com to complete the online exercises
and to calculate your MBA IQ Score.
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0 Learning Objective 2.1:
UNDERSTAND THE STRATEGIC
IMPORTANCE OF DEMAND
FORECASTING

Manufacturing companies generate revenues by
producing and selling their products to customers.
Service companies generate revenues by providing
their services to clients. Since revenues drive ex-
penses, profits, and stock prices of companies, pre-
dicting revenue levels is a strategic issue for all levels
of management. Revenue forecasts are called de-
mand forecasts.

Good forecasts are an essential part of effi-
cient manufacturing and service operations as they
deal with predicting future events such as prod-
uct/service demand to create revenues. Manage-
ment has a choice in that they can wait and see
what happens to actual demand without forecast-
ing the demand (reactive), which is risky, or they
can forecast the demand for both short run and
long run (proactive). Forecasts reduce uncertainty
(risk) about future outcomes because management
can plan ahead.

Timely Demand Forecasts — Timely Operational
Plans
Late Demand Forecasts — Late Operational Plans

Demand forecasting may involve the use of a com-
bination of quantitative methods (e.g., time-series
models, regression analysis, and correlation analy-
sis) and qualitative methods (e.g., executive opin-
ions, Delphi method, sales force estimates, and con-
sumer market surveys). The Delphi method uses
expert decision-makers (5 to 10) to estimate the sales
forecast without face-to-face meetings.

Demand forecasts are prepared for three time hori-
zons: short-range (less than three months to one
year for planning purchasing, production, budget-
ing, and job assignments), medium-range (from
three months to three years for planning sales, pro-
duction, and cash), and long-range (three years or
more for planning new products, new plants, new
equipment, new offices, new warehouses, and re-
search and development programs).

Flexible Manufacturing Systems 67
Process Control Systems 68
Point-of-Sale Systems 68
Bar-Coding Systems 68

Demand forecasts drive a manufacturing com-
pany’s production plans, material requirement
plans, capacity requirement plans, and production
scheduling and serve as inputs to financial, market-
ing, and human resource planning. For example, as
sales demand is projected higher, more employees
need to be hired.

Time-Series Models

Time-series models use past data points to project
future data points and have four components, such
as trends (upward or downward data movement),
seasonality (data pattern that repeats itself period-
ically in weeks and months), cycles (data patterns
that occur every several years that tie into the busi-
ness cycles), and random variation (no data pat-
terns shown as bumps or blips in the data caused
by chance and unusual conditions and hence can-
not be predicted). Examples of time-series models
include naive (intuitive) approach, moving average,
exponential smoothing, and trend projection.

The naive approach assumes that demand in the
next period will be equal to demand in the most
recent period. The moving-average method uses an
average of the most recent periods of data to forecast
the next period. The exponential smoothing method
uses a weighted-moving-average technique in which
data points are weighted by an exponential function.
The trend projection method fits a trend line to a
series of historical data points and then projects the
line into the future.

The following formulas are related to time-series
models:

Moving Average = (Sum of Demand in Previous n
periods)/n

New Forecast Using Exponential Smoothing =
(Last Period’s Forecast) + Alpha (Last Period's
Actual Demand — Last Period’s Forecast)

where alpha is a weight (smoothing constant) with
a value between 0 and 1. The value of alpha can be
high if weighted more for recent data and can be low
if weighted more for past data.

Trend Line Using the Least-Squares Method
=y=a+bx
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where y is the intercept (height) and b is the slope
(the angle of the line).

Linear Regression Analysis

Linear regression analysis, which is an associative
model, considers several variables that are related to
the quantity being predicted. The linear regression
method is more powerful than the time-series meth-
ods that use only historical values for the forecasted
variable. Two types of variables exist: the dependent
variable, which is the forecasted item of interest, and
the independent variable, which is related to the de-
pendent variable. The multiple regression method
uses more than one independent variable, whereas
the linear regression method uses only one indepen-
dent variable.

Linear regression analysis using the least-squares
method is calculated as follows:

y=a+bx

where y is the value of the dependent variable, a is
the y-axis intercept, b is the slope of the regression
line, and x is the independent variable.

Application of Regression Analysis

XYZ Company derived the following cost rela-
tionship from a regression analysis of its monthly
manufacturing overhead cost:

C = $80,000 + $12 M

where C is monthly manufacturing overhead cost
and M is machine hours. The standard error of
estimate of the regression is $6,000. The standard
time required to manufacture a case of the com-
pany’s single product is four machine hours. XYZ
applies manufacturing overhead to production on
the basis of machine hours, and its normal annual
production is 50,000 cases.

Question 1: What is the estimated variable man-
ufacturing overhead cost for a month in which
scheduled production is 5,000 cases?

Answer 1: In the cost equation C = $80,000 +
$12 M, $80,000 is the fixed cost component, and
$12 M is the variable cost component. That is,
$12 x 5,000 cases x 4 machine hours per case
= $240,000.

Question 2: What is the predetermined fixed man-
ufacturing overhead rate?

Answer 2: Since $80,000 is the fixed component
per month, we need to multiply this by 12 to
obtain one-year fixed cost. The predetermined
overhead rate per machine hour is ($80,000 x
12)/(50,000 x 4) = $4.80.

Source: Certified Internal Auditor (CIA) Exams from the In-
stitute of Internal Auditors (IIA), Altamonte Springs, Florida,
USA.

Correlation Analysis

Correlation analysis predicts the cause-and-effect
relationships between two variables, whereas regres-
sion methods cannot. Two types of correlation mea-
sures exist: (1) coefficient of correlation, which is a
measure of the strength of the relationship between
two variables, and (2) coefficient of determination,
which is the square of the coefficient of correlation.
The coefficient of determination is the percent of
variation in the dependent variable that is explained
by the regression equation.

0 Learning Objective 2.2:
UNDERSTAND THE PRODUCTION
STRATEGIES AND
MANUFACTURING
PERFORMANCE MEASURES

Production strategies deal with transforming re-
sources (raw materials, labor, energy, and ma-
chines) into products and services. Four types of
production strategies include process focus, repet-
itive focus, product focus, and mass customization.

1. In a process focus, a production facility is orga-
nized around processes to facilitate low-volume,
high-variety production.

2. In a repetitive focus, a production facility is orga-
nized around modules, where modules are parts
or components of a product that were previously
prepared.

3. In a product focus, a production facility is orga-
nized around products to facilitate high-volume,
low-variety production.

4. In a mass customization, high-volume, high-
variety, rapid, and low-cost production is used to
meet constantly changing customer needs. It uses
build-to-order systems, which means producing
to actual customer orders and not to forecasts.
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Examples of tools and techniques used in pro-
duction strategies include crossover charts, flow
diagrams, time-function (process) mapping, value-
stream mapping, process charts, and service
blueprinting.

A crossover chart can be drawn to show costs at the
possible volumes for more than one process. How-
ever, atany given volume, only one process will have
the lowest cost. A crossover point can be determined
where the total cost of the processes changes.

A flow diagram is used to analyze movement of
material or people. A process mapping is a flow di-
agram with the time element added. A value-stream
mapping deals with adding value in the flow of ma-
terial and information through the entire produc-
tion process. A process chart uses symbols to ana-
lyze the movement of material or people. In service
blueprinting, the focus is on the customer and the
provider’s interaction with the customer.

Manufacturing performance measures include
both financial and nonfinancial measures, where
the latter include total manufacturing cycle time
(MCT), manufacturing cycle efficiency (MCE), and
total throughput. Management should compare ac-
tual performance against the target to identify areas
needing improvement.

The following formulas apply to manufacturing
performance measures:

Total MCT = Value-Added Time
+ Non-Value-Added Time

The value-added time is called process time or as-
sembly time, and the non-value-added time is the
time spent in inspecting, waiting, and moving things
around in the plant. A cycle is a complete set of tasks
included in an operation or a process. Cycle time
is the number of steps or procedures necessary to
complete those tasks.

MCE = Total Hours of Value-Added Time in
Production Process/Total MCT in Hours

or
MCE = Value-Added Time/Throughput Time

Eliminating or reducing the non-value-added time
increases the MCE. As the MCE increases, it de-
creases the throughput time.

Total Throughput = Number of Good Units
Produced/Total MCT

Throughput Time (velocity of production)
= Process Time + Inspection Time + Wait Time
+Move Time

Actual Delivery Cycle Time = Throughput
Time + Shipping Time

0 Learning Objective 2.3:
UNDERSTAND THE
PRODUCTION-RELATED VALUE
CONCEPTS

Production-related value concepts include value
analysis, engineering, and research; value index;
value-stream mapping; value-based location strat-
egy; and product-by-value analysis.

Value Analysis, Engineering, and Research

Value analysis (VA) is the organized and systematic
study of every element of cost in a manufactured
part, raw material, or service to make certain it ful-
fills its function at the lowest possible cost. Value is
defined as function divided by cost. VA assigns a
price to every step of a process and then computes
the benefit-to-cost ratio of that step.

The goal of VA is to make improvements in a prod-
uct while the product is being produced and after
deciding that a new product is a success. VA focuses
on the production stage to make it better and eco-
nomical, thus improving a product’s value.

VA is related to product or service characteristics
such as quality, performance, marketability, main-
tainability, and reliability. There is a tradeoff in-
volved among these characteristics.

Value engineering (VE) can be applied to two
areas: procurement contracts and manufactured
products. VE is referred to as function analysis. The
terms VA and VE are used synonymously.

Regarding procurement contracts, VE is the formal
technique by which contractors may (1) voluntar-
ily suggest methods for performing more econom-
ically and share in any resulting savings or (2) be
required to establish a program to identify methods
for performing more economically. VE attempts to
eliminate, without impairing essential functions or
characteristics, anything that increases acquisition,
operation, or support costs.

Regarding manufactured products, the goal of VE
is to improve a new product’s design and specifica-
tions before a product reaches the production stage.



LEARNING OBJECTIVE 2.4: UNDERSTAND THE PHILOSOPHIES OF JUST-IN-TIME AND LEAN OPERATIONS 49

It focuses on cost reduction and cost-avoidance tech-
niques to improve product value and meet customer
requirements in an optimal way. It reduces the com-
plexity of a product with robust design. VE focuses
on pre-production design work to improve a prod-
uct’s value.

Value research, which is related to VE, focuses
on identifying customers’ likes, dislikes, and neu-
tral features in a given product or service. The goal
is to correct the dislikes and neutral features through
cost reductions and turn them into “likes” features.

Value Index

The value index is a ratio of relative importance of
a component to a customer to the total cost devoted
to that component, both expressed as percentages.
The components with a value index of less than 1.0
are candidates for value engineering in terms of re-
ducing costs. The components with a value index
of more than 1.0 are candidates for value enhance-
ments, since they need more investment to improve
features important to customers.

Interpretation of Value Index

Value index ratio for a component < 1.0: its costs
are higher relative to its importance to cus-
tomers.

Value index ratio for a component > 1.0: its rela-
tive importance to customers is greater than its
cost.

Value-Stream Mapping

The goal of value-stream mapping is to under-
stand the complexities of process design and re-
design stages. It focuses on where value is added
or not added to a product, starting from the suppli-
ers and manufacturers (producers) and ending with
customers. It looks at the production process as well
as the management decisions and information sys-
tems that support the production process.

Value-Stream Mapping = Suppliers — Producers
— Customers

Value-Based Location Strategy

The goal of value-based location strategy is to max-
imize the value and benefit of location to a company.

Location strategies include expanding an existing
facility, maintaining a current facility, adding a new
facility, closing an existing facility, or moving to an-
other location.

Application of Location Strategy

For a manufacturing company, the location strat-
egy primarily focuses on minimizing costs.

For a retail company, the location strategy primar-
ily focuses on maximizing revenues.

For a distribution company, the location strategy
primarily focuses on maximizing the speed of
delivery of goods to customers.

Product-by-Value Analysis

Product-by-value analysis lists products in de-
scending order of their individual dollar contribu-
tions to the firm. It also lists the total annual dollar
contribution of the product. This type of analysis
tells managers which products should be eliminated
and which products require further investment in re-
search and development and capital equipment. The
product-by-value analysis can help management in
increasing cash flows, increasing market penetra-
tion, and reducing costs.

0 Learning Objective 2.4:
UNDERSTAND THE
PHILOSOPHIES OF JUST-IN-TIME
AND LEAN OPERATIONS

Operations management primarily focuses on three
things: (1) eliminating waste by removing non-
value-added activities, (2) removing variability in
product specifications and production processes by
removing problems and waste and adding value at
each step of the production process, and (3) increas-
ing throughput by reducing the total manufacturing
cycle time (MCT) and using pull systems. There is
a relationship between variability and waste in that
the lower the variability in a product, the lower the
waste in that product.

Waste

Taiichi Ohno of Japan pointed out seven wastes
(7Ws) in a production system, and he believes that
any activity that does not add value to a customer
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is waste (muda in Japanese). His seven categories of
waste are overproduction (producing early or pro-
ducing more than orders), queues (idle time, stor-
age time, and waiting time), transportation (moving
and handling the same material more than once), in-
ventory (keeping stock on hand), motion (unneces-
sary movement of material, people, and equipment),
overprocessing (unnecessary work performed on
a product), and defective product (rework, scrap,
product returns, and warranty claims resulting from
defective products).

Japanese operations managers have identified 5 Ss
for a neat, orderly, and efficient workplace to reduce
waste. These five Ss (55s) are sort, simplify, shine,
standardize, and sustain. U.S. operations managers
added two Ss (2Ss), safety and support, to maintain
alean workplace. Operations managers working in a
factory, office, hospital, or retail store can use the 7Ss
to eliminate waste, so assets are used for productive
purposes only.

Variability

A goal of operations management is to deliver a per-
fect product to a customer on time and every time.
Product variability does not enable a perfect prod-
uct. Waste; incomplete design drawings; inaccurate
product specifications; poor production processes;
producing improper quantities, late, or nonconform-
ing products; poor management; and unpredictable
customer demand are factors that contribute to prod-
uct variability.

Throughput

Throughput is the time required to manage a cus-
tomer order through the production process, from
receipt to delivery. One measure of throughput is
total MCT, which is the time that an order takes be-
tween receiving of raw materials and shipping a fin-
ished product. The goal is to drive down total MCT
to increase throughput.

A technique for increasing throughput is a pull
system, which uses signals to request materials and
supplies from upstream to downstream worksta-
tions as needed. This is unlike a push system, which
requests materials and supplies regardless of their
need. Hence, the pull system, which is a standard
tool of just-in-time (JIT), lowers costs, improves pro-
duction schedules, enhances customer satisfaction,
and increases throughput.

Just-in-Time Strategy

Just-in-time (JIT) strategy is based on management
principles such as eliminate waste; produce to de-
mand and one-at-a-time; think long term; develop,
motivate, trust, and respect people; and achieve con-
tinuous improvement (kaizen). This is made possi-
ble when the focus is “quality at the source,” and
the tools used include statistical process control
(SPC) methods, failsafe methods (mistake-proofing
and checklists), and problem-solving methods us-
ing five whys (5Ws) to determine the root cause of a
problem. Quality at the source means producing per-
fect parts every time and all the time. An effective
JIT strategy encompasses the entire product lifecy-
cle from the acquisition of raw materials to deliv-
ery of the end product to the final customer. The
major benefits of JIT strategy are (1) improved pro-
ductivity, quality, service, and flexibility and (2) re-
duced costs, inventory investment, lead-times, lot
sizes, and physical space.

The scope of JIT strategy includes topics such
as JIT production, purchasing, production process-
ing, inventory, transportation, partnerships, quality,
scheduling, and layout.

JIT Production

JIT production strategy is to continuously improve
productivity and quality. It is based on the belief that
“small could be better,” not “more is better.”

JIT Production versus Traditional Production

The pull systems are the prothesis of JIT produc-
tion.

The pull system is based on a variable-flow man-
ufacturing principle.

The JIT (pull) production system has a “no con-
tingencies” (i.e., no safety stock) mentality.

The push systems are the antithesis of JIT produc-
tion.

The push system is based on a fixed-flow manu-
facturing principle.

The traditional (push) production system has a
“contingency” (i.e., safety stock) mentality.

JIT Purchasing

JIT purchasing requires a partnership between a
supplier and a customer, which is a major departure
from traditional purchasing. JIT supplier relations
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call for long-term partnerships with single-source
suppliers who provide certified quality materials
while continuously reducing costs. The JIT sup-
plier’s manufacturing processes must be under sta-
tistical process control (SPC) and their capability
should be certified by the customer. The SPC charts
serve as the documentation to assure that the pro-
cess stayed in control during the time the parts were
made. JIT purchasing is called stockless inventory
since the customer has no inventory to stock as it
is used up in production right after it is received.
The major goal is to reduce or eliminate work-in-
process (WIP) inventory so that all raw materials are
consumed in a timely manner within the production
process.

Traditional Purchasing versus JIT Purchasing

Traditional purchasing practices call for infre-
quent, large-lot shipments.

JIT purchasing practices call for frequent, small-
lot shipments.

Traditional purchasing practices call for inspec-
tion, since they focus on continuous checking
by the customer. These practices are reactive
due to their focus on “after the fact.”

JIT purchasing practices call for no inspection,
since they focus on continuous improvement
by the supplier. These practices are proactive
due to their focus on “before the fact.”

JIT Production Processing

JIT production processing requires setup reduction,
focused factory, group technology, uniform schedul-
ing and mixed model scheduling, and the pull sys-
tem. The objective here is to produce many varieties
of products in small quantities on short notice. Man-
ufacturing flexibility is the hallmark of the JIT pro-
duction processing strategy.

JIT Inventory

A misconception about JIT is that it is just a program
to reduce inventory. Fortunately, JIT does more than
that. Major components of JIT inventory include re-
ducing variability, reducing inventory quantities, re-
ducing lot sizes, and reducing setup costs. Having
too much inventory on hand hides the level of vari-
ability and bad quality in the production process.

JIT Transportation

While JIT purchasing is the starting point of a JIT
cycle, JIT transportation is the execution part of the
JIT cycle. JIT transportation is the physical linkage
between the inside and the outside processes. It is
a process that starts at a supplier location and ends
at a customer location. It requires the analysis of all
transport events and the elimination of non-value-
added events. The basic value-added events include:
move load to dock at a supplier location, load carrier,
move load to customer location, return empty trailer
to terminal, unload by the customer, and move load
to assigned customer location.

JIT Partnerships

JIT partnerships are needed between suppliers and
purchasers of raw materials, parts, and components
to remove waste and to drive down costs for mu-
tual benefits. Long-term partnerships are better than
short-term, so a few suppliers can invest money to
improve quality.

JIT Quality

JIT quality is realized as JIT forces down inventory
levels, meaning fewer bad units are produced, which
in turn means fewer units must be reworked, thus
improving quality. As JIT shrinks queues and lead-
times, it creates an early warning system for quality
problems and production errors. As JIT quality is in-
creased, there is less need for safety stock (inventory
buffers) to protect against unreliable quality levels
and unpredictable customer demand levels.

JIT Scheduling
JIT scheduling improves the ability to meet cus-
tomer order due dates, reduces inventory with
smaller lot sizes, and reduces work-in-process. Two
techniques include level schedules and kanban. A
level schedule means each day’s production quan-
tity meets the demand for that day, using fre-
quent small batches. A kanban system moves parts
through production via a pull signal. Kanban uses
a card system giving authorization for the next con-
tainer of material to be produced.

The following formulas can be used for JIT
scheduling:

Number of Kanban Containers
= (Demand During Production Lead Time
+ Safety Stock)/Container Size
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Production Lead Time
= Wait Time + Material Handling Time
+ Processing Time
Demand During Production Lead-Time
= Daily Demand x Production Lead-Time

JIT Layout

An efficient JIT layout reduces waste in the form of
minimizing the movement of materials on a factory
floor or paper in an office because these movements
do not add value. The benefits of JIT facility include
distance reduction, increased operational flexibility,
employees working closer to each other, and reduced
space and inventory.

Lean Operations

Two Japanese individuals, Toyoda and Ohno, are
given credit for the Toyota Production System (TPS)
with its three components of continuous improve-
ment, respect for people, and standard work prac-
tice. Continuous improvement means building an
organizational culture and instilling in its people a
value system stressing that processes can be always
improved. These values start with job recruiting and
job practice and continue with job training. At Toy-
ota, employees are recruited, trained, and treated (re-
spected) as knowledge workers. They receive cross-
training to enrich jobs, have few job classifications,
and are empowered to stop machines and processes
when quality problems exist. Work is specified as to
content, sequence, timing, and outcome with sim-
ple and direct flows of products and services as they
move from one person to another and from one ma-
chine to another. Built-in tests are designed to au-
tomatically signal problems so that any gaps can
be identified and corrected immediately to make
the production system more reliable, flexible, and
adaptable.

Lean operations means identifying customer
value by analyzing all the activities required to pro-
duce a product and then optimizing the entire pro-
cess to increase value from the customers’ perspec-
tive. The highlights of lean operations include un-
derstanding what the customer wants and ensuring
that the customer’s input and feedback are obtained
to increase value to that customer. Lean operations
adopt a philosophy of minimizing waste by striving
for perfection through continuous learning, creativ-
ity, and teamwork, which can be equally applied to
manufacturing and service industries.

Both JIT and TPS have an internal focus on jobs,
employees, work practices, materials, and training.
Lean operations have an external focus on the cus-
tomer. Lean operations need both JIT and TPS tech-
niques and more.

Pull Systems—Manufacturing and Distribution
In pull systems, work is pulled from the manufactur-
ing plant and have the following characteristics: (1)
lean manufacturing production schedules are based
on actual customer order demand information,
resulting in a build-to-order situation, (2) kanban
material systems order raw materials, parts, and
components based on actual customer order demand
information, and (3) replenishing field warehouse in-
ventory decisions are made at the local distribution
center.

Push Systems—Manufacturing and Distribution
In push systems, work is pulled through the man-
ufacturing plant and have the following character-
istics: (1) finished goods production schedules are
based on forecasts of customer order information,
resulting in a build-to-stock situation, (2) material re-
quirements planning (MRP) systems order raw ma-
terials, parts, and components based on expectation
of customer demand information, and (3) replenish-
ing field warehouse inventory decisions are made
at the central distribution center or manufacturing
plant.

0 Learning Objective 2.5:
UNDERSTAND THE PRINCIPLES
AND TECHNIQUES OF
INVENTORY MANAGEMENT

Manufacturing companies generate revenues by
selling their end-products (finished goods) stored as
inventory.

Demand

From aninventory management viewpoint, demand
is of two types: independent demand and dependent
demand.

Independent Demand Inventory Systems

Independent demand inventory systems are based
on the premise that the demand or usage of a par-
ticular item is not related to the demand or usage of
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other items. Examples include finished goods; spare
parts; material, repair, and operating (MRO) sup-
plies; and resale inventories. Independent demand
inventory systems are pull systems in that materi-
als are pulled from the previous operation as they
are needed to replace materials that have been used
(e.g., finished goods are replaced as they are sold).
These types of inventory systems answer the ques-
tion of when to place the replenishment order and
how much to order at one time. Reorder point mod-
els and fixed /variable order quantity models (e.g.,
economic order quantity, EOQ) are examples of in-
dependent demand inventory systems, which can be
reviewed either continuously or periodically.
Four possibilities exist, including the following;:

1. Continuous review and fixed order quantity

2. Periodic review and fixed order quantity

3. Continuous review and variable order quantity
4. Periodic review and variable order quantity

Dependent Demand Inventory Systems
Dependent demand inventory systems are based
on the premise that the demand or usage of a par-
ticular item is dependent on the demand or usage of
other items. Examples include raw materials, work-
in-process inventories, and component parts.

A company manages its inventory by using var-
ious methods and approaches (e.g., EOQ). Inven-
tory consists of raw materials, work in process, and
finished goods. Efficient inventory management is
needed to support sales, which is necessary for prof-
its. Benefits such as high turnover rate, low write-
offs, and low lost sales can be attributed to efficient
inventory management. These benefits in turn con-
tribute to a high profit margin, a higher total asset
turnover, a higher rate of return on investment, and a
strong stock price. Inventory management is a major
concern for product-based organizations (e.g., man-
ufacturing and retail), since 20 to 40 percent of their
total assets is inventory and, as such, poor inventory
control will hurt the profitability of the organization.

Inventory Levels

Inventory levels and accounts receivable levels di-
rectly depend on sales levels. Receivables arise af-
ter sales have been made, whereas inventory must
be acquired or produced ahead of sales. Inventory
managers have the responsibility to maintain inven-
tories at levels that balance the benefits of reducing
the level of investment against the costs associated

with lowering inventories. A company’s inventory
is related to the amount of expected sales. The com-
pany’s financial forecasting of inventory in the fol-
lowing year would be most accurate when applying
a simple linear regression method.

Efficient inventory management focuses on three
areas: (1) investment in inventory, (2) optimal order
quantity, and (3) reorder point.

Investment in Inventory

Investment in inventory depends on the actual level
of inventory carried. The relevant question is how
many units of each inventory item the firm should
hold in its stock. Two types of stock concepts must be
understood: (1) working stock and (2) safety stock.
The actual level of inventories carried will equal the
sum of working stocks and safety stocks.

1. Working stock (cycle stock) is needed to meet
normal, expected production and sales demand
levels. Producing more goods than are currently
needed increases the firm’s carrying costs and ex-
poses it to the risk of obsolescence if demand
should fall. Remember that demand for sales
is uncertain. EOQ establishes the working stock
amount.

2. Safety stock is needed to guard against changes
in sales rates or delays in production and ship-
ping activities, resulting in a stockout situation.
Safety stock is additional stock beyond the work-
ing stock and satisfies when demand is greater
than expected. The additional costs of holding the
safety stock must be balanced against the costs of
sales lost due to inventory shortages. Safety stock
will not affect the reorder quantities as it is the in-
ventory level at the time of reordering minus the
expected usage while the new goods are in transit.

The goal is to minimize both the cost of holding
safety stock and the cost of stockouts. EOQ is not
relevant to stockouts. Production bottlenecks lead to
a stockout. Factors to be considered in controlling
stockouts include time needed for delivery, rate of
inventory usage, and safety stock.

Effective management requires close coordination
and communication among the various functional
departments of the organization such as the market-
ing, sales, production, purchasing, and finance de-
partments. Sales plans need to be converted into pur-
chasing and production plans to produce finished
goods and to acquire raw materials; financing plans
are needed to support the inventory buildup.
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Since inventories need to be available prior to sales,
an increase in production to meet increased sales re-
quires an increase in notes payable (a liability ac-
count). Since assets (inventories) are increasing, lia-
bility (notes payable) must also increase.

Investment in inventory is not complete without
discussing the various costs associated with inven-
tories due to their direct relationships. The cost
structure affects the amount and type of investment
needed. Three types of inventory-related costs are:
(1) carrying or holding costs, (2) ordering costs, and
(3) stockout costs.

1. Carrying or holding costs are the costs associated
with carrying a given level of inventory and rise in
direct proportion to the average inventory carried
or held. The components of carrying costs include
the costs of capital tied up in inventory, opportu-
nity cost associated with not being able to use the
capital for other investment, warehouse storage
and handling costs, insurance premiums, prop-
erty taxes, depreciation, pilferage, damage, and
obsolescence cost.

2. Ordering costs are the costs associated with plac-
ing an order and are fixed regardless of the aver-
age size of inventory. The components of ordering
costs include the cost of placing orders, includ-
ing production setup and shipping and handling
costs. Examples include salaries of the purchasers,
paper, postage, telephone, transportation, and re-
ceiving costs.

3. Stockout costs are costs of running short of inven-
tory and require safety stock as a cushion. How-
ever, safety stock increases the carrying costs. The
components of stockout costs include the loss of
sales, the loss of customer goodwill, and problems
or delays in production schedules.

Inventory managers face two decision rules in
inventory management, “how-much-to-order” and
“when-to-order,” that will result in the lowest pos-
sible total inventory cost. The how-much-to-order
decision rule can be satisfied with the use of an
EOQ model. The when-to-order decision rule can
be satisfied with the use of a reorder point.

The how-much-to-order decision rule involves se-
lecting an order quantity that draws a compromise
between (1) keeping smaller inventories and order-
ing frequently (results in high ordering costs) and
(2) keeping large inventories and ordering infre-
quently (results in high holding costs).

Optimal Order Quantity

Optimal order quantity deals with deciding how
many units should be ordered or produced ata given
time. Either too much or too little inventory is not
good. An optimum inventory level is designed and
is found through the use of the EOQ model because
it provides the optimal, or least-cost, quantity of in-
ventory that should be ordered.

The focus of the EOQ method is on the quantity
of goods to order that will minimize the total cost
of ordering and holding (storing) goods. EOQ is a
decision model that focuses on the trade-off between
carrying costs and ordering costs. It calculates the
order quantity that minimizes total inventory costs.
Calculus is used in determining the EOQ.

EOQ is appropriate for managing finished goods
inventories, which have independent demands from
customers or from forecasts. Note that the data
needed to calculate EOQ includes the volume of
product sales (demand information), the purchase
price of the products, the fixed cost of ordering prod-
ucts, and carrying (holding) costs. It does not include
the volume of products in inventory, inventory de-
livery times, delays in transportation, or quality of
materials.

If Q is the order quantity, then the how-much-to-
order decision involves finding the value of Q that
will minimize the sum of holding and ordering costs.

2DCo
Ch

Q=EOQ =

where D is annual sales demand in units, Co is cost of
placing one order, and Ch is cost of holding (carrying)
one unit in inventory for the year.

Due to the square-root sign, a given increase in
sales will result in a less-than-proportionate increase
in inventories, and the inventory turnover ratio will
thus increase as sales grow.

Annual inventory holding cost is directly related to
the amount of inventory carried. The EOQ will rise
following an increase in the fixed costs of placing
and receiving an order.

If a company’s cost of ordering per order increases
while carrying costs per order remain the same, the
optimal order size as specified by the EOQ model
would increase.

Two major assumptions of EOQ are:

1. The demand for an item is constant. Since the
constant demand assumption is not realistic,
managers would have to be satisfied with the
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near-minimum-cost order quantity instead of a
minimum-total-cost order quantity.

2. The entire quantity ordered arrives at one point
in time. Again, this may not be realistic be-
cause some vendors will deliver partial ship-
ments. Managers usually add a judgmental value-
based order quantity to the EOQ suggested order
quantity to accommodate unrealistic assumptions
of constant demand rate by the EOQ model.

Specific assumptions of the EOQ model include the
following:

» Sales can be forecasted perfectly. This is unrealistic.

* Sales are evenly distributed throughout the year.
This is not realistic. What about seasonal or cyclical
demands?

* Orders are received without delay. This is also un-
realistic.

* Fixed costs, carrying costs, and purchase prices are
all fixed and independent of the ordering proce-
dures. This is not possible either.

EOQ cost characteristics include the following:

* The point at which the total cost curve is mini-
mized represents the EOQ, and this in turn deter-
mines the optimal average inventory level. Here,
total cost is the sum of ordering and carrying costs.

* Some costs rise with larger inventories, whereas
other costs decline.

* The average investment in inventories depends on
how frequently orders are placed.

* Ordering costs decline with larger orders and in-
ventories due to reduced order frequency.

The relationship between EOQ and material re-
quirements planning (MRP) is as follows:

* The EOQ model is focusing on finished goods in-
ventories, which have an independent demand
from customers or from forecasts. The EOQis a de-
terministic inventory model, which assumes that
the rate of demand for an item is constant. On the
other hand, probabilistic inventory models assume
that the rate of demand for an item is fluctuating
and can be described only on probability terms.

* The demand for raw materials and components
in the MRP model is directly dependent on the
demand for finished goods in the inventory system
(i.e.,, EOQ).

Itis good to know how much the recommended or-
der quantity would change if the estimated ordering
and holding costs had been different. Depending on

whether the total annual cost increased, decreased,
or remained the same, we can tell whether the EOQ
model is sensitive or insensitive to variations in the
cost estimates.

Reorder Point

Reorder point is the point at which inventory should
be ordered or produced (i.e., when-to-order decision
rule), and at which stock on hand must be replen-
ished. It is also the inventory level at which an order
should be placed. The formula is:

Reorder Point (RP) = Lead-Time (LT)
x Usage Rate (UR)

where lead-time is the time lag required for produc-
tion and shipping of inventory, and usage rate is the
usage quantity per unit of time (demand). Note that
the time period should be the same in both lead-time
and usage rate (i.e., days, weeks, or months).

The cycle time answers how frequently the order
will be placed, and it can be calculated as follows: cy-
cle time is number of working days in a year divided
by number of orders that will be placed in a year.

A complication in the calculation of the reorder
point arises when we introduce the concept of goods-
in-transit. This situation occurs when a new order
must be placed before the previous order is received.
The formula for a reorder point when goods-in-
transit is considered is

Reorder Point for Goods-in-Transit = (Lead-Time
x Usage Rate) — (Goods-in-Transit)

ABC Analysis

ABC analysis is a method of classifying on-hand in-
ventory based on usage and value. It applies the
Pareto principle (20% critical few and 80% triv-
ial many) to inventory. Expensive, frequently used,
high-stockout-cost items with long lead-times (Class
A items) are most frequently reviewed. Inexpensive
and infrequently used items (B and C items) are
reviewed less frequently. To classify the inventory
based on annual dollar volume, the annual demand
of each item is multiplied with its cost per unit.

Class A items (i.e., approximately 20% of stock
items) have a high annual dollar volume repre-
senting approximately 80 percent of the total dollar
usage.

Class B and C items (i.e., together approximately
80% of stock items) have a medium annual dollar
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volume for Class B items and a low annual dollar
volume for Class C items, representing together ap-
proximately 20 percent of the total dollar usage.

Cycle Counting

Cycle counting is a continuing reconciliation and
audit of inventory items with inventory records. It is
an alternative to the annual physical inventory exer-
cise and uses the inventory classifications developed
through the ABC analysis. With cycle-counting pro-
cedures, stock items are counted, records are ver-
ified, inaccuracies are documented, and corrective
actions are taken to ensure integrity of the inventory
system. The frequency of cycle counting depends on
the type of inventory item. The cycle counting policy
might be as follows:

Class A stock items may be counted once a month.

Class B stock items may be counted once every three
months.

Class C stock items may be counted once every six
months.

The number of stock items of each classification to
be counted each working day can be computed as
follows:

Stock quantity for A class divided by the cycle-
counting policy days gives the number of items
to be counted per working day.

Stock quantity for B class divided by the cycle-
counting policy days gives the number of items
to be counted per working day.

Stock quantity for C class divided by the cycle-
counting policy days gives the number of items
to be counted per working day.

Add the number of items to be counted per working
day for A, B, and C classes.

0 Learning Objective 2.6:
UNDERSTAND THE PRINCIPLES
AND TECHNIQUES OF
SUPPLY-CHAIN AND LOGISTICS
MANAGEMENT

The focus of this learning objective is on managing
the supply chain and understanding the functions of
warehouse and distribution management.

Supply Chain

The supply chain is seen as an equivalent to an
input-transformation—-output system. In this con-
text, both customer and supplier goodwill are to be
viewed as a key asset to an organization. The supply
chain becomes a value chain when all of the trans-
forming activities performed upon an input provide
value to a customer. The real challenge is to ensure
that value is added at every step of the chain to
achieve customer satisfaction. Both purchasers and
suppliers play a large role in the value chain. The
following is an example of a value chain:

Purchasers — Suppliers — Producers
— Distributors — Customers

Managing the supply base includes integration of
suppliers, involvement of suppliers, supplier reduc-
tion strategies, supplier performance, and supplier
certification. The purpose of managing the supply
base is to manage quality, quantity, delivery, service,
and price.

Integrating suppliers means reducing or balanc-
ing the number of suppliers available so that they be-
come part of the buyer/purchaser operation to lower
inventories, to increase response time and quality,
and to decrease total cost.

Early involvement of suppliers in the product
design process reduces cost, improves quality, and
shortens product development cycle time. This is
achieved through review of product specifications
and production standards by the supplier.

Supplier reduction strategies include deciding
who will be single-sourcing or second-sourcing
vendor. Approaches to improving supplier per-
formance include improved communication, early
supplier involvement in the buyer product design,
and measuring supplier performance indicators. Im-
proved communication is achieved through desig-
nating one or two individuals for all communication
that takes place between the buying and supply-
ing firms and conducting supplier conferences and
workshops to share information common to both
parties (cost, design specifications, and profit).

Supplier performance is measured in terms of qual-
ity, delivery, service, and cost/price. Quality mea-
sures may include incoming defect rate, product
variability, number of customer complaints, use of
statistical process control, documented process ca-
pabilities, and supplier’s quality philosophy. Deliv-
ery measures include on-time delivery, percentage
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and availability of product within quoted lead-time,
and quantity accuracy. Service measures include in-
voice accuracy and length of time required to settle
claims, availability of a supply plan, and availabil-
ity of engineering support. Cost/price measures in-
clude product cost, price reductions, transportation
cost, willingness to participate in price reviews, and
minimum buy requirements.

Supplier certification is a process conducted by
the purchasing organization so that shipments go
directly into use, inventories, or production. The
goal of certification is to reduce or eliminate in-
coming inspection of goods coming from a supplier
by a purchaser. Certification involves evaluating the
supplier’s quality systems, approving the supplier’s
processes, and monitoring incoming product qual-
ity. The advantages of supplier certification are in-
creased product quality, reduced inspection costs,
and reduced process variation.

Logistics Management

The scope of logistics management includes ship-
ping of inventory items between a factory, ware-
house, and customer (see figure). Forward logistics
and reverse logistics are also discussed.

| Factory |—| Warehouse |—| Customer ‘
Erratic lead times Shipping Random
economics demand

Warehouses

The functions of warehouse distribution, produc-
tion, and purchasing are closely interrelated and
constantly interacting with each other in a manufac-
turing firm. The decisions considered during inven-
tory distribution strategy are when, what, and how
much of it to ship to a warehouse; when, what, and
how much of it to produce at the factory, with what
size workforce; and when, what, and how much of
it to purchase as inputs to the factory warehouse
system.

Warehouses usually stock a very large number of
products—the larger the shipment size, the more
products are involved, and the greater the problems
of controlling inventories of different products in
combination. These are some of the considerations
involved in decisions to order shipments to ware-
houses. Two basic types of shipments can take place:
(1) periodic shipments and (2) trigger shipments.

The trigger system is more responsive to fluctua-
tions in sales than the corresponding periodic sys-
tem. It has the further advantage that the shipment
size is predetermined rather than random; hence,
problems of overburdening carrier capacity are min-
imized. However, the costs of administering the con-
tinuous review of inventory position for a trigger
system are usually somewhat higher than under the
periodic system.

In estimating the cost of alternative shipping car-
riers, the cost of having valuable inventory tied up
while the vehicle is in transit should be considered.
While this cost will usually not be large, taking it
into account will systematically lower the costs of
using faster instead of slower carriers. Additional
cost savings associated with fast shipments that may
be overlooked come from the fact that time in tran-
sit is one component of the lead-time. Shortening the
lead-time allows a reduction in the inventory buffers and
hence a decrease in inventory holding costs.

Distribution System
Inventory in a distribution system can be managed
through the use of independent demand models
such as continuous and periodic review models. The
primary advantage of the distribution models is that
they allow the various levels in the distribution chain
to manage their inventories autonomously. The pri-
mary disadvantage of these models is that they ig-
nore the other stages in the supply chain, leading to
stockouts and back orders. Excess shipping costs can
be incurred since no one is coordinating the move-
ment of materials within the system. Also the de-
mand for replenishment occurs without any regard
for what is currently being produced or planned to
be produced. Under these situations, the need for an
item incurs extra setup costs, lost productivity, and
excess transportation costs.

Examples of distribution models include the fol-
lowing;:

* The single-order-point system basically ignores
the fact that the order takes place in a chain and
assumes that each element in the distribution sys-
tem is independent of all other components. This
independent behavior can cause large swings due
to a phenomenon called “lumpy demand” at the
next level down in the distribution chain. Lumpy
demand comes from lack of communication and
coordination between the factory, warehouse(s),
distributors, and retailers.
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* The double-order-point system considers two lev-
els down in the distribution system, hence the
“double.” For example, if a distributor is quoted
a lead-time from the factory warehouse of two
weeks and it takes the factory warehouse three
weeks to have stock replenished, the reorder point
is set based on the demand for a five-week period.
It does not produce lumpy demand, as does the
single-order-point system. An advantage is that it
reduces the risk of stockouts. Increasing the safety
stock is its disadvantage.

* In the periodic review system, orders are placed
on a predetermined time schedule. The advantage
is that the order times can be staggered throughout
the chain to smooth the demand at each pointin the
distribution chain. This reduces peaks and valleys
caused by several customers ordering at the same
time.

* Inthesales replacement system, the supplier ships
only what the customer used or sold during the
period. The objective is to maintain a stable inven-
tory level in the system. This does require hav-
ing enough inventory to cover the potential de-
mand during the replenishment cycle. In essence,
the sales replacement system is a periodic review
model with variable order quantities.

Forward Logistics and Reverse Logistics
Forward logistics systems move raw materials and
finished products from upstream suppliers to down-
stream customers (e.g., from one supplier to the other
and from one customer to the other). The physi-
cal (goods) and non-physical (information) flows are
forward directed toward the point of consumption.

Reverse logistics systems move products from
downstream customers to upstream suppliers for
the purpose of returns, repair, remanufacture, refur-
bishing, and/or recycling. The physical (goods) and
non-physical (information) flows are reverse and ini-
tiated at the point of consumption. Most manufac-
turing companies are not fully set up to handle the
reverse logistics issues.

Logistics related practices such as reverse purchas-
ing or reverse marketing are discussed, and they are
compared with the traditional practices, as follows:

* In traditional purchasing or marketing, the sup-
plier approaches the purchaser (buyer) to sell his
materials. The supplier establishes prices, terms,
and conditions. The buyer takes a reactive, mild,
and short-term approach, which does not achieve a
competitive advantage to him in the supply chain.

* In reverse purchasing or reverse marketing, the
buyer approaches the supplier to buy his materi-
als. The buyer establishes prices, terms, and condi-
tions. The buyer takes a proactive, aggressive, and
long-term approach to achieve a competitive ad-
vantage to him in the supply chain (e.g., reduced
supplier inefficiencies, reduced inventory levels,
improved demand forecasting accuracy, and in-
creased cost savings). Reverse marketing is also
called supplier development.

0 Learning Objective 2.7:
UNDERSTAND THE VARIOUS
PLANNING SYSTEMS APPLICABLE
TO MANUFACTURING AND
DISTRIBUTION OPERATIONS

Planning systems applicable to manufacturing and
distribution operations include master production
schedule (MPS), material requirements planning
(MRP), distribution requirements planning (DRP),
enterprise resource planning (ERP), customer rela-
tionship management (CRM), capacity requirements
planning (CRP), and aggregate production planning
(APP).

Master Production Schedule

Master production schedule (MPS) indicates units
of finished goods to be produced each time period.
The bill of material (BOM) defines the components
or parts required by each finished product. BOM is
a structured components list showing the hierarchi-
cal relationship between the finished product and
its various components. BOM indicates exactly how
many components are needed to produce the quan-
tity of finished goods recommended by the MPS sys-
tem. The inputs to MPS are forecast orders and/or
actual orders.

Material Requirements Planning

Material requirements planning (MRP) systems are
used to project inventory stock levels because they
depend on the amount and timing of finished goods
tobe produced and then determine the requirements
for raw materials, parts, components, and subassem-
blies at each of the prior stages of finished goods
production. Working backward, each end product
is sequentially separated into its necessary compo-
nents and raw materials (i.e., to project inventory
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stock levels needed). MRP can also be used for re-
source planning (i.e., capacity planning and labor
scheduling) and materials planning.

MREP is suitable for managing raw materials, com-
ponents, and subassemblies, which have dependent
demands that may be calculated from the forecasts
and scheduled production of finished goods. In other
words, the order for component inventory is placed
based on the demand and production needs of other
items that use these components.

The benefits of MRP include reduced investment
in inventory, improved workflow, reduced shortage
of raw materials and components, and reliable de-
livery schedules. Closed-loop MRP system provides
information to CRP, MPS, and APP.

Inputs and Outputs of MRP Systems

The inputs to MRP are MPS data, BOM data, and
the current inventory data.

The outputs from the MRP system are the planned
order releases for production and purchasing.

Distribution Requirements Planning

Distribution requirements planning (DRP) uses a
time-phased logic of MRP applied to the distribu-
tion system. The purpose of DRP is to forecast de-
mand by the distribution center to determine MPS
needs. It uses forecasts and known order patterns
from customers in the distribution chain to develop
the demand on the master schedule.

Characteristics of DRP

DRP anticipates future needs throughout the dis-
tribution chain and plans deliveries accord-
ingly.

The order-point-based distribution system does
not anticipate future needs. It simply reacts to
the current needs.

DRP pulls inventory through the system from
top levels to bottom levels, as it is a stock-
replenishment plan for all levels of the supply
chain.

Enterprise Resource Planning

Enterprise resource planning (ERP) software can
help organizations in optimizing their value chain,
which requires integrating business processes across

organizational boundaries through information
technology (IT).
The value chain is computed as follows:

Value Chain = Business Process Reengineering
+ Change Management + ERP

Data are entered only once into an ERP system
and allow employees to access a full database of
information in order to complete their tasks. The in-
formation can also be shared with customers and
suppliers as needed. All data fields in the database
must be defined consistently and correctly to facil-
itate internal employee access and external sharing
of data. The ERP system can track business trans-
actions from their origin (at the customer) to order
entry through operations and accounting until the
transaction is completed. The objective of ERP sys-
tems is to integrate all functions within an organi-
zation and to become customer oriented (customer
centric). Companies are using the ERP system for
increased business competitiveness, as follows:

ERP = MRP + Accounting + Finance
+ Human Resources 4+ Supply Chain + CRM

The advantages of ERP systems include elimina-
tion of costly and inflexible legacy systems, improve-
ment of work processes, increase in access to data for
operational decision making, and standardization of
IT infrastructure (hardware, software, operating sys-
tems, and databases). Some disadvantages of ERP
systems include expense and time in implementa-
tion, difficulty in implementing change in the orga-
nization, risks in using one vendor, and difficulty in
integrating with other computer systems.

Customer Relationship Management

A customer relationship management (CRM) sys-
tem deals with the customer side of a business, start-
ing from customer order entry to customer satisfac-
tion. It is designed to survive in the customer-centric
environment and to establish a one-to-one business
relationship with customers. Some define CRM as
a call center solution. Some view it as sales force
automation; others see it as direct mail, marketing
automation, or simply a web page. Many companies
see it as a front-end application only, interacting at
the point-of-contact, point-of-purchase, or customer
support. Others believe the secret to CRM success is
in the back-end activities, such as data mining, data
warehousing, data distribution, and data sharing. A
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properly designed and implemented CRM system
encompasses all of these and much more. It is better
to view the CRM system as a bridge system, not as a
front-end system or back-end system.

Capacity Requirements Planning

Capacity requirements planning (CRP) indicates
throughput (capacity) of a facility (i.e., plant, ware-
house, or office) and measures capacity in three time
horizons (i.e., short, intermediate, or long range). Ca-
pacity decisions require huge amounts of money;, es-
pecially in the long range, as it is difficult to modify
capacity in the short-range.

1. Short-range capacity decisions are concerned
with scheduling jobs, employees, and equipment.

2. Intermediate-range capacity decisions are con-
cerned with adding equipment, employees, and
operating shifts.

3. Long-range capacity decisions are concerned
with adding facilities and equipment that require
a long lead-time.

Utilization and efficiency are two performance
measures of a facility’s capacity. Utilization is the
percent of design capacity actually achieved, and
efficiency refers to the percent of effective capacity
actually achieved. Design capacity is the maximum
theoretical output in a given period under ideal con-
ditions. Effective capacity is expected capacity un-
der the current operating conditions, which is lower
than design capacity. Rated capacity is a measure
of expected output of a facility, which is expressed
in terms of effective capacity and percent efficiency.
The following formulas are related to capacity:

Percent Utilization = (Actual Output)/
(Design Capacity) x 100

Percent Efficiency = (Actual Output)/
(Effective Capacity) x 100

Expected Output = (Effective Capacity)
x (Percent Efficiency)

Capacity levels must match demand levels. A poor
match may mean demand exceeds capacity or ca-
pacity exceeds demand. When demand exceeds ca-
pacity, management can curtail demand by raising
prices, scheduling long lead-times for product de-
livery, and discouraging marginally profitable busi-
ness. When capacity exceeds demand, management
can stimulate demand through price reductions or
aggressive marketing efforts or even initiate em-
ployee layoffs and plant/office closings.

Aggregate Production Planning

Aggregate production planning (APP) focuses on
an intermediate planning period of 3 to 18 months
and is concerned with determining the quantity and
timing of production to meet the forecasted demand.

Production (capacity) options may include chang-
ing inventory levels; varying workforce size by hir-
ing or layoffs; varying production rates through
overtime or idle time; subcontracting; and using
part-time workers.

Demand options may include influencing de-
mand through advertising, promotions, personal
selling, and price cuts; back ordering during high-
demand periods, which could result in lost sales; and
counterseasonal product and service mixing (e.g.,
furnaces and air conditioners and lawnmowers and
snow-blowers).

Mixing options may include chase strategy and
level strategy. A chase strategy sets production equal
to demand. A level strategy maintains a constant
production (output) rate, or workforce level.

A mixed strategy uses two or more options from
the production options, demand options, and mixed
options to achieve the minimum cost goal. Several
methods exist to perform APP, including graphi-
cal method; mathematical approaches, such as the
transportation method of linear programming; man-
agement coefficients model based on manager’s ex-
perience and performance; linear decision rule to
optimize production rate, workforce size, and total
costs; and simulation methods to minimize cost us-
ing a combination of production rate and workforce
size.

Yield (revenue) management system is a capacity
decision of allocating a company’s scarce resources
to customers at prices that will maximize profit. It
charges customers different prices based on their
willingness to pay. Although the aggregate plans are
similar to manufacturing and service industries, the
yield management system is more applicable to ser-
vice industries, such as airlines.

0 Learning Objective 2.8:
UNDERSTAND THE VARIOUS
SHORT-TERM SCHEDULING
SYSTEMS USED IN PRODUCTION

Effective job scheduling means faster movement of
goods and services through a plant, office, or a facil-
ity to better utilize assets and capacity and to lower
costs.
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Effective production scheduling may require
adding capacity and faster throughput to result in
better customer service with faster and more de-
pendable deliveries of goods and services.

Effective production scheduling means parts or
finished goods are produced on a just-in-time (JIT)
basis with low setup times and costs, little work-in-
process (WIP) inventory; high machine utilization;
meeting due dates promised to customers; and fac-
ing time-based competition.

Capacity Planning versus Short-Term
Scheduling

The relation between capacity planning and short-
term scheduling is shown here:

Capacity Planning — Aggregate Production
Planning — Master Production Schedule —
Short-Term Scheduling

Capacity planning focuses on the long term, such
as five to ten years, requiring changes in equip-
ment and facilities. Aggregate planning focuses on
an intermediate term, such as a month or quar-
ter, requiring greater facility utilization and subcon-
tracting work. The master production schedule fo-
cuses on the near short term, such as weeks, where
the MRP breaks down the aggregate plan. Short-
term scheduling focuses on days, hours, and min-
utes, where it deals with a work/process center in
terms of job loading procedures and job sequenc-
ing/dispatching rules.

Scheduling Methods

The goal of scheduling is to allocate and priori-
tize demand (forecasts or actual orders) to avail-
able capacity. Four types of scheduling methods are
(1) forward scheduling, (2) backward scheduling,
(3) combination of backward and forward schedul-
ing, and (4) scheduling criteria. Regardless of the
method used, machine breakdowns, employee ab-
senteeism, product/service quality problems, ma-
terial shortages, and weather conditions affect job
and work scheduling in meeting customer order due
dates.

1. Forward scheduling method starts the work as
soon as the job requirements are known from a
customer regardless of the due date, and hence
may not meet the due date, thus building up WIP
inventory. Forward scheduling means the first op-
eration is scheduled first and the final operation
last.

2. Backward scheduling method begins with the
due date and schedules the final operation first
and the first operation last. Backward scheduling
means the final operation is scheduled first and
the first operation last.

3. In practice, a combination of forward and back-
ward scheduling method is used to meet the
promised due dates to customers.

4. Scheduling criteria methods include minimizing
average completion time per job, maximizing fa-
cility utilization, minimizing WIP inventory by
minimizing the number of jobs that are in the sys-
tem, and minimizing customer waiting time by
minimizing the number of late deliveries.

Loading Jobs

Loading jobs means assigning jobs to work cen-
ters or processing centers. Jobs are loaded using an
input-output control technique with Gantt charts
and the assignment method of linear programming.

The input-output control technique manages the
workflows (i.e., tracks work-added and work-
completed). The Gantt chart schedules resources and
allocates time. The assignment method loads tasks
or jobs to resources (i.e., assigns one job/worker to
one machine/project).

Job Sequencing

Job sequencing specifies the order in which jobs
should be assigned and completed at each work or
processing center. Priority rules need to be estab-
lished for job sequencing or dispatching, as follows:

1. First come, first served (FCFS). The first arriving
job is processed first.

2. Shortest processing time (SPT). The shortest-
time jobs are handled first and completed.

3. Earliest due date (EDD). The job with the earliest
due date is selected first.

4. Longest processing time (LPT). The longest-time
jobs are handled first and completed.

5. Critical ratio (CR). The job that should be shipped
on schedule should be handled first.

6. Johnson’s rule. A group of jobs are sequenced on
two machines (i.e., N jobs on two machines). It
minimizes processing time and total idle time.

The CR is an index number computed by dividing
the time remaining by the workdays remaining, as
follows:

CR = (Time Remaining)/(Workdays Remaining)
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where time remaining is due date minus today’s
date. The CR is used to establish job priority order,
as follows:

If CRforajobisless than 1.0, it means thejobis falling
behind schedule, will be late unless expedited,
and should receive first priority.

If CR for a job is exactly 1.0, it means the job is on
schedule and should receive second priority.

If CR for a job is more than 1.0, it means the job
is ahead of schedule, has some slack, and should
receive third priority.

The CR rule is better than FCFS, SPT, EDD, or LPT
rules since it is based on the average job-lateness
criterion, tracks job progress dynamically, and estab-
lishes a relative priority among jobs using a common
basis.

Level-Material-Use Schedule

Alevel-material-use schedule, which uses frequent,
high-quality, small lot sizes, is appropriate for repet-
itive production, which requires determining the
minimum lot (batch) size first. This scheduling
method can shorten the large monthly production
runs to weekly, daily, or even hourly cycles, resulting
in lower inventory investment, reduced batch size,
and increased customer satisfaction through meet-
ing the customer’s demand.

0 Learning Objective 2.9:
UNDERSTAND THE THEORY OF
CONSTRAINTS IN OPERATIONS

A bottleneck is a constraint in a facility, function, de-
partment, or resource whose capacity is less than the
demand placed upon it. For example, a bottleneck
machine or work center exists where jobs are pro-
cessed at a slower rate than they are demanded. An-
other example is where the demand for a company’s
product exceeds the ability to produce the product.

A bottleneck influences both product profitability
and product price. The contribution margin per bot-
tleneck hour or the value of each bottleneck hour
should be analyzed. This measure is better than the
normal contribution margin per unit. The contribu-
tion margin per hour of bottleneck can be used to
adjust the product price to better reflect the value
of the product’s use of a bottleneck. Products that
use a large number of bottleneck hours per unit re-
quire more contribution margin than products that
use few bottleneck hours per unit.

Theory of Constraints

The Theory of Constraints (TOC) is an operations
strategy that attempts to remove the influence of
bottlenecks on a production or service process. Ac-
cording to Dr. Eliyahu M. Goldratt, TOC consists
of three separate but interrelated areas: (1) logis-
tics, (2) performance measurement, and (3) logi-
cal thinking process tools. Logistics include drum-
buffer-rope scheduling, buffer management, and
VAT analysis. Performance measurement includes
throughput, inventory and operating expense, and
the five focusing steps. Logical thinking process
tools are important in identifying the root problems
(current reality tree), identifying and expanding win-
win solutions (evaporating cloud and future reality
tree), and developing implementation plans (prereq-
uisite tree and transition tree).

Drum-Buffer-Rope Scheduling

Drum-buffer-rope scheduling is the generalized
process used to manage resources to maximize
throughput. The drum is the rate or pace of pro-
duction set by the system’s constraint. The buffers
establish the protection against uncertainty so that
the system can maximize throughput. The rope is
a communication process from the constraint to the
gating operation that checks or limits material re-
leased into the system to support the constraint.

Buffer Management

Buffer management is a process in which all ex-
pediting steps in a factory shop are driven by
what is scheduled to be in the buffers (constraint/
bottleneck, shipping, and assembly buffers). By ex-
pediting this material into the buffers, the system
helps avoid idleness at the constraint and missed
customer due dates. In addition, the causes of items
missing from the buffer are identified, and the fre-
quency of occurrence is used to prioritize improve-
ment activities.

VAT Analysis

VAT analysis is a procedure for determining the gen-
eral flow of parts and products from raw materi-
als to finished products (the logical product struc-
ture). A V logical product structure starts with
one or a few raw materials, and the product ex-
pands into a number of different products as it flows
through divergent points in its routings. The shape
of an A logical product structure is dominated by
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converging points. Many raw materials are fabri-
cated and assembled into a few finished products.
A T logical product structure consists of numer-
ous similar finished products assembled from com-
mon assemblies, subassemblies, and parts. Once the
general parts flow is determined, the system control
points (gating operations, convergent points, diver-
gent points, constraints, and shipping points) can be
identified and managed.

The Five Focusing Steps

The five focusing steps is a process to continu-
ously improve organizational profit by evaluating
the production system and the marketing mix to de-
termine how to make the most profit using system
constraints. The steps consist of:

1. Identifying the constraint to the system

2. Deciding how to exploit the constraint to the sys-

tem

Subordinating all nonconstraints to the system

Elevating the constraint to the system

5. Returning to step 1 if the constraint is broken in
any previous step, while not allowing inertia to
setin

=

0 Learning Objective 2.10:
UNDERSTAND THE PRINCIPLES
OF PRODUCTION ECONOMICS
AND APPLICATION OF DECISION
TOOLS

The scope of production economics deals with
make-or-buy analysis, learning-curve analysis, sup-
plier breakeven analysis, outsourcing, machine se-
lection, and plant selection.

Make-or-Buy Analysis
In analyzing make-or-buy decision alternatives, rel-
evant costs include direct materials, direct labor,
and variable overhead. Allocated fixed overhead
should be ignored because it is going to be in-
curred regardless. A company’s fixed costs, which
are part of fixed overhead, will not change, whether
a part/component is made or bought, or whether a
special order is accepted or not. Factors such as prod-
uct quality, plant capacity, and demand patterns are
considered in the make-or-buy decision.

When plant capacity is not fully utilized, it is good
toaccept a special order that covers all variable costs,

to ignore allocated fixed costs, and to not consider
profits. This is applicable to short-term decision mak-
ing only. When plant capacity is fully utilized, the
special order has an opportunity cost, and it should
recover all variable and fixed costs, including profits.
When buying a part from a vendor, a company is
guaranteed only the price charged by the vendor.
The buyer has no control, at least in the short term,
over product quality, delivery, support, or service.

Learning-Curve Analysis

Learning-curve analysis states that employees get
better at their tasks as the tasks are repeated over
and over again and take less time to complete those
tasks. Applied to the production setting, it takes less
time to complete each additional production unit.

Management can use learning-curve analysis to es-
timate the time required for the remainder of the or-
der, after knowing the labor-hours or labor costs re-
quired for a portion of a customer’s special-contract
production order.

The formula to calculate the time required for the
nth unit is:

Time Required for nth Unit =T x L"

where T is unit time or unit cost of the first unit, L
is learning curve rate (i.e., 80%), and n is number of
times T is doubled.

Supplier’s Breakeven Analysis

Supplier’s breakeven analysis allows a purchaser
(buyer) to anticipate a supplier’s (seller) pricing
strategy during procurement negotiations. The in-
tent of the buyer is to estimate a supplier’s expected
profit or loss given a supplier’s fixed and variable
costs. Both the buyer and the breakeven analysis as-
sume that variable costs fluctuate in a linear fash-
ion with respect to volume, and it ignores semivari-
able costs, which include both fixed and variable
costs.

The following formulas can be used in the supplier
breakeven analysis:

Breakeven Point in Units = (Total Fixed Costs)/
(Selling Price per Unit — Variable Cost per Unit)

Contribution Margin (CM) per Unit = Selling
Price per Unit — Variable Cost per Unit

Net Income or Profit = (Sales Units x
CM per Unit) — Total Fixed Costs
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Net Income or Profit = Total Revenues —
Total Variable Costs — Total Fixed Costs

Total Revenue = Sales Units x
Selling Price per Unit

Outsourcing

Outsourcing is acquiring non-core products or ser-
vices from external sources. Insourcing is keeping
core products or services in-house. Many related
terms exist: offshoring is moving a business func-
tion or process to a foreign country but retaining
control of it. Nearshoring is choosing an outsource
provider located either in the home country or in a
nearby foreign country. Backsourcing is the return
of a business activity to the original firm.

Examples of outsourced functions or processes
include information technology; production opera-
tions; purchasing; logistics; research and develop-
ment; training; human resources; accounting and fi-
nancial services; advertising; legal and tax services;
and customer service.

Advantages of outsourcing include cost savings,
gaining outside expertise, focusing on core com-
petencies, improving operations and services, and
gaining latest technology from outside. These advan-
tages play a role in developing strategies for down-
sizing and restructuring.

Disadvantages of outsourcing include loss of con-
trol, increased transportation costs, negative impact
on employees (loss of morale), creating future com-
petition, and trade-off between short-term gains at
the expense of long-term objectives.

A breakeven analysis can be applied when a prod-
uct is identified as a possible candidate for out-
sourcing by comparing fixed and variable costs for
insource and outsource options. The following for-
mula can be used to compute the number of produc-
tion units that must be outsourced in order to reach
a breakeven point in total costs from insource and
outsource options:

X = (Fin - Fout)/(vout - Vm)

where X is the number of units that must be out-
sourced, Fj, is total insource fixed costs, Fo; is total
outsource fixed costs, Vi, is total variable cost per
unit produced at insource, and V. is total variable
cost per unit produced at outsource.

If X is less than the expected demand in units, the
company should select the source with the lower
variable cost and higher fixed cost. If X is greater

than the expected demand in units, the company
should select the source with the lower fixed cost
and higher variable cost.

Machine Selection

Machine selection deals with replacing an old ma-
chine with a new one to stay in operation. Equiva-
lent annual costs (EACs) are computed for all new
machines under consideration during the selection
process, using annuity factors. EAC is total present
value of costs divided by the annuity factor. Based
on the EAC analysis, management purchases the ma-
chine with the lowest EAC.

Plant Selection

Plant selection involves selecting one plant from
among several with different capacities. Usually,
large plants will incur larger fixed costs. The plant
with high fixed costs will have a high breakeven
point (BEP) because it takes more sales to recover
all fixed costs. The reverse is true with small plants.
If a plant has 100 percent of its capacity utilized,
there is no safety cushion for expected or unex-
pected conditions, such as plant downtime, machine
breakdowns, holidays, and other unforeseen events.
A plant capacity utilization of 80 to 90 percent is
desirable.

The following formulas can be used in plant selec-
tion:

Plant’s BEP in Units = Total Sales Revenues =
Total Fixed Costs + Total Variable Costs

Plant’s Capacity Utilization = (Sales
Demand in Units)/(Available Production
Capacity in Units) x 100

A plant with a low BEP and a high capacity utiliza-
tion percentage should be selected.

Decision Tools

The types of decision tools include decision or pay-
off tables and decision trees.

Decision Table

A decision table is a tabular means of analyzing de-
cision alternatives (courses of actions) and states of
nature (outcomes). The alternatives are listed on the
left side, the states of nature are listed across the top,
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and the payoffs (i.e., conditional values) are listed in
the body of the decision table. A decision-maker uses
three methods for dealing with uncertainty of out-
comes when he cannot even assess probabilities for
each possible outcome. These three methods include
maximax (optimistic and best case), maximin (pes-
simistic and worst case), and equally likely (average
and normal case).

1. The maximax method maximizes the maximum
outcome for every alternative.

2. The maximin method maximizes the minimum
outcome for every alternative.

3. The equally likely method maximizes the aver-
age outcome of each alternative.

Decision Tree

A decision tree is a graphical means of analyzing
decision alternatives and states of nature. The deci-
sion tree approach is suitable for multiple sequential
decisions, where later decisions are based on the out-
come of prior ones. It includes decision alternatives,
states of nature with their respective probabilities,
and payoff amounts for each combination of decision
alternatives and states of nature. The expected mon-
etary value (EMV) is computed by working back-
ward, that is, by starting at the right of the tree and
working back to decision nodes on the left of the
tree. The decision node leading to the state-of-nature
node with the highest EMV will be chosen. Decision
trees are used in evaluating capacity planning and
capital investment decisions.

Decision Table versus Decision Tree

A decision table does not use probabilities.
A decision tree uses probabilities.

0 Learning Objective 2.11:
UNDERSTAND THE PRINCIPLES
AND TECHNIQUES OF
EQUIPMENT MAINTENANCE
AND SYSTEM RELIABILITY

Proper maintenance of equipment can remove vari-
ability, and variability can destroy a process and cre-
ate waste. Tactics to improve maintenance include
implementing preventive maintenance methods and
increasing repair capabilities for the equipment.

Equipment Maintenance

Two types of maintenance exist: preventive and
breakdown (emergency). Preventive maintenance
involves performing routine inspections and servic-
ing work and keeping the equipment and facilities
in good working order without interruption. Break-
down maintenance occurs when equipment fails
and must be repaired on an emergency or priority
basis.

Implementing preventive maintenance requires a
study of mean time between failures (MTBF) distri-
bution, which follows a normal curve pattern. Main-
tenance work is needed when a machine or process
exhibits small standard deviations from the mean
(average).

Some firms practice total productive maintenance
(TPM), similar to total quality management (TQM),
to reduce variability through employee involvement
and maintenance records. Use of simulation and ex-
pert systems also improves maintenance. TPM is the
key to reducing variability and improving reliability.

Preventive and breakdown maintenance costs can
be compared when historical data are available on
maintenance costs, breakdown probabilities, and re-
pair times.

A measure related to maintenance is availability,
in that proper maintenance of a piece of equipment
increases its availability for use:

Percent Availability = [(Uptime)/
(Uptime + Downtime)] x 100

Increasing equipment repair capabilities requires
trained employees and adequate resources. Repairs
can be done in-house by trained and empowered
employees or offsite by contractors.

System Reliability

System reliability is the probability that a machine
part or product will function properly for a spec-
ified time and under stated conditions. Tactics to
improve reliability include improving the perfor-
mance of individual components and providing re-
dundancy. Reliability assures high utilization of fa-
cilities, proper scheduling of equipment, low inven-
tory levels, and consistent quality.

A system or piece of equipment consists of parts
or components. If any one part or component in a
system fails to perform, the entire system can fail.
Hence, the key to improving a system’s reliability is
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improving the individual component reliability:

System Reliability = Reliability of Component 1
x Reliability of Component 2 x - - - x Reliability
of Component n

Other measures of reliability include (1) percent of
failures, (2) number of failures per operating hour,
(3) MTBEF, which is the reciprocal of number of fail-
ures per operating hour, and (4) dependability.

Percent of Failures = (Number of Failures)/
(Number of Units Tested) x 100

Number of Failures per Operating Hour
= (Number of Failures)/(Operating Time)

where operating time is total time minus nonoperat-
ing time.

MTBF = 1/Number of Failures per Operating Hour

Percent Dependability = [(Time Available)/
(Time Available + Time Required)] x 100

Redundancy, in the form of backup units, is built
into systems to increase their reliability. Backup units
are put in parallel with normal units to ensure that if
a normal unit fails, the system switches to a backup
unit.

System Reliability = (Probability of Normal Unit)
+ [(Probability of Backup Unit) x (Probability
of Needing the Backup Unit)]

where the probability of needing the backup unit is
(1 — Probability of Backup Unit).

0 Learning Objective 2.12:
UNDERSTAND THE PRODUCTION
PROCESS FLOWS AND METRICS

Three operational process flow measures include
flow time (T), inventory (I), and throughput (R), and
they are interrelated in that defining targets on any
two of them defines a target for the third:

Inventory (I) = Throughput (R) x Flow Time (T)

The basic managerial levers for process improve-
ment are the following:

* Decrease in flow time
* Increase in throughput
* Decrease in inventory and waiting time

+ Control process variability
* Managing process flows and costs

Levers for managing the flow time include decreas-
ing the work content of a critical path by shortening
the length of every critical path, as follows:

1. Reduce the work content of an activity on the crit-
ical path:

+ Eliminate non-value-adding aspects of the ac-
tivity (i.e., work smarter).

* Increase the speed at which the activity is done
(i.e., work faster) by acquiring faster equipment
and/or by increasing incentives to work faster.

* Reduce the number of repeat activities (i.e., do
it right the first time).

2. Work in parallel by moving some of the work
content off the critical path:

* Move work from a critical path to a noncritical
path (i.e., perform work in parallel rather than
in sequence).

* Move work from a critical path to the “outer
loop” (i.e., either preprocessing or postprocess-
ing).

3. Modify the product mix:

* Change the product mix to produce products
with smaller work content with respect to the
specified activity.

Levers for managing (increasing) throughput of a
process include the following:

1. Decrease resource idleness by synchronizing
flows within the process to reduce starvation and
setting appropriate size of buffers to reduce block-
age.

2. Increase the net availability of resources to in-
crease effective capacity by:

* Improving maintenance policies.

* Performing preventive maintenance outside pe-
riods of scheduled availability.

* Instituting effective problem-solving measures
that reduce frequency and duration of break-
downs.

* Instituting motivational programs and incen-
tives to reduce employee absenteeism and in-
crease employee morale.

3. Reduce setup waste by reducing the frequency of
setups and by reducing the time required for a
single setup.

4. Increase theoretical capacity by:

* Decreasing unit load on the bottleneck resource
pool (e.g., work faster, work smarter, do it
right the first time, change production mix,
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subcontract or outsource, and invest in flexible
resources).

* Increasing the load batch of resources in the bot-
tleneck resource pool (i.e., increase the scale of
resource).

* Increasing the number of units in the bottleneck
resource pool (i.e., increase scale of process).

* Increasing the scheduled availability of the bot-
tleneck resource pool (i.e., work longer).

* Modifying the production mix.

Levers for reducing inventory and waiting time
include the following;:

1. Reduce cycle inventory (i.e., reduce batch size)
by reducing setup or order cost per batch or by
reducing forward buying.

2. Reduce safety inventory by:

* Reducing demand variability through im-
proved forecasting.

* Reducing the replenishment lead-time and its
variability.

* Pooling safety inventory for multiple locations
or products through either physical or virtual
centralization of specialization or some combi-
nation thereof.

 Exploiting product substitution.

* Using common components.

* Postponing the product differentiation closer to
the point of demand.

3. Manage safety capacity by:

* Increasing safety capacity.

* Decreasing variability in arrivals and service
patterns.

* Pooling available safety capacity.

4. Synchronize flows by:

* Managing capacity to synchronize with de-
mand.

* Managing demand to synchronize with avail-
able capacity.

*+ Synchronizing flows within the process.

5. Manage the psychological perception of the cus-
tomers to reduce the cost of waiting.

Levers for controlling process variability include
the following;:

1. Measure, prioritize, and analyze variability in key
performance measures over time.
2. Use feedback control to limit abnormal variability
by:
* Setting control limits of acceptable variability in
key performance measures.

* Monitoring actual performance and correcting
any abnormal variability.

3. Decrease normal process variability by design-
ing for processing (i.e., simplify, standardize, and
mistake-proof).

4. Immunize product performance to process vari-
ability through robust design.

Levers for managing process flows and costs in-
clude the following:

1. Manage flows in a plant through:
* Process structure with cellular layout.
* Information and material flow using demand
pull system.
* Level production with batch size reduction.
* Quality at source with defect prevention and
decentralized control.
* Supplier management with partnerships and
incentives.
* Supply consistency through maintenance of
safety capacity.
* Employee involvement and empowerment.
2. Manage flows in a supply chain by:
* Reducing information and material flow times
using technology and efficient logistics.
* Reducing fixed costs of ordering and quantity
discounts.
* Sharing information on customer demand and
product availability.
* Coordinating forecasts between affected par-
ties.
* Stabilizing prices.
3. Improve processes through:
+ Continuous improvement and reengineering.
* Increased visibility; incentives; plan, do, check,
adjust (PDCA) cycle; and benchmarking.

0 Learning Objective 2.13:
UNDERSTAND THE
TECHNOLOGY DEPLOYED IN
MANUFACTURING AND SERVICE
OPERATIONS

Topics such as flexible manufacturing systems,
process control systems, point-of-sale systems, and
bar-coding systems are discussed in this learning
objective.

Flexible Manufacturing Systems

Flexible manufacturing systems (FMSs) are com-
puter systems using an automated work cell at
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each workstation to produce low-volume and
high-variety products in an economical manner.
FMSs bridge the gap between product-focused and
process-focused production strategies.

In a manufacturing environment, computer-aided
design (CAD) and computer-aided manufacturing
(CAM) approaches are highly integrated (i.e., com-
puter integrated manufacturing, CIM) to produce
a quality product in less time. A CAD system is an
interactive graphics system suitable for the gener-
ation of engineering documentation in both two-
and three-dimensional geometry, surfaces, text, or
other representation. CAD systems provide engi-
neering drawings and alternative design possibil-
ities, among other things. The major benefit of a
CAD system is the productivity gain in compari-
son to manual drafting. Real estate, municipalities,
engineering, and construction industries are some of
the major users of CAD systems.

Technologies such as FMS combined with CIM
yield several benefits to manufacturers such as re-
duced machine changeover time, accurate machine
scheduling, improved machine utilization, reduced
costs, and improved throughput.

Computer-Aided Design + Computer-Aided
Manufacturing = Computer Integrated
Manufacturing

Computer Integrated Manufacturing + Flexible
Manufacturing Systems = Economical
and Efficient Production Systems

For example, the electronics industry uses a
computer-aided manufacturing (CAM) system to
develop integrated circuits and printed circuit-board
modules from raw materials and parts. Output from
the CAD system would be the input for the CAM
system. These systems may even interface with pro-
duction planning and scheduling systems.

Other examples of integrated manufacturing sys-
tems involve master production schedule feeding
into a material requirements planning (MRP) sys-
tem, where the latter explodes raw materials or parts
requirements into the lowest detail for placing or-
ders with suppliers. The master production schedul-
ing system also interfaces with the labor-scheduling
system and shop-floor control system for scheduling
people and machines.

Process Control Systems

In process-oriented manufacturing organizations
such as oil-refinery, food-processing, and chemical

industries, process control systems are heavily used
to control the manufacturing process. The raw ma-
terial flow, work-in-process flow, and final product
flow are controlled by these application systems. The
exact mixture, content, and timing of the raw ma-
terials that go into the manufacturing and mixing
process are dictated by these systems.

Point-of-Sale Systems

Point-of-sale (POS) systems are used in the retail
industry to collect sales data through cash registers
in the store. In most cases, the sales data are col-
lected by in-store processors and then transmitted
to a central-host computer via a network. At night,
batch processing of sales data is performed to post
sales to sales files and to update accounts receiv-
able files for customer-billing purposes. At the same
time, sales data are posted to inventory records to
adjust inventory levels, which are then used as in-
puts to the merchandising order system for placing
new orders with vendors. The sales staff scans the
universal-product-code (UPC) on the merchandise
to capture product data and automatic price lookup
for each merchandise item to reduce keying time and
errors by sales staff.

Other features include help screens, policy
lookups, daily-advertising screens, automatic credit
approvals, expert system-based credit authoriza-
tions, automatic sales tax by store or zip (postal)
code, time clock facilities, and perhaps even sug-
gestive selling prompts to the salesperson. This so-
phistication brings more problems: greater integrity
and security controls are needed to prevent honest
mistakes and fraudulent transactions.

Bar-Coding Systems

Automated solutions are needed to collect data in
real time, at the point of origin, in a way that en-
sures the captured data are right the first time. One
such solution is the use of automatic identification
systems, such as bar coding, optical character recog-
nition (OCR), voice recognition (VR), and radio fre-
quency identification (RFID). Bar codes can be used
in manufacturing environments such as shop floor
and receiving, as well as in office and hospital en-
vironments such as purchasing, inventory, billing,
accounts payable, payroll time-clocking, and track-
ing medications in hospitals.

Bar codes are symbols that can be processed elec-
tronically to identify numbers, letters, or special
characters on a receiving report, invoice, timecard,
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or part. They are used to improve data accuracy and
increase speed of updating the supporting data in all
interfacing systems.

Removing the human element from the data col-
lection process greatly improves data accuracy and
updating speed.

Bar-code technology supports the JIT production
philosophy and continuous improvement (kaizen)
program. This is because bar-code technology is pa-
perless, which is one of the goals of JIT. Bar codes
support continuous improvement due to increased
accuracy of data available in the system and es-
tablishment of production standards based on such
data. This also improves quality of decision making.

For example, the use of bar codes on raw mate-
rials will reduce the amount of paperwork that is

required to track inventories. Movement of raw ma-
terials, subassemblies, and finished products is mon-
itored electronically using bar codes. In addition to
speed, accuracy is increased since there is little or no
human involvement in reading and interpreting the
bar-code data. Key entry of data is eliminated.

Self-Assessment Exercise

Online exercises are provided for the learn-
ing objectives in this module. Please visit
www.mbaiq.com to complete the online exercises
and to calculate your MBA IQ Score.
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0 Learning Objective 3.1:
UNDERSTAND THE
COMPONENTS OF
MARKETING MIX

Marketing management develops integrated mar-
keting programs to communicate and deliver value
for customers through four major components—
product, price, promotion, and place—called the
marketing mix, which represents the seller’s view
of the marketing tools available for influencing
buyers.

1. Product includes variables such as product vari-
ety, quality, design, features, brand name, pack-
aging, sizes, services, warranties, and returns.

2. Price includes variables such as list price, dis-
counts, allowances, payment periods, and credit
terms.

3. Promotion includes variables such as sales pro-
motion, advertising, sales force, public relations,
and direct marketing.

4. Place includes variables such as channels, cov-
erage, assortments, locations, inventory, and
transport.

A firm can change only a few variables in the
short run, such as price, sales force size, and ad-
vertising expenses. A firm can develop new prod-
ucts and modify its distribution channels only in the
long run.

A complementary theme with marketing mix is
to answer questions that a customer may have using
dimensions such as solution, information, value, and
access (SIVA):

Solution: How can I solve my problem?
Information: Where can I learn more about it?
Value: What is my total sacrifice to get this solution?
Access: Where can I find it?

0 Learning Objective 3.2:
UNDERSTAND THE
EXPECTANCY-VALUE MODEL
IN CONSUMER MARKETS

Consumers go through a rational process before de-
ciding to purchase a specific brand product based on
consumer attitudes and beliefs, called expectancy-
value model (EVM).

The EVM focuses on a consumer’s positive and
negative values for an attribute about a specific

brand product and on assigning an importance level
to each attribute in order to arrive at an overall
perceived value:

Brand A = (Attribute 1 Value x Importance Level)
+ (Attribute 2 Value x Importance Level)
+ (Attribute 3 Value x Importance Level)

Brand B = (Attribute 1 Value x Importance Level)
+ (Attribute 2 Value x Importance Level)
+ (Attribute 3 Value x Importance Level)

Brand C = (Attribute 1 Value x Importance Level)
+ (Attribute 2 Value x Importance Level)
+ (Attribute 3 Value x Importance Level)

The consumer will choose a brand that gives her the
highest perceived value.

One way to build value to a customer is to focus on
order winners and order qualifiers. An order win-
ner (i.e., order-getting power) is a criterion that dif-
ferentiates the products or services of one firm from
another, including low prices. An order qualifier is
a screening criterion that permits a firm’s product or
service to be considered as a possible candidate for
purchase. Note that these criteria may change over
time, meaning an order winner today may become
an order qualifier tomorrow.

0 Learning Objective 3.3:
UNDERSTAND THE BRAND
ELEMENTS AND CALCULATE
A BRAND VALUE

Brand elements identify and differentiate a brand in
the marketplace with consumers. A brand element
that provides a positive contribution and value to
a customer builds positive brand equity and vice
versa.

Brand-building elements include memorable,
meaningful, and likable, and brand-defensive
elements include transferable, adaptable, and pro-
tectable. Brand-building elements bring consumer
awareness, which leads to brand equity, whereas
brand-defensive elements deal with leveraging
brand equity in the face of competition and con-
straints.

In addition to brand names, logos and slogans lead
to building brand equity.
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Brand equity is measured as follows:

1. With a brand audit done internally and annually
2. By collecting data from consumers through
brand-tracking studies

Brand equity is different from brand valuation,
where the latter deals with assigning a dollar value
to a brand.

A brand value can be calculated as follows:

Brand Intangible Earnings = Brand Revenues
—Operating Expenses — Taxes
—Charge for Invested Capital

Net Present Value (NPV) of a Brand Value = Brand
Intangible Earnings x Brand Discount Rate

The higher the NPV, the greater the brand value
and vice versa. The NPV of a brand value can be
calculated for several years, reflecting the ability of
a brand to generate future earnings.

0 Learning Objective 3.4:
UNDERSTAND COMPETITOR
ANALYSIS

A company cannot survive in the long run if it
does not analyze its competitors’ strengths and
weaknesses (external analysis) along with its own
strengths and weaknesses (internal analysis).

Attack action plans, whether offensive or defen-
sive, can be developed based on this internal and
external analysis of strengths and weaknesses.

A company should monitor three variables when
analyzing its competitors: competitor’s share of mar-
ket, competitor’s share of mind, and competitor’s
share of heart.

The share of competitor’s market is computed
mathematically based on total target market demand
in units and a competitor’s sales in units:

Competitor’s Share of Market = (Competitor’s Sales
in Units)/(Total Target Market Demand in Units)

The share of competitor’s mind is assessed based
on a customer-survey question such as, “Name the
first company that comes to your mind in this
industry.”

The share of competitor’s heart is assessed based
on a customer-survey question such as, “Name the
company from which you would prefer to buy the
product.”

There is a relationship between mind share and
heart share and market share and profits:

Gains in Mind Share and Heart Share — Gains
in Market Share and Profits

A company can also improve market share through
benchmarking with its competitors and other world-
class companies.

A company can select its competitors with a com-
petitive analysis by dividing them into groups such
as strong versus weak, close versus distant, and good
versus bad.

A company can select its customers to conduct cus-
tomer value analysis by dividing them in terms of
whether a customer is valuable and vulnerable and
to decide which ones to retain or lose. A 2 x 2 matrix
can be developed for in-depth analysis:

Customeris... Vulnerable Not vulnerable

Valuable

Unhappy and Loyal and profitable—
profitable—retain maintain

Not valuable  Not loyal—defect Happy and unprofitable—
or lose change customer into

valuable or vulnerable

0 Learning Objective 3.5:
UNDERSTAND THE PRICING
STRATEGIES AND METHODS

Companies establish prices for their products and
services in a variety of ways: some by owners, some
by division and product-line managers, and some
by finance managers. Others who influence prices in-
clude senior management, marketing and sales man-
agement, and production management.

There is no right way of setting prices since there
are multiple factors, including government regula-
tion; production, marketing, and other costs; con-
sumer psychology; company’s profit and market
share goals; product demand and supply conditions;
consumer’s personal income levels; and competi-
tors” prices and prices of substitutes. Pricing deci-
sions are very complex and uncertain, to say the
least.

The pricing continuum is as follows:

Low Price — Floor Price — Ceiling Price — High Price
(No Profit) (No Sales)

Companies may set target profit margins by ap-
plying a target return-on-sales percent to the sales
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revenue from their product mix. The target cost is de-
termined as follows by subtracting the target profit
from the target sales price for each product:

Target Cost = Target Sales Price — Target Profit

Some major corporations establish a Pricing Coun-
cil made up of pricing leaders from each business
unit that looks for the best pricing practices across
the company.

The chief marketing officer (CMO) reporting to the
chief executive officer (CEO) should lead the pricing
initiatives, monitor the pricing practices, and control
the pricing outcomes.

For any organization, there should be a system-
atic strategy and structured approach to establish-
ing, adapting, and changing prices.

Establishing Prices

Six popular methods exist to establish prices, includ-
ing markup pricing, target-return pricing, perceived-
value pricing, value pricing, going-rate pricing, and
auction-type pricing.

1. The markup pricing method, also known as the
cost-plus pricing method, is popular, easy to de-
termine, and fairer to both buyers and sellers.
This method results in similar prices when all
firms in the industry use the same approach, and
price competition is, therefore, minimized. Basi-
cally, this method takes all costs of producing a
product and adds a standard markup for profit as
the desired return on sales.

A manufacturer’s unit cost is computed as fol-
lows:

Manufacturer’s Total Unit Cost = (Variable Cost
per Unit) + (Total Fixed Costs/Expected Unit
Sales)

Percent Markup on Cost = (Unit Price — Total
Unit Cost)/Total Unit Cost

A standard markup percentage is added to the
total unit cost (fixed cost per unit plus variable
cost per unit), giving the markup price:

A Manufacturer’s Markup Price = (Total Unit
Cost)/(1 — Percent Markup)

Percent Markup on Price = (Unit Price — Total
Unit Cost)/Unit Price

4.

The interrelationships between price and cost are
as follows:

Percent Markup on Price = (Percent Markup on
Cost)/(1 + Percent Markup on Cost)

Percent Markup on Cost = (Percent Markup on
Price)/(1 — Percent Markup on Price)

Both marketers and accountants determine the
selling price of a product as follows:

Percent Markup on Cost = (Desired Profit
+ Total Fixed Costs)/Total Variable Costs

Unit Price = Total Unit Cost + Percent Markup
on Cost

Wholesalers, dealers, and retailers will add their
own markup to the manufacturer’s markup price,
thereby increasing the manufacturer’s markup
price significantly.

. The target-return pricing method seeks a desired

return on invested capital, which is based on an
economic concept. The formula is:

Target-Return Price = (Total Unit Cost)
+ [(Desired Return x Invested Capital)/
Expected Unit Sales]

A breakeven point (BEP) in units can be com-
puted and compared to the expected unit sales to
determine how much effort is needed to reach the
expected sales level to make the desired profit.
The BEP can be decreased, resulting in less risk to
the company, through lowering fixed and variable
costs.

This method ignores external factors such as
price elasticity and competitors’ prices because
it is based on internal factors such as costs and
profits.

. Perceived-value pricing method is based on what

the customer, not the company, thinks about the
value of a product. Organizations use advertis-
ing and sales force to communicate and enhance
perceived value in buyers” minds. The goal is to
deliver more value to a customer than the com-
petitor and to demonstrate this value to prospec-
tive buyers. Market research methods such as
focus groups, surveys, judgments, and experi-
mentation are used to determine the value of a
product to customers.

Value pricing method purposefully charges a low
price for a high-quality product with cost savings
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realized from reengineering the production pro-
cesses and becoming a low-cost producer without
sacrificing quality. The cost savings are passed on
to value-conscious customers through programs
such as everyday low pricing, high-low pricing,
and extreme everyday low pricing.

5. Going-rate pricing method focuses on meeting
or beating competitors’ prices. Some compa-
nies adopt a follow-the-leader strategy, meaning
changing the price when the competitor changes
its price, not when the company’s demand or
cost structure changes. This method is appropri-
ate when costs are difficult to estimate and when
competition is uncertain.

6. Auction-type pricing method uses the Internet as
the primary medium to transact between buyers
and sellers. The items that are auctioned include
excess inventories and used goods of all kinds.
Bids are exchanged between various members
such as one seller and many buyers, one buyer
and many sellers, and one buyer and many sup-
pliers as in procurement of supplies. In general,
online auctions are giving greater overall satisfac-
tion to buyers and sellers due to a large number
of bidders, greater economic stakes, and less visi-
bility in pricing.

Price Response Analysis

Price response analysis is the study of the effects of
price decreases and price increases on profits. Price
response coefficients are usually collected from mar-
ket research studies. Generally, price and sales vol-
ume varies inversely. This means that higher prices
should result in a small number of units sold and
vice versa. For example, a price response coefficient
of —2.0 means that if price falls by 5 percent, sales
would be expected to increase by 10 percent. Simi-
larly, a price response coefficient of + 1.5 means that
if price falls by 6 percent, sales would be expected to
decrease by 9 percent.

Marketing management can determine additional
net income or loss from operations resulting from
price decrease or increase:

Additional Increase or Decrease in Net Income
from Operations = Expected Price
Decrease x Sales Response Coefficient
x Current Net Sales x Accounting Contribution
Margin Ratio

0 Learning Objective 3.6:
UNDERSTAND THE MARKETING
COMMUNICATIONS MIX

Marketing communications represent the voice of
the company and its brands in building relation-
ships with consumers. Marketing communications,
such as advertising and celebrity endorsements, con-
tribute to building brand equity through the memory
and image it creates in the consumers” minds, which
in turn drives sales and profits.

Marketing Communications — Brand Equity

The marketing communications mix consists of
eight major modes of communication, such as ad-
vertising, sales promotion, events and experiences,
public relations and publicity, direct marketing, in-
teractive marketing, word-of-mouth marketing, and
personal selling.

Brand equity drives sales in many ways through
brand awareness, brand image, brand responses,
and brand relationships. Brand equity is closely
related to the number of customers who are de-
voted to a brand. Some brands have a higher de-
gree of awareness, acceptability, and preference than
others. Although brand equity is not shown in a
company’s financial statements, similar to human
equity, it is reflected in the acquisition price of a
company as a premium the brand commands in
the market.

Brand dilution occurs when consumers no longer
associate a brand with a specific product. It is closely
related to brand extension, and it is a risk. Cobrand-
ing and dual branding occur when two or more
well-known brands are combined in a merger and
acquisition (M&A) offer. Competitors benefit from
brand dilution because the offering company has a
weak position in the market. The more narrow its
focus, the stronger the brand.

0 Learning Objective 3.7:
UNDERSTAND THE
NEW-PRODUCT DEVELOPMENT
PROCESS

Companies need to grow their revenues in the long
run by developing new products and services and
expanding into new markets because new prod-
ucts and services are the lifeblood of successful
firms.
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Companies are adopting a structured and standard
method of developing new products to minimize
the risk of low success rates of new products and
services. There is an opportunity cost involved here
due to the alternative uses of funds spent on product
failures and the time spent in unprofitable product
development activities.

Companies are using reverse innovation, incre-
mental innovation, and disruptive technologies and
developing a unique, superior product to increase
the success rate of new products and services.

Dow Chemical uses a “reverse innovation” ap-
proach to improve its odds of success in developing
new products by starting with the customer. The goal
is to learn what customers want and need but cannot
get from existing products, and then go back to R&D
lab with “invent to order.”

Traditional Innovation Approach — R&D Lab
— Customers

Reverse Innovation Approach — Customers
— R&D Lab

Marketing management needs to develop criteria
(i.e., standards/norms) for success that new prod-
ucts must meet if they are to be considered pos-
sible candidates for launching. Possible areas for
standards development include profits, costs, use of
plant capacity, and market share.

The reasons for a new-product failure are many;, in-
cluding unmet customer needs, misinterpreted or ig-
nored market research results, inadequate marketing
intelligence efforts, poor design, wrong price, high
development costs, incorrect positioning of a prod-
uct, poor quality, low value, faulty market testing,
improper distribution channels, unexpected changes
in the market and the economy, unexpected reactions
from competitors, poor timing of product introduc-
tion, and ineffective advertising.

Stages

A new-product development process goes through
eight major stages, starting with idea generation,
idea screening, concept development and testing,
marketing strategy development, business analysis,
product development, and market testing, and end-
ing with commercialization.

In the idea screening stage, there are two types of
errors that must be avoided. These include:

1. Drop-error, meaning the company rejects a good
idea as a bad one

2. Go-error, meaning the company accepts a bad
idea as a good one and allows it to move into
the product development and commercialization
stages

The purpose of screening is to drop poor or bad
ideas in the early stages when the costs are lower
instead of waiting until the subsequent stages where
the costs are higher.

Rating Method

Companies use a product-idea rating method to
determine a new product’s success rate early, as
follows:

Success Relative Product Product
Factors Weight Score Rating

(a) b (c=axb)
A
B
C

The product ratings are weighted and added to
reach an overall rating score, which is then compared
to the minimum score required. A reject or accept
decision is made.

After a new product’s rating score is accepted, and
as the new idea moves through the development
stages, the company needs to revise its estimate of
the product’s overall probability of success, using
the following formula:

Overall Probability of Success = (Probability of
Technical Completion) x (Probability of
Commercialization Given Technical Completion)
x (Probability of Earning Profit Given
Commercialization)

These three probabilities are multiplied, and the re-
sult is compared with the target before proceeding
with further development.

0 Learning Objective 3.8:
COMPUTE THE CUSTOMER
RETENTION RATE

Organizations often use customer surveys to esti-
mate the customer retention rate and customer life
in years with a specific product or brand. Cus-
tomer retention and customer satisfaction are re-
lated to each other to some extent and mainly
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depend on the competitive conditions in the
market.

Competitive Markets

In less competitive markets, customers are more
easily retained even with poor levels of customer
satisfaction because product substitutes are few or
product-switching costs are high.

In utility markets (e.g., telephone, water, electricity,
gas, and hospital/medical care), where choices are
limited, customers stay even when dissatisfied.

In highly competitive markets for frequent pur-
chases (e.g., food stores, gas stations, restaurants,
and banks), customers defect quickly when they are
dissatisfied. In these markets, higher levels of cus-
tomer satisfaction are needed to retain higher per-
centages of customers.

In highly competitive markets for infrequent pur-
chases (e.g., computers, automobiles, appliances,
and electronics), customers defect eventually when
they are dissatisfied. In these markets, higher levels
of customer satisfaction are needed to retain higher
percentages of customers.

Calculating the Customer Retention Rate

The customer retention rate, expressed as a percent-
age, is calculated as the percentage of customers sur-
veyed who answered the question “How likely are
you to buy this product or brand again on your next
purchase?” (i.e., intention to repurchase), multiplied
by the probability of repurchase, added together to
result in the overall customer retention rate.

Note that each customer may answer the same
question differently depending on his experience
with the product and the company that makes the
product.

The average life expectancy of a customer for a
specific product (i.e., customer life) in years can be
computed given the rate of customer retention using
the following formula:

Customer Life in N Years = 1/(1 — CR)

where CR is the customer retention rate.
The customer retention rate can also be computed
given the customer life in years, as follows:

CR=1-(1/N)

where CR is the customer retention rate and N is the
customer life in years.

0 Learning Objective 3.9:
COMPUTE THE LIFETIME VALUE
OF A CUSTOMER

Alost customer is expensive because a new customer
has to be attracted to replace the lost customer. The
cost of keeping a current customer satisfied is rela-
tively small when compared to the cost of replacing
the lost customer.

Calculating the Cost of a Lost Sale

Losing a sale has a minor impact, while losing a
customer has a major impact on the selling company.
The cost of a lost sale, expressed as lost gross profit
amount, is computed as follows:

Lost Sales Percent = 100 — Repurchase Percent

Estimated Lost Sales = Number of Lost Customers
x Lost Sales Percent x Average Annual Purchase
Amount per Customer

Lost Gross Profit Amount = Estimated Lost Sales
x Gross Profit Percent

It has been said that it costs five times more to replace
alost customer than to keep a current customer satis-
fied. In other words, the higher the rate of customer
retention, the longer the average customer life, and
the greater the lifetime value of the customer to a
company.

Strengthening the Customer Retention
Rate

A company with a high customer turnover rate has a
high rate of acquisition and a high rate of defection.
Establishing high switching costs or creating strong
barriers and delivering high customer service can
strengthen the customer retention rate. Merely re-
ducing the defection rate will not improve the reten-
tion rate. The most effective method for reducing the
customer defection rate is listening to the customer.
This creates loyalty and customer satisfaction and
turns defecting customers into retained customers.
Relationship marketing can also create a strong cus-
tomer loyalty base.

The first year of acquiring a new customer results
in a negative cash flow (loss) to a company in setting
up the new account, and it may take one year or
more to start seeing a positive cash flow (profit) to a
company.
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Calculating the Lifetime Value
of a Customer

The lifetime value of a customer is calculated as
follows:

Step 1: Compute the cash flows generated by a cus-
tomer for each year for a given period of time in
years.

Step 2: Multiply the cash flows for each year with the
net present values obtained from a table of present
value of $1 for each year.

Step 3: Add these present values for each year to
result in a total net present value (NPV) of cash
flows. This total amount can be a positive or a
negative number, which reflects the worth of this
customer to the company in today’s dollars.

The higher the NPV of cash flows, the greater the
value of the customer to the company.

Another formula used to find the customer’s life-
time value is:

Lifetime Value = Number of Years to Become a
Loyal Customer x Average Revenue per
Customer x Gross Profit Margin Percent

0 Learning Objective 3.10:
COMPUTE THE CUSTOMER
CONVICTION IN TERMS OF NET
PROMOTER SCORE

A customer’s loyalty to a product or brand depends
on that customer’s conviction about that product or
brand. When a customer recommends a product or
brand to others, itis a positive sign of that customer’s
conviction and a reflection of its value. When current
customers promote a company’s products to poten-
tial customers, it leads to sales growth and higher
profits.

A company can sample its customers to determine
how many customers would recommend a specific
product or brand to others (promoters), how many
would not likely recommend (passive or indifferent),
and how many would not recommend for certain
(detractors or captive customers).

The net promoter score, which is expressed as a
percentage, is computed as:

Net Promoter Score = Percentage of Promoters
— Percentage of Detractors

The net promoter score for a company can be com-
pared with the same company’s score over a time

period as well as with the other companies that com-
pute and publish the same score. The score is a reflec-
tion of customer advantage point, which translates
into sales growth and higher profits.

0 Learning Objective 3.11:
COMPUTE THE CUSTOMER
LOYALTY SCORE

Customer loyalty depends on three factors: cus-
tomer satisfaction, customer retention, and customer
recommendation. Each of these factors affects prof-
itability in different ways, some positive and some
negative.

The customer loyalty factor is an accurate reflec-
tion of overall customer commitment to the com-
pany. A low level of customer loyalty sends a red
flag to management for positive actions. A low level
of customer satisfaction may have a high customer
retention rate due to high product-switching costs.
A low level of customer recommendation yields a
low level of customer loyalty.

Customers are surveyed to obtain their input as
to their satisfaction, retention, and recommendation
rates. The customer satisfaction levels vary from
very satisfied to very dissatisfied, and everything
in between. A customer satisfaction index (CSI), a
customer retention rate (CR), and a customer rec-
ommendation rate (CM) is calculated for each of
these satisfaction levels.

The overall customer loyalty score (CLS) is calcu-
lated as follows:

Step 1: Calculate the loyalty score = CSI x CR x CM.

Step 2: Calculate the overall CLS = loyalty score
multiplied by the percent of customers surveyed
falling into each of the customer satisfaction levels
to reach a weighted-average overall CLS.

The higher the CLS, the greater the customer loy-
alty to the company. The overall customer loyalty
score can be used as a benchmark to compare inter-
nally and externally.

0 Learning Objective 3.12:
COMPUTE THE NET MARKETING
CONTRIBUTION AMOUNT

The net marketing contribution (NMC) concept to
marketing is as important as the accounting contri-
bution margin (ACM) to accounting. The NMC can
be calculated in many ways:
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* Net profit for a manufacturing corporation is sales
revenues minus cost of goods sold minus operat-
ing expenses.

* Gross profit for a manufacturing corporation is
sales revenues minus cost of goods sold.

* Gross profit for a manufacturing corporation can
also be measured as a percent of sales revenues
using a percent margin number, where margin is
(price per unit — cost per unit)/price per unit.

* Net profit for a manufacturing corporation can also
be calculated as gross profit minus operating ex-
penses.

* ACM is sales revenues minus all production vari-
able costs.

Operating expenses can be separated into market-
ing expenses and other (nonmarketing) expenses to
show marketing’s contribution to profit, called net
marketing contribution (NMC).

ACM and NMC are different numbers because
ACM focuses on all variable costs related to pro-
duction, whereas NMC includes both variable and
fixed costs of operating the marketing department.
ACM comes before the gross profit line item and
NMC comes after the gross profit line item on the in-
come statement. The ACM is a higher number than
the NMC.

NMC makes marketing management accountable
for its part in increasing sales revenues, decreas-
ing marketing expenses, and increasing overall net
profit. Marketing expenses can be expressed as a per-
cent of sales.

NMC can be calculated in different ways depend-
ing on the data available:

NMC = (Sales Revenues x Gross Profit Percent)
— Marketing Expenses

NMC = (Sales Volume in units x ACM per unit)
— Marketing Expenses

where sales volume in units is total market demand
in units multiplied by the percent market share for
the company and ACM per unit is price per unit
minus variable production cost per unit.

NMC can be calculated with either a product focus
or a customer focus:

NMC with Product Focus = Sales Revenues
x Percent Profit Margin — Marketing Expenses

where sales revenues equals market demand in units
times market share percent times average selling
price per unit times net channel discount. The net
channel discount is computed as (1 — CD percent),

where CD is the channel discount given to channel
intermediaries for commissions.

NMC with Customer Focus = Sales Revenues
x Percent Profit Margin — Marketing Expenses

where sales revenues equals total number of cus-
tomers times percent market share of customers
times average revenue per customer times net chan-
nel discount.

The net channel discount is computed as (1 - CD
percent), where CD is the channel discount given to
channel intermediaries for commissions.

NMC can also be calculated based on marketing
strategies:

NMC = Market Demand x Market Share
x Average Selling Price x Channel Discount
x Percent Profit Margin — Marketing Budget

where market demand strategies are aimed at grow-
ing the market demand; market share strategies are
aimed at growing the market share; average selling
price strategies are aimed at increasing the average
selling price; channel discount strategies are aimed
at decreasing the channel costs; percent profit mar-
gin strategies are aimed at increasing the profit mar-
gin; and marketing budget strategies are aimed at
decreasing the marketing budget or increasing the
marketing efficiency in using the budget.

NMC can also be calculated for a market segment:

Segment NMC = Segment Market Demand in
Units x Segment Market Share in Percent
x Price per Unit x Percent Profit Margin
— Segment Marketing Expenses

DV Knowledge Corporation
Net Marketing Contribution Statement
Gross sales

Less: Returns and allowances
Net sales

Less: Variable cost of goods sold
Accounting contribution margin

Less: Fixed costs of goods sold
Gross profit or margin

Less: Marketing expenses
Fixed expenses

Variable expenses (Continued )
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Net marketing contribution

Less: Other operating expenses
Fixed expenses
Variable expenses

Operating income

Notes: Cost of goods sold includes wages, materials, rent, sup-
plies, and utilities to manufacture goods, classified as fixed
or variable. Operating expenses include selling, general, ad-
ministrative, lease, and depreciation expenses, classified as
fixed or variable. Marketing expenses include both fixed and
variable types. Marketing expenses, which are part of operat-
ing expenses, are not shown separately in the formal income
statement. Net marketing contribution (NMC) is gross profit
minus all marketing expenses. Operating income is same as
earnings before interest and taxes (EBIT) or simply net profit

before taxes.

0 Learning Objective 3.13:
COMPUTE THE MARKETING
PROFITABILITY METRICS

Examples of marketing profitability metrics include
marketing return on sales (MROS) and market-
ing return on investment (MROI). Both MROS and
MROI can be calculated in many ways:

* MROS is related to net marketing contribution
(NMC) and sales revenues.

* MROS is also related to gross profit and marketing
expenses, both expressed as a percent of sales.

* MROV is related to NMC and marketing expenses.

* MROI is also related to MROS and marketing
expenses.

Both MROS and MROI will make marketing man-
agement accountable in improving an organization’s
overall profit.
The MROS is computed as:
MROS = (NMC/Sales Revenues) x 100
MROS = (Percent Gross Profit)
— (Percent Marketing Expenses)

where both gross profit and marketing expenses are
expressed as a percent of sales.
The MROI is computed as:

MROI = (NMC/Marketing Expenses) x 100
MROI = (MROS/Marketing Expenses) x 100

where both MROS and marketing expenses are ex-
pressed as a percent of sales.

0 Learning Objective 3.14:
COMPUTE THE MARKET
DEVELOPMENT INDEX

Market potential indicates the overall size of the mar-
ket demand. Market demand means the maximum
number of customers that can enter the market with
maximum number of units purchased and the max-
imum number of dollars spent. The market demand
sets an upper limit on sales volume. Unit sales are
market demand in units times percent market share.
A market development index (MD]) is related to
current market demand and market potential.
The MDI is calculated as:

MDI = (Current Market Demand in Units)/
(Market Potential in Units) x 100

where

Market Potential = Maximum Buying Customers
x Percent Buying Ceiling x Percent Repurchase
Rate per Year x Purchase Quantity per Customer

Marketing management can use the MDI to de-
velop strategies for market growth in terms of in-
creasing its market size and share. An MDI of less
than 33 percent indicates great potential for growth.
An MDI of between 33 and 67 percent indicates need
for increasing benefits to customers and reducing
prices to attract them. An MDI of more than 67 per-
cent indicates room for growth, which could be dif-
ficult to reach due to competitive moves and other
external forces (e.g., regulation).

0 Learning Objective 3.15:
COMPUTE THE MARKET SHARE
INDEX

Market share index (MSI) will help in achieving the
desired market share for an organization. Actual MSI
and potential MSI are calculated and their relation-
ships to share development index (SDI) are shown
in the following.

The MSI focuses on five elements of a marketing
mix: promotion, product, price, place, and service.
The MSI will increase as the customer response to
these elements increases and vice versa and is calcu-
lated as:

MSI = (Promotion x Product x Price
x Place x Service) x 100

Marketing management can use the MSI to de-
velop strategies (1) to identify the major causes of
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lost market share opportunities and (2) to determine
how improving poor-performance areas can lead to
increased market share positive changes.

Customers can be surveyed to determine actual
responses and potential responses to the market-
ing mix elements so that performance gaps can be
identified and improved. Performance gap is calcu-
lated as:

Performance Gap = Actual Responses
— Potential Responses

The actual MSlis based on the actual responses and
the potential MSl is based on the potential responses
from customers. Actual MSI or potential MSI, both
expressed as percent, are calculated as:

Actual MSI = Product Awareness x Product
Attractiveness x Price Affordability x Product
Availability x Service Experience

Potential MSI = Product Awareness x Product
Attractiveness x Price Affordability x Product
Availability x Service Experience

The share development index (SDI), which indi-
cates the level of market share that a company has
achieved, can be computed using actual MSI and
potential MSI as:

SDI = (Actual MSI/Potential MSI) x 100

The ideal goal is to reach an SDI of 100.

The market development index (MDI) can be com-
bined with the SDI to reveal growth opportunities
for different products, such as low growth or high
growth. Then, marketing strategies can be devel-
oped to concentrate on market development or share
development or both.

0 Learning Objective 3.16:
COMPUTE A PRODUCT’S
LIFECYCLE COST AND
ECONOMIC VALUETO A
CUSTOMER

A product’s lifecycle cost includes many elements,
such as direct price paid by a customer; product
acquisition cost in terms of materials and labor;
production cost in terms of labor, materials, and
overhead; installation cost in terms of labor and
material; delivery cost in terms of freight and
shipping cost for labor and materials; ownership
cost in terms of interest and insurance; usage and

maintenance cost in terms of repairs and warranties;
and disposal cost in terms of recycling packaging
materials.

A company should identify all of its product’s life-
cycle cost and compare it to its competitor’s prod-
uct’s lifecycle cost for each product in the market.
The difference between a company’s total cost and its
competitor’s total cost provides an economic value
to its customer, computed as:

Economic Value to a Customer = Competitor
Product’s Lifecycle Cost — Company Product’s
Lifecycle Cost

The goal is to assign a positive economic value to
a customer during a product’s lifecycle. To achieve
this goal, companies need to reduce all costs for a
product ranging from product design to product dis-
posal using value engineering methods, industrial
engineering techniques, and cost reduction and cost
avoidance approaches.

0 Learning Objective 3.17:
COMPUTE THE RELATIVE
PERFORMANCE, PRICE, AND
CUSTOMER VALUE OF A
PRODUCT

Marketing management wishes to evaluate the rela-
tive performance of competing products that pro-
vide value to customers based on a product’s
features and functions but not necessarily based on
total cost of purchase. This is because performance of
certain products is based on their features, functions,
safety, comfort, and convenience, which are difficult
to quantify, unlike total costs.

Companies should determine relative perfor-
mance and relative price information for their
products and compare them against the compet-
ing products. This comparative information can
be obtained from reports published by external
and independent organizations (e.g., Consumers
Union). Relative performance and relative price are
computed as:

Relative Performance = (Company’s Product
Performance Rating)/(Average Performance
Rating from All Reported Companies) x 100

Relative Price = (Company’s Product Price)/
(Average Price from All Reported Companies)
x 100
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The purpose is to measure whether products are
above or below average in performance and price.
The difference between relative performance and rel-
ative price yields customer value:

Customer Value = Relative Performance
— Relative Price

Customers may decide to purchase a product with
a positive customer value and may not purchase
a product with a negative customer value, barring
other considerations. These customer values should
be used as input into the marketing plans for im-
provement.

Value is the ratio between what the customer gets
(benefits) and what the customer gives (costs). Value
equals benefits divided by costs. Value can also be
defined as the combination of benefits received and
costs paid by the customer. The value/price ratio
is value divided by price. The higher this ratio, the
better for the customer, and the lower this ratio, the
worse for the customer.

0 Learning Objective 3.18:
COMPUTE A MARKETING
CHANNEL INTERMEDIARY’S
TRANSACTION VALUE

Retailers are among the marketing channel interme-
diaries when they sell a manufacturer’s products at
the retail store to retailer customers. The retailer’s
goal is to connect producers with consumers at the
store for a profit.

Transaction Value

Transaction value for the retailer is derived from
a combination of factors such as profitable use of
space allocated to a product, inventory turnover for
the product, and the marketing expenses incurred to
promote the product in that space.

Marketing expenses can be classified in terms of
pull and push strategies. In a pull strategy, ad-
vertising enables consumers to pull branded prod-
ucts from retailers through the marketing channel
system. In a push strategy, manufacturers push
branded products to retailers through the marketing
channel system with the help of trade allowances, in-
store displays, product promotion costs, sales staff
training costs, and personal selling efforts.

The retailer’s goal is to maximize the transac-
tion value, which is affected by the manufacturer’s

product quality, market demand for the product,
product margin, and overall marketing policies.

Manufacturers often carry products in their ware-
house and deliver them to the retailer as needed in a
just-in-time (JIT) manner to reduce the retailer’s in-
vestment in inventory. This manufacturer’s practice
increases the transaction value to the retailer. This
practice also benefits the manufacturer due to access
to a number of consumers who shop at the retail
store.

A marketing channel intermediary’s transaction
value is computed as:

Transaction Value = Retail Space Value x Inventory
Turnover per Year — Marketing Expenses

Retail Space Value = Profit Margin per Square Foot
x Total Square Footage Allocated to Hold the
Inventory at the Store

The higher the transaction value, the greater the
profit to the channel intermediary.

Channel Cost per Customer Transaction

Each channel intermediary will produce a different
level of sales and incur a different level of costs. Mar-
keting management of the selling company will try
to align customers and channels to maximize de-
mand at the lowest total cost of selling. All else
being equal, marketing management prefers to re-
place high-cost channels with low-cost channels.
Two channel choices to perform economic analysis
include manufacturer’s sales agency and company’s
own sales force. The goal is to compute the selling
cost per customer transaction for each of the channel
choices at different sales levels. The total selling costs
include variable costs such as sales commissions and
utilities and fixed costs such as rent and salaries. The
lower the cost per customer transaction at a given
sales level, the greater the profits to the channel and
to the selling company. These costs should not in-
clude a product’s purchase price and its inventory
carrying and holding costs.

The channel cost per customer transaction is cal-
culated as:

Total Selling Costs = Total Variable Selling Costs
+ Total Fixed Selling Costs

Channel Cost Per Customer Transaction = Total
Selling Costs/Total Number of Customer
Transactions
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0 Learning Objective 3.19:
UNDERSTAND THE
RELATIONSHIPS AMONG PRICE,
PROFIT, AND MARKET SHARE

The goal of a pricing strategy should be to increase
profits, not to increase sales or volume. Lowering
the price can increase sales revenues, but it may
not increase profits because fixed costs stay rela-
tively constant. The first question to ask is how
much market share is needed to maintain the cur-
rent level of profits before asking how much to
lower or raise the price. Increasing the market
share is difficult, whereas lowering or raising the
price is relatively easy. Also, competitors closely fol-
low a company’s pricing strategy, whether up or
down. The market share needed to maintain the
current level of profits, expressed as a percent, is
calculated as:

Market Share Needed = (Desired Gross Profit)/
(Market Demand) (Unit Price — Unit cost)

A breakeven market share, expressed as a percent,
is a good indicator of judging profit potential and
risk of loss, and is calculated as:

Percent Breakeven Market Share = [(Breakeven
Volume in Units)/(Market Demand in Units)]
x 100

where

Breakeven Volume in Units = (Total Fixed
Expenses)/(Accounting Contribution Margin
per Unit)

The percent breakeven market share indicates how
close it is to or far it is from a company’s actual
market share in realizing a greater profit potential or
facing a risk of loss, respectively.

Philip Kotler recommends a useful way to analyze
market-share movements in terms of four compo-
nents: customer penetration, customer loyalty, cus-
tomer selectivity, and price elasticity. The market
share of a company is the product of these four com-
ponents. The market share can be increased by in-
creasing advertising efforts, increasing price, drop-
ping small and unprofitable dealers, and enhancing
product features—all to increase the profit margin
on products.

0 Learning Objective 3.20:
UNDERSTAND A MARKETING
CHANNEL’S PERFORMANCE

A marketing channel’s performance is based on three
areas: customer reach, channel operating efficiency,
and customer service quality. All three areas must
do well to reach the desired levels of sales and profit
goals. Similarly, poor performance in any one of the
three areas causes the overall channel to do poorly.

If a channel’s performance is poor, the ability to
reach customers is inhibited. If a channel’s opera-
tions are inefficient, the cost of serving its customers
will be too high, regardless of how many customers
it attracts and its quality of service levels.

If customer service quality is poor, customer sat-
isfaction will decrease, and customer retention rate
will also decrease, regardless of higher levels of cus-
tomer reach and operating efficiency.

A company may have direct channels and indi-
rect channels to serve its customers. Usually, a di-
rect marketing channel generates higher margins,
but the channel costs and marketing expenses are
higher. E-marketing channels are an example of in-
direct channels to reach smaller and hard-to-reach
customers. For example, online buying can save sig-
nificant amounts of money to organizations in pro-
curement of products and services. Usually, an indi-
rect marketing channel generates lower margins, but
the channel costs and marketing expenses are lower.
Marketing management should evaluate whether
direct or indirect marketing channels are profitable.

Net marketing contribution (NMC) for a direct or
indirect marketing channel is calculated as:

NMC for a Direct Channel = [Sales Volume
in Units x (End-User Price per Unit
x (1 — Channel Discount Percent))] — Cost
of Goods Sold — Marketing Expenses

NMC for an Indirect Channel = [Sales Volume
in Units x (End-User Price per Unit
x (1 — Channel Discount Percent))] — Cost
of Goods Sold — Marketing Expenses

0 Learning Objective 3.21:
EVALUATE THE ADVERTISING’S
EFFECTIVENESS WITH
CUSTOMER RESPONSE INDEX

A strong marketing channel system combined with
a well-positioned product providing higher levels of
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customer value cannot achieve full marketing suc-
cess without a good marketing communications pro-
gram, which includes advertising.

A customer’s value increases when perceived ben-
efits are greater than perceived costs. A company’s
sales level cannot increase if target customers are
largely unaware of the product and its benefits, costs,
and value.

The effectiveness of advertising can be measured in
a hierarchical set of customer-response effects, start-
ing with exposure (low-level), awareness, compre-
hension, intention, and purchase (high-level).

Awareness is the first step in a new customer acqui-
sition process. Increasing awareness levels increase
customer retention rates and average lifetime value
of a customer, which in turn increase customer loy-
alty and company profits.

A decision tree diagram is used to facilitate the
calculation of customer response index (CRI), con-
sisting of five levels, as follows:

CRI = Percent Exposed x Percent Aware
x Percent Comprehend x Percent Intention
x Percent Purchase

Marketing management can compute the CRI at
the current level and plan for an improved level by
changing the percentages of one or more of these five
levels:

Incremental CRI = CRI at the Improved Level
— CRI at the Current Level

Gross rating points (GRPs) measure the extent to
which a television advertisement reached the target
market and how often the target customers saw the
advertisement. GRPs are a better measure of adver-
tising effectiveness than the dollars spent on adver-
tising. GRPs are computed as:

GRPs = Percent Reach x Message Frequency

GRPs are the same as the total number of expo-
sures (E), which is reach (R) times frequency (F).
The weighted number of exposures (WE) is reach
(R) times the average frequency (F) times the aver-
age impact (I).

Total Number of Exposures = E = R x F
Weighted Number of Exposures = WE = R x F x I

Advertising elasticity is the responsiveness of con-
sumers to advertising expenditures. Marketing man-
agement estimates the advertising elasticity needed

to maintain current marketing profits, which is
NMC. The goal is to determine the increase in sales
in relation to an increase in the advertising expense,
computed as:

Advertising FElasticity = (Percent Change in Sales)/
(Percent Change in Advertising Expense)

Higher advertising elasticities are preferred over the
smaller, and a company can compare these elastic-
ities from time to time and among products. The
“growth” stage of a product lifecycle yields greater
sales gains using advertising than the “introduc-
tory,” “mature,” or “decline” stages.

The effects of advertising can be seen in both the
short run and long run, where the latter has a carry-
over effect. This means that advertising done in the
current sales period will produce results not only in
the current period but also in the subsequent sales
periods, as shown in the following.

Advertising carryover coefficients range from 0 to
less than 1, with the average of 0.5, and the coefficient
doubles the following period:

Advertising period 0 1 2 3
Carryover effect 0 0.5 0.25 0.125

Total sales impact of the advertising expense can
be calculated as:

Total Sales Effect = (Incremental Sales)/
(1 — Carryover Effect)

The advertising effectiveness ratio is actual share
of market percentage divided by share of voice per-
centage. The ratio of 100 means an effective level,
below 100 means an ineffective level, and above 100
means a very effective level.

Advertising response analysis, expressed as a
coefficient, indicates how an increase in advertis-
ing budget increases the sales volume. For example,
an advertising response coefficient of +0.3 means a
proposed 50 percent increase in advertising budget
will increase the sales volume by 15 percent (i.e.,
50% x 0.3). The increase in gross profit amount re-
sulting from advertising response coefficient is com-
puted as:

Increase in Gross Profit = Increase in Advertising
Budget x Advertising Response Coefficient
x Current Net Sales x Gross Profit Percentage

The major objective of the marketing public rela-
tions (MPR) function in a firm is to serve the mar-
keting department in areas such as launching of new
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products, building of customer interest in a product
category, and repositioning of a mature market. The
return on the MPR investment can be calculated as
follows:

Return on MPR Investment = Contribution Margin
Due to MPR/MPR Investment or Cost

0 Learning Objective 3.22:
LEARN HOW TO CONDUCT
A MARKETING PORTFOLIO
ANALYSIS

A portfolio analysis is an evaluation of a business
unit, specific product, or market segment regarding
market attractiveness and competitive position to
decide upon a suitable strategic marketing plan. The
goal is to increase sales, market share, and profits for
a given amount of investment.

Two strategic market plans emerge from a portfolio
analysis—offensive and defensive plans:

1. Offensive plans focus on investing to grow the
market or market share, investing to improve the
competitive position, and investing to enter new
attractive markets or develop new-product mar-
kets.

2. Defensive plans focus on investing to protect
or hold the market share and competitive posi-
tion, optimizing the price-volume relationship to
maximize profits position (optimize), managing
the market position for maximum cash flow with
limited resources (monetize), and managing the
product for maximum short-run cash flow or min-
imum losses (harvest/divest).

A company can develop two types of plans
(offensive—grow share or defensive—hold share) to
determine the best course of action. Year 1 (Y1) will
be the base year, as follows:

Actual—Y1 Offensive Plan—Y2 Defensive Plan—Y2

Sales Revenues  Sales Revenues Sales Revenues

Gross Profit Gross Profit Gross Profit
NMC NMC NMC
MROS MROS MROS
MROI MROI MROI
where

Sales Revenues = Market Demand x Market Share
Gross Profit = Sales Revenues x Percent Margin
NMC = Gross Profit — Marketing Expenses

MROS = (NMC/Sales Revenues) x 100
MROI = (NMC/Marketing Expenses) x 100

0 Learning Objective 3.23:
LEARN HOW TO DEVELOP
A MARKETING BUDGET

Whether to hold current market share or to grow
market share requires financial resources in the form
of a marketing budget, which is based on the strate-
gic market plan and the marketing-mix strategy.

Three kinds of marketing budgets exist: percent-
of-sales, customer-mix, and bottom-up.

1. The percent-of-sales budget is based on previous
years’ data and experience levels, adjusted higher
for the growth strategy and lower for the harvest
strategy. This kind of budget is simple to develop
but the accuracy is low.

2. Customer-mix budget includes the cost of acquir-
ing new customers and the cost of retaining cur-
rent customers. This kind of budget is logical to
develop, but the cost data are difficult to obtain.
This budget amount can be expressed as a percent
of sales for comparative purposes.

The customer-mix budget can be prepared as:

Customer-Mix Budget = (Marketing
Administration Costs) + (Acquisition Cost per
Customer x Number of New Customers)

+ (Retention Cost per Customer x Number of
Retained Customers)

3. Bottom-up budget requires specifying each mar-
keting task required and determining the amount
needed to accomplish that task. It is good to di-
vide the budget into personnel expenses and non-
personnel expenses to facilitate comparison be-
tween time periods. This budget amount can also
be expressed as a percent of sales for comparative
purposes.

0 Learning Objective 3.24:
UNDERSTAND THE FINANCIAL
PERFORMANCE METRICS
RELATED TO MARKETING

Organizations with marketing-orientation and
customer-focus should look at financial data related
to customers since they are the major source of cash
flows and profits.
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Some examples of financial performance metrics
related to marketing are shown here:

Financial Performance Metrics Related to
Marketing

Customer Volume = Market Demand in Total
Number of Customers x Percent Market
Share

Customer Margin = Net Revenue per Customer
— Cost of Goods Sold per Customer

where net revenue per customer is average rev-
enue per customer times channel discount per-
cent.

Gross Profit = Customer Volume x Customer
Margin

Net Marketing Contribution (NMC) = Gross
Profit — Marketing Expenses

Net Profit = NMC — Non-Marketing Operating
Expenses

Marketing Expenses = Marketing Personnel
Expenses + Marketing Non-Personnel
Expenses

Marketing Return on Sales (MROS) = (NMC/
Sales Revenues) x 100

Marketing Return on Investment (MROI)
= (NMC/Marketing Expenses) x 100

Customer Value = Relative Performance
— Relative Price

Accounts Receivable Investment = Customer
Volume x Net Revenue per Customer
x Percent Days Outstanding

Inventory Investment = Customer Volume
x Cost of Goods Sold per Customer
x Percent Days of Inventory

0 Learning Objective 3.25:
UNDERSTAND THE NATURE
OF MARKETING OF SERVICES

This learning objective discusses service character-
istics and service quality along with overcoming
obstacles in services marketing.

Service Characteristics

The definition of what constitutes a service remains
unclear. Both products and services have the follow-
ing common variables that comprise the marketing
mix:

* The product or service itself
* The price

* The distribution system

* Promotion

* Marketing research

Yet, services possess certain distinguishing char-
acteristics and have unique problems that result in
marketing mix decisions that are substantially dif-
ferent from those found in communication with the
marketing of goods. These characteristics include
intangibility, inseparability, fluctuating demand, a
highly differentiated marketing system, and a client
relationship:

* Intangibility arises when a service firm is actually
selling an idea or experience, not a product. It is
often difficult to illustrate, demonstrate, or display
the service in use. Examples include airline or hotel
service.

* Inseparability arises when a service cannot be sep-
arated from the person of the seller. In other words,
the service must be created and marketed simulta-
neously. An example is an insurance agent who is
selling a policy.

* Fluctuating demand occurs when services fluctu-
ate either by season (tourism), days (airlines), or
time of day (movie theaters). One example of stim-
ulating demand or unused capacity is when down-
town hotels (or those that are used predominantly
by business travelers) offer significant discounts
for a weekend stay.

* Highly differentiated marketing systems offer
different service approaches for different services.
For example, the marketing of banking or finan-
cial services requires a different approach than the
marketing of computer services or airline services.

* Client relationships exist between the buyer and
the seller, as opposed to a customer relation-
ship. Examples include physician-patient and
banker—investor relationships. The buyer follows
the suggestions provided by the seller.

Service Quality

Poor service quality and nonperformance are two
major reasons, and high price is a minor reason for
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switching to the competition. Service quality is mea-
sured against performance, which can be very diffi-
cult to ascertain. In general, problems in the deter-
mination of good service quality are attributable to
differences in expectations, perceptions, and experi-
ences regarding the encounter between the service
provider and the service user.

It is easier and cheaper to keep an existing cus-
tomer than to find a new one. Product quality can
be measured against accepted standards, which is
tangible, while service quality is measured against
expected performance, which is intangible.

Service quality is the gap between expected ser-
vice and perceived service. The following is a list
of determinants of service quality, which can help
marketing managers to avoid losing customers:

* Reliability involves dependability and consistency
of performance.

* Responsiveness concerns the willingness or readi-
ness of employees to provide service.

+ Competence means possession of the necessary
skills and knowledge to perform the service.

* Access involves approachability and ease of con-
tact.

* Courtesy involves politeness, respect, considera-
tion, and friendliness of contact personnel.

* Communication means keeping customers in-
formed in language they can understand. It also
means listening to customers.

* Credibility involves trustworthiness, believability,
and honesty.

* Security is freedom from danger, risk, or doubt.

* Understanding the customer involves making the
effort to understand the customer’s needs.

* Tangibles include the physical evidence of the
service.

Overcoming the Obstacles in Service
Marketing

In view of the size and importance of the service
economy, considerable innovation and ingenuity are
needed to make high-quality services available at
convenient locations for consumers. Actual services
offered by service providers often fall behind the op-
portunities available due to the following obstacles:
a limited view of marketing, a lack of competition, a
lack of creative management, a concept of “no obso-
lescence,” and a lack of innovation in the distribution
of services.

0 Learning Objective 3.26:
UNDERSTAND THE STRATEGIES
IN PRODUCT MANAGEMENT

Product management strategy is a part of the mar-
keting mix (i.e., product, price, place, and promo-
tion). Other parts include promotion strategy, distri-
bution strategy, and pricing strategy. There are many
decision areas in product management, including
product definition, product classification, product
mix and product line, and packaging and branding.

Product Definition

The way in which the product variable is defined can
have important implications for the survival, prof-
itability, and long-run growth of a firm. A product
can be viewed in several ways:

+ Tangible product focuses on physical object itself.

*+ Extended product focuses on physical object and
service.

* Generic product focuses on essential benefits to be
received from the product.

A classical example of improper definition can be
found in railroad passenger service, where it defined
itself as being in the railroad business instead of
in the transportation business. A reasonable defi-
nition of product is that it is the sum of the phys-
ical, psychological, and sociological satisfaction the
buyer derives from purchase, ownership, and con-
sumption.

Product Classification

Product classification is an analytical device to as-
sist in planning marketing strategies and programs.
A basic assumption underlying such classifications
is that products with common attributes can be mar-
keted in a similar manner. In general, products are
classified according to two basic criteria: (1) end use
or market and (2) degree of processing or physical
transformation required.

Examples of product classification include agricul-
tural products, raw materials, industrial goods, and
consumer goods. The market for industrial products
has certain attributes that distinguish it from the con-
sumer goods market. For certain products there are a
limited number of buyers, known as a vertical mar-
ket, which means that it is narrow (customers are
restricted to a few industries) and that it is deep (a
large percentage of the producers in the market use
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the product). Some products, such as office supplies,
have a horizontal market, which means that goods
are purchased by all types of firms in many different
industries.

Product Mix and Product Line

The product mix is the composite of products of-
fered for sale by the firm’s product line. It refers to a
group of products that are closely related in terms of
use, customer groups, price ranges, and channels
of distribution. There are three primary dimensions
of a firm’s product mix, including width, depth, and
consistency.

Width of the product mix refers to the number of
product lines the firm handles. Depth of the product
mix refers to the average number of products in each
line. Consistency of the product mix refers to the
similarity of product lines. Product line plans take
into account consumer evaluation of the company’s
products (strengths and weaknesses) and objective
and accurate information on sales, profits, and mar-
ket share (actual and anticipated levels).

Packaging and Branding

Distinctive or unique packaging is one method of dif-
ferentiating relatively homogeneous products, such
as toothpaste or soap. The design of packaging
should focus on the size of the product, how easy
it is to open, how strong the packaging should be
in protecting the product, the attractiveness of the
packaging, and costs.

Many companies use branding strategies to in-
crease the strength of the product image. Factors
to be considered include: product quality, whereby
products do what they do very well; consistent ad-
vertising, in which brands tell their story often and
well; and brand personality, where the brand stands
for something unique (e.g., Xerox and Kodak). A
good brand name can evoke feelings of trust, confi-
dence, security, and strength.

Marketing management needs to analyze direct
product profitability for each product because han-
dling costs among products can vary, thus affecting
the true gross margin/profit of a product. A prod-
uct’s handling costs can include receiving costs, stor-
age costs, warehouse loading costs, and paperwork
costs from the time it reaches the warehouse until
a customer buys it in the retail store. This means
that some high-volume products with higher han-
dling costs are less profitable and deserve less shelf

space in the store than some low-volume products
with lower handling costs. True gross margin is com-
puted as:

True Gross Margin = Gross Margin Before
Handling Costs — Handling Costs

0 Learning Objective 3.27:
UNDERSTAND THE STAGES
IN A PRODUCT LIFECYCLE

A firm’s product strategy must consider the fact that
products have a lifecycle—phases or stages that a
product will go through in its lifetime. This lifecycle
varies according to industry, product, technology,
and market. In general, product growth follows an
S-shaped curve, although shown as linear, due to
innovation, diffusion of a new product, and changes
in the product and the market.

Product Lifecycle (PLC) Concept

There are four phases that a typical product goes
through: (1) introduction, (2) growth, (3) maturation,
and (4) decline. Some products skip a phase, such as
introduction or maturity, while some products are
revitalized after decline, thereby not going through
the S-shaped pattern. Each phase is described in the
following (see the figure).

Introduction Growth Maturation Decline

Phase 1 2 3 4

Introduction phase (phase 1) incurs high produc-
tion and marketing costs. Profits are low or nonexis-
tent. This phase is flat due to difficulties of overcom-
ing buyer inertia and stimulating trials of the new
product.

Profits increase and are possibly correlated with
sales during the growth stage (phase 2) as the mar-
ket begins trying and adopting the product. As the
product matures (phase 3), profits do not keep pace
with sales because of competition. Penetration of
the product’s potential buyers is eventually reached,
causing the rapid growth to stop and level off. Price
concessions, increasing product quality, and expand-
ing advertising will be planned to maintain market
share.

At some point, sales will decline (phase 4), and
the seller must decide whether to drop the product,
alter the product, seek new uses for the product, seek
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new markets, or continue with more of the same.
Growth will eventually taper off as new substitute
products appear in the market. The advice for the
decline phase is not to invest in slow or negative
growth or unfavorable markets but instead to pull
the cash out.

Due to changing conditions, the marketing mix has
to be changed in line with PLC changes. The PLC
concept can help in forecasting, pricing, advertis-
ing, and product plans. The difficult part of the PLC
concept is estimating the exact time periods for these
four phases in that it is hard to know when one phase
begins and ends. The duration of each phase varies
from product to product, which diminishes the use-
fulness of the PLC concept as a marketing planning
tool.

Product Audit

The product audit is a marketing management tech-
nique whereby the company’s current product offer-
ings are required to ascertain whether each product
should be continued as is, improved, modified, or
discontinued. The product manager, who is respon-
sible for his product, should ensure that the product
audit is performed at regular intervals as a matter
of marketing policy. One of the major purposes of
the product audit is to detect “sick” products for
possible discontinuation. Some critical factors to be
considered in this area include sales trends, profit
contribution, and product lifecycle stage.

» Sales trends. How have sales moved over time?
Why have sales declined?

* Profit contribution. What has been the profit con-
tribution of this product to the company?

* Product lifecycle stage. Has the product reached a
level of maturity and saturation in the market? Has
the product outgrown its usefulness? The prod-
uct discontinuation issue is a hard one because it
involves consideration of its negative impact on
employees, keeping consumers supplied with re-
placement parts, disposing of inventory, and pro-
viding repair and maintenance services.

One of the objectives of the product audit is to de-
termine whether to modify or improve the product
or to leave the product as it is (status quo). Modify-
ing the product requires changes in product features,
design, packaging, promotion, price, and channels
of distribution. Product improvement suggestions
often come from advertising agencies, consultants,
sales staff, consumers, and intermediaries, and in-
volve many functions such as engineering, manufac-
turing, marketing, and accounting. Market research
is advised when a product improvement is planned
because it is not always clear how consumers will
react to improvements or changes.

Self-Assessment Exercise

Online exercises are provided for the learn-
ing objectives in this module. Please visit
www.mbaiq.com to complete the online exercises
and to calculate your MBA IQ Score.
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0 Learning Objective 4.1:
UNDERSTAND THE BASIC
QUALITY CONCEPTS

Quality planning focuses on developing products,
services, systems, processes, policies, and proce-
dures needed to meet or exceed customer expec-
tations. Quality planning is a part of the Japanese
Hoshin planning method where it involves consen-
sus at all levels as plans are cascaded throughout
the organization, resulting in actionable plans and
continual monitoring and measurement.

Quality assurance focuses on the inputs to a pro-
cess or product, rather than the traditional control-
ling mode of inspecting and checking products at the
end of operations, after errors are made (i.e., quality
control).

Quality control is an evaluation to indicate needed
corrective action, the act of guiding, or the state of
a process in which the variability is attributable to a
constant system of chance causes. It compares and
acts on the difference between actual performance
and target performance (goal). Quality control in-
cludes the operational techniques and activities used
to fulfill requirements for quality. Often, quality as-
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surance and quality control are used interchange-
ably, referring to the actions performed to ensure the
quality of a product, service, or process, but they are
different in meaning in terms of timing.

Quality engineering focuses on combining prod-
uct design engineering methods and statistical con-
cepts to reduce costs and improve quality by
optimizing product design and manufacturing pro-
cesses. For example, Taguchi’s quality loss function
(QLF) is connected with quality engineering.

Quality audit is a systematic, independent exam-
ination and review to determine whether quality
activities and related results comply with planned
arrangements and whether these arrangements are
implemented effectively and are suitable to achieve
the objectives. Quality planning, quality assurance,
and quality engineering focus on the front-end of a
process, whereas quality control and quality audit
focus on the back-end of a process.

Quality circles refer to a team of employees (6 to
12) voluntarily getting together periodically to dis-
cuss quality-related problems and issues and to de-
vise strategies and plans to take corrective actions.
Quality circles should be introduced in an evolu-
tionary manner, so employees feel that they can tap
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their creative potential. Quality circles are a part of
employee empowerment. Ishikawa is known as the
“Father of Quality Circles.”

Quality council is a prerequisite of implementing
a total quality management (TQM) program in the
organization. The quality council is similar to an ex-
ecutive steering committee.

Quality improvement or continuous improve-
ment is an ongoing activity where problems are
diagnosed, root causes are identified, solutions are
developed, and controls are established to improve
quality.

Plan-Do-Check-Adjust (PDCA) cycle is related
to continuous improvement, where an improve-
ment plan is developed (Plan), implemented (Do),
monitored and evaluated (Check), and modified or
refined (Adjust). Deming’s PDCA cycle is a core
management tool for problem solving and quality
improvement, which can be used for planning and
implementing quality improvements.

Just-in-time (JIT) philosophy reduces the cost of
quality (COQ) and improves quality. It is related to
continuous improvement.

Jidoka (a Japanese word) means stopping a pro-
duction line or a process step when a defect or prob-
lem is discovered so that it will not cause additional
or new problems further down the production line.
Jidoka requires employee training and empower-
ment to stop the running production line. A pro-
duction worker and/or a programmed machine can
accomplish the jidoka goals.

Kaizen is an ongoing process of unending im-
provement, thatis, establishing and achieving higher
goals of improvement all the time. PDCA, JIT, and
kaizen are related to quality or continuous improve-
ment. Journalist tools such as Five Ws and One H
can be used to understand a process deeply and to
improve a process continuously. These tools include
Who, What, Where, When, Why, and How. Answers
to these six questions help guide the problem solving
and quality improvement process.

Poka-yoke is an approach for mistake-proofing a
production or service process using automatic de-
vices (failsafe methods) to avoid simple human or
machine errors in order to improve quality. It is
based on two aspects: prediction and detection of
a defect or error. It is a simple, creative, and inexpen-
sive method to implement and in part achieves zero
defects as suggested by Crosby.

Stakeholder empowerment means involving em-
ployees in every step of a production or service pro-
cess to solicit their input. It is based on the idea that

employees who are close to the action would bet-
ter know the shortcomings of a system, machine, or
process than those who are not. Quality circles are
part of employee empowerment. Similarly, inviting
suppliers and customers to participate in a product
or service design to improve quality and features is
also a part of stakeholder empowerment.

Sequential engineering (traditional engineering
or over the wall engineering) is an approach to prod-
uct development process where each stage is car-
ried out separately and where the next stage cannot
start until the previous stage is completed. The en-
tire process takes time and costs money because the
communication and coordination flows are only in
one direction and all changes and corrections are
relayed back to the beginning of the process or pre-
vious stages. The time-to-market for a new prod-
uct is longer, expensive, and inefficient with sequen-
tial engineering. Concurrent engineering approach
is an improvement over the sequential engineering
approach as the former approach improves timing,
communication, and coordination problems encoun-
tered in the latter approach.

Concurrent engineering is defined as a system-
atic approach to the integrated and overlapping de-
sign of products and their related processes, includ-
ing design, manufacturing, and support. It requires
that, from the beginning, all elements of a prod-
uct’s lifecycle be evaluated across all design fac-
tors to include user requirements, quality, cost, and
schedule.

Industrial engineering, also known as manage-
ment engineering, ensures the economical, efficient,
and effective utilization of an organization’s re-
sources in manufacturing and service industries.

Industrial engineers (management engineers) are
known as efficiency experts in manufacturing or
service firms as they deal with the five-M of a
company’s resources: men, machines, materials,
methods, and measurements. Specifically, industrial
engineers participate in the design of jobs, prod-
ucts, and processes; schedule machines for greater
utilization; schedule operators for maximum pro-
ductivity; measure material-usage efficiency; mea-
sure labor productivity through motion and time
studies; measure energy-usage efficiency; partici-
pate in layout design for equipment and facilities;
analyze materials handling and warehousing oper-
ations for efficiency; analyze work steps to identify
value-added and non-value-added activities; review
product specifications for accuracy and improve-
ment; and enhance production systems, methods,
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and procedures to eliminate waste and duplication.
They approach production or service activities with
an eye towards continual improvement using inte-
grated systems, methods, and procedures.

The International Organization for Standardiza-
tion (ISO) 9000 standards address quality system
processes but not product performance specifica-
tions. In other words, ISO 9000 covers how products
are made but not necessarily how they work. ISO
9000 focuses on processes, not on products or peo-
ple. It is based on the concept that one will fix the
product by fixing the process. ISO 9000 is a standard
by which to judge the quality of suppliers. It assumes
that suppliers have a sound quality system in place
and are following it. ISO 9000 can be used as a base-
line quality system to achieve quality objectives.

Two kinds of ISO 9000 standards exist: prod-
uct standards dealing with technical specifications
and quality standards dealing with management
systems. Four quality measures for ISO 9000 are:
(1) leadership, (2) human resource development and
management, (3) management of process quality,
and (4) customer focus and satisfaction.

Environmental quality engineering means de-
signing products and their processes that are en-
vironmentally friendly using green manufacturing
techniques, such as design for reuse (recycling), de-
sign for disassembly (repair), design for rework, and
design for remanufacturing (restoration).

Design for recycling is an investment recovery and
environmental improvement effort to recover rev-
enues and reduce costs associated with scrap, sur-
plus, obsolete, and waste materials. In design for re-
pair, a nonconforming product is fixed so that it will
fulfill the intended usage requirements, although it
may not conform to the originally specified require-
ments. A repaired product retains its original iden-
tity and only those parts that have failed or badly
worn out are replaced or serviced. In design for
rework, a nonconforming product is taken back to
production line to fix it in order to meet the origi-
nally specified requirements. In design for remanu-
facturing, worn out products are restored to like-new
condition.

Green manufacturing uses a lifecycle design-
approach that focuses on incoming materials, man-
ufacturing processes, customer use of the product,
and product disposal.

Complying with environmental quality standards
such as ISO 14000 and 14001 is a part of the en-
vironmental quality engineering scope. The goal is
to reduce the potential legal liabilities and respond

to regulatory requirements (e.g., EPA in the U.S.)
addressing human safety and health issues.

The ISO 14000 environmental standards are di-
vided into two broad categories: (1) environmental
management systems consisting of environmental
performance evaluation and environmental audit-
ing and (2) lifecycle assessment consisting of en-
vironmental labeling and environmental aspects in
product standards.

The ISO 14001 environmental standard is a frame-
work for planning, developing, and implementing
environmental strategies in an organization. The
framework includes a policy, a planning process,
organizational structure, specific objectives and tar-
gets, specific implementation programs, communi-
cations and training programs, management review,
monitoring, and corrective action in terms of envi-
ronmental audit.

Total quality management (TQM) is an umbrella
term and concept that focuses on doing things right
in the first place, whether in producing goods or pro-
viding services. TQM encompasses the entire orga-
nization both internally from higher-lever employ-
ees to lower-level employees and externally from
suppliers to customers. A TQM strategy or pro-
gram includes several elements such as quality con-
cepts and tools, continuous improvement (kaizen),
PDCA, JIT, stakeholder empowerment, benchmark-
ing, ISO, Six-Sigma, statistical process control (SPC),
and Taguchi’s quality loss function. Contrary to the
popular belief, quality decreases costs and increases
profits.

Drivers of quality include customers; suppliers;
employees; products; services; organizational cul-
ture; organizational policies, procedures, and stan-
dards; and total organizational focus and commit-
ment.

Big Q, little q is a quality-contrasting term where
big Q focuses on all business products and processes
in the entire company and little q focuses on all or
parts of products and processes in one factory or
plant.

0 Learning Objective 4.2:
UNDERSTAND THE VARIOUS
DEFINITIONS OF QUALITY

Quality has many definitions because it is viewed
differently from many perspectives.

Judgment-based criteria are synonymous with su-
periority or excellence, which is abstract, subjective,
and difficult to quantify.
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Product-based criteria assume that higher levels
or amounts of product characteristics are equivalent
to higher quality and that quality has a direct rela-
tionship with price.

User-based criteria define that quality is fitness
for intended use or how well a product performs
its intended function. It is basically dictated by user
wants and needs.

Value-based criteria focus on the relationship of
usefulness or satisfaction of a product or service to
price. This means a customer can purchase a generic
product at a lower price if it performs the same way
as the brand-name product.

Manufacturing-based criteria mean conformance
to specifications (e.g., engineering or manufacturing)
that are important to customers. Taguchi opposes
the manufacturing-based definition of quality due to
built-in defects to be produced at a higher cost.

Customer-driven quality is meeting or exceeding
customer expectations. This definition is simple and
powerful; hence, most companies use it.

A Japanese professor, Noriaki Kano, suggested
three classes of customer requirements in under-
standing customer’s needs in the marketplace: dis-
satisfiers, satisfiers, and delighters. Customers are
dissatisfied when the features that they assumed or
expected are not present in a product. Customers
are satisfied when the features that they wanted are
present in a product, although those features are not
expected. Customers are delighted when the fea-
tures that they did not assume or expect are present
in a product because the features exceed their expec-
tations.

Critical-to-quality (CTQ) is a quality measure-
ment technique that dictates a product’s output spec-
ifications in terms of a customer’s needs, wants, and
expectations, whether the customer is internal or ex-
ternal to an organization. CTQ focuses on customer
requirements, design and test parameters, mistake-
proofing, quality robustness, and control charts.

0 Learning Objective 4.3:
CALCULATE THE COST

OF QUALITY

The cost of quality (COQ) means the price of non-
conformance to standards, policies, or procedures.
COQ is the cost of doing things wrong, which re-
sults in poor quality of products or services. COQ is
really the cost of poor quality.

Four categories of COQ are:

1. Prevention costs are associated with reducing
the potential for producing defective products

or rendering poor-quality services in the first
place. Examples include quality improvement
programs, employee training and education, in-
vestment in equipment and facilities, operator in-
spection costs, supplier ratings, supplier reviews,
supplier certification, product design reviews,
pilot projects, prototype tests, vendor surveys,
quality-related design costs, purchase-order tech-
nical datareviews, and quality departmentreview
costs.

2. Appraisal costs are associated with evaluating
products, processes, parts, or services. Examples
include material testing, product testing, produc-
tion line inspection, quality checks, purchasing
appraisal costs, qualifications of supplier product,
equipment calibration, receiving and shipping in-
spection costs, production tests, and product qual-
ity audits.

3. Internal failure costs are associated with produc-
ing defective products or rendering poor-quality
services before delivering them to customers.
Examples include repair, redesign, reinspection,
rework, retesting, sorting, scrap, waste, machine
downtime, employee fatigue, and employee care-
lessness.

4. External failure costs are associated with correct-
ing defective products or poor-quality services af-
ter delivering them to customers. Examples in-
clude product returns, product warranty charges,
product recalls, liability suits resulting from dam-
age to customers, field service staff training costs,
lost customer goodwill, and poor reputation to
a firm.

A $1.00 investment in a prevention category will
reduce many dollars of internal and external failure
costs, which in turn will improve overall product or
service quality many times over.

Quality costs can be reported as an index—the ratio
of the current value to a base period value—and ex-
pressed as a percentage or as a fraction. The quality
cost index increases the understanding of the under-
lying cost data. Some common measurement bases
include direct labor cost, manufacturing cost, sales
dollars, and units of production.

0 Learning Objective 4.4:
CALCULATE THE SIX-SIGMA
METRIC

Six-Sigma is a statistical concept to describe accu-
racy and quality levels in a process, product, or ser-
vice, which can lead to a competitive advantage in
the marketplace. The word sigma is associated with
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a statistical term, standard deviation, which is the
distance from the mean (average).

Six-Sigma is a strategy, discipline, system, pro-
gram, and tool to achieve quality improvement con-
tinuously, to solve problems, to improve functions
and features of a product or service, to reduce cost
and time, and to increase customer satisfaction.

Meaning of Different Sigma Levels

* Three-Sigma means 66,800 defects in a million
parts produced.

» Four-Sigma means 6,210 defects in a million
parts produced.

+ Five-Sigma means 230 defects in a million parts
produced.

* Six-Sigma means 3.4 defects in a million parts
produced.

» The goal of reaching Six-Sigma from Three-
Sigma is a challenging one as it is a nonlinear
process to reach the goal.

Six-Sigma follows an improvement model called
DMAIC, which stands for define, measure, analyze,
improve, and control stage. D defines the project’s
purpose, scope, and outputs, M measures the pro-
cess and collects data, A analyzes the data to ensure
repeatability and reproducibility, I improves or re-
designs the existing process, and C controls the new
or modified process for increased performance.

Implementing a Six-Sigma program requires a
strong commitment from employees and manage-
ment in terms of time, training, and expertise.

Six-Sigma redefines quality performance as de-
fects per million opportunities (dpmo) and is cal-
culated as:

dpmo = (Defects per Unit)
x 1,000,000/ Opportunities for Error

where
Defects per Unit = Number of Defects
Discovered/Number of Units Produced

Tools and Techniques Used in DMAIC Model

Examples of tools and techniques used in the De-
fine stage include brainstorming, cause-and-
effect diagram, and process mapping.

Examples of tools and techniques used in the Mea-
sure stage include cause-and-effect diagram
and process mapping.

Examples of tools and techniques used in the An-
alyze stage include regression and correlation
analysis and process mapping.

Examples of tools and techniques used in the Im-
prove stage include brainstorming, simulation,
design of experiments, and process mapping.

Examples of tools and techniques used in the
Control stage include mistake-proofing (Poka-
yoke), statistical process control, and control
charts.

Design for Six Sigma

Design for Six-Sigma (DFSS) is a proactive ap-
proach in preventing problems from occurring in
the first place and/or in resolving problems after
they occur. The focus is on functional and quality
improvement at the early design stage. An approach
to DFSS is established in terms of DCOV model,
which stands for define, characterize, optimize, and
verify.

Tools and Techniques Used in DCOV Model

Examples of tools and techniques used in the De-
fine stage include Kano model, quality function
deployment (QFD), and regression and con-
joint analysis.

Examples of tools and techniques used in the
Characterize stage include design of experi-
ments and TRIZ (a problem-solving tool).

Examples of tools and techniques used in the Opti-
mize stage include design of experiments, sim-
ulation, mistake-proofing, and control charts.

Examples of tools and techniques used in the Ver-
ify stage include design walkthroughs and re-
views and product tests.

DESS is similar to other design concepts such as
design for manufacturability (e.g., lean production
and standard parts), design for low cost (e.g., over-
head costs, supply-chain costs, and quality costs),
design for faster production (e.g., flexible manufac-
turing and concurrent engineering), design for faster
marketing (e.g., time-to-market, quality function de-
ployment, and voice of the customer), design for
safety and ergonomics (e.g., safe products and hu-
man factors), design for a better environment (e.g.,
pollution control and recycling), and design for ser-
viceability (e.g., post-sales activities such as ease of
repair and maintenance).
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Six-Sigma Players

Several Six-Sigma players exist in the planning and
implementation of the Six-Sigma program in an or-
ganization, including White Belts (at the bottom),
Green Belts, Yellow Belts, Black Belts, Master Black
Belts, Project Champions, and Senior Champions (at
the top of the Six-Sigma hierarchy). All of these play-
ers assume defined roles and responsibilities and
need specific training with varying lengths to make
the Six-Sigma program a success.

White Belts are hourly employees needing basic
training in Six-Sigma goals, tools, and techniques to
help Green Belts and Black Belts on their projects.

Green Belts are salaried employees who have a
dual responsibility in implementing Six-Sigma in
their function and carrying out their regular duties
in that function. They gather and analyze data in
support of a Black Belt project and receive a simpli-
fied version of Black Belt training. Yellow Belts are
seasoned salaried employees who are familiar with
quality improvement processes.

Black Belts are salaried employees who have a
full-time responsibility in implementing Six-Sigma
projects. They require hard skills and receive exten-
sive training in statistics and problem-solving and
decision-making tools and techniques, as they train
Green Belts. Black Belts are very important to Six-
Sigma’s success.

Master Black Belts are also salaried employees
who have a full-time responsibility in implementing
Six-Sigma projects. They require soft skills, need
some knowledge in statistics, and need more knowl-
edge in problem-solving and decision-making tools
and techniques, as they train Black Belts and Green
Belts.

Senior Champions are sponsors and executives
in a specific business function and manage several
Project Champions at the business unit level, who
in turn manage specific projects. Senior Champions
develop plans, set priorities, allocate resources, and
organize projects. Project Champions deploy plans,
manage projects that cut across the business func-
tions, and provide managerial and technical guid-
ance to Master Black Belts and Black Belts. All cham-
pions require soft skills.

Which Six-Sigma Player Does What?

White Belts help Green Belts and Black Belts.
Green Belts help Black Belts.
Black Belts help Master Black Belts.

Master Black Belts help Project Champions.

Project Champions help Senior Champions.

Senior Champions decide what gets done while
Project Champions, Master Black Belts, and
Black Belts decide how to get it done.

0 Learning Objective 4.5:
COMPUTE THE RETURN-ON-
QUALITY METRIC

Return on quality (ROQ) is similar to return on in-
vestment (ROI) in terms of measurement, requiring
the same attention as ROI. Quality improvement ini-
tiatives have a direct financial impact, which cannot
be ignored.

ROQ is similar to COQ in terms of measurement
except that COQ takes an internal perspective such
as costs and defects and ROQ takes an external per-
spective such as revenues and customer satisfaction.

Comparison among COQ, ROQ, and CTQ

COQ takes an internal perspective.

ROQ takes an external perspective.

CTQ takes both internal and external customer
perspectives.

ROQ measures expected revenue gains against ex-
pected costs associated with quality improvement
initiatives. ROQ is computed as net present value
(NPV) of benefits resulting from quality improve-
ment initiatives divided by NPV of costs associated
with quality improvement initiatives minus 1.0.

Return on quality (ROQ), expressed as a percent-
age, is computed as:

ROQ = [(Net Present Value of Quality Benefits)/
(Net Present Value of Quality Costs)] — 1.00

The result is multiplied by 100 to get the percentage.

All benefits and costs are multiplied with the cor-
responding present value factors to result in NPV of
benefits and costs respectively.

0 Learning Objective 4.6:
APPLY QUALITY TOOLS

Several quality tools exist that can be used to an-
alyze processes, prioritize problems, report the re-
sults, and evaluate the results of a corrective action
plan. Quality tools consist of quality control tools
and quality management tools.
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Seven Quality Control Tools

Check sheets are used for collecting data in a logical
and systematic manner.

A histogram is a frequency-distribution diagram
in which the frequencies of occurrences of the differ-
ent variables being plotted are represented by bars.

A scatter diagram is a plot of the values of one vari-
able against those of another variable to determine
the relationship between them. These diagrams are
used during analysis to understand the cause-and-
effect relationship between two variables. Scatter di-
agrams are also called correlation diagrams.

A Pareto diagram is a special use of the bar graph
in which the bars are arranged in descending order
of magnitude. The purpose of Pareto analysis, using
Pareto diagrames, is to identify the major problems in
a product or process or, more generally, to identify
the most significant causes for a given effect. This
allows a developer to prioritize problems and decide
which problem area to work on first.

A flowcharting tool can be used to document every
phase of a company’s operation, for example, from
order taking to shipping in a manufacturing com-
pany. It will become an effective way to break down
a process or pinpoint a problem. Flowcharting can
be done at both the summary level and the detailed
level serving different user needs.

One form of a cause-and-effect (C&E) diagram is
used for process analysis when a series of events or
steps in a process creates a problem and it is not
clear which event or step is the major cause of the
problems. Each process or subprocess is examined
for possible causes; after the causes from each step in
the process are discovered, significant root causes of
the problem are selected, verified, and corrected. The
C&E diagram is also called a fishbone or Ishikawa
diagram, invented as a problem-solving tool.

Stratification helps the C&E diagram because it is
a procedure used to describe the systematic sub-
division of population or process data to obtain a
detailed understanding of the structure of the popu-
lation or process. It is not to be confused with a strat-
ified sampling method. Stratification can be used to
break down a problem to discover its root causes and
can establish appropriate corrective actions, called
countermeasures.

A control chart assesses a process variation. The
control chart displays sequential process measure-
ments relative to the overall process average and
control limits. The upper and lower control limits
establish the boundaries of normal variation for the
process being measured.

Seven Quality Management Tools

An affinity diagram is a data-reduction tool that or-
ganizes a large number of qualitative inputs into a
smaller number of major categories. These diagrams
are useful in analyzing defect data and other quality
problems and useful in conjunction with cause-and-
effect diagrams or interrelationship digraphs.

A tree diagram can be used to show the relation-
ships of a production process by breaking it down
from few larger steps into many smaller steps. The
greater the detail of steps, the better simplified they
are. Quality improvement actions can progress from
the rightmost of the tree to the leftmost.

A process decision program chart is a preventive
control tool that prevents problems from occurring
in the first place and mitigates the impact of prob-
lems that do occur. From this aspect, it is a contin-
gency planning tool. The objective of the tool is to
determine the impact of the “failures” or problems
on project schedule.

A matrix diagram is developed to analyze the
correlations between two groups of ideas with the
use of a decision table. This diagram allows one
to systematically analyze correlations. Quality func-
tion deployment (QFD) is an extension of the matrix
diagram.

An interrelationship digraph is used to organize
disparate ideas. Arrows are drawn between related
ideas. An idea that has arrows leaving it but none
entering is a root idea. More attention is then given to
the root ideas for system improvement. The digraph
is often used in conjunction with affinity diagrams.

Prioritization matrices are used to help decision-
makers determine the order of importance of the
activities being considered in a decision. Key issues
and choices are identified for further improvement.
These matrices combine the use of a tree diagram
and a matrix diagram.

Activity network diagrams are project manage-
ment tools to determine which activities must be per-
formed, when they must be performed, and in what
sequence. These diagrams are similar to program
evaluation and review technique (PERT) and criti-
cal path method (CPM), the popular tools in project
management. Unlike PERT and CPM, activity net-
work diagrams are simple to construct and require
less training to use.

Other Tools

Process mapping is flowcharting of a work process
in detail, including key measurements.
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Design of experiments deals with planning, con-
ducting, analyzing, and interpreting controlled tests
to evaluate the factors that control the value of a
parameter (e.g., design specification tolerance).

Quality function deployment (QFD) is a struc-
tured method in which customer requirements are
translated into appropriate technical requirements
for each stage of product development and man-
ufacturing. Input for the QFD process comes from
listening to the voice of the customer (VOC). The
house of quality (HOQ) is a diagram that clarifies
the relationship between customer needs and prod-
uct features. It helps correlate market or customer
requirements and analysis of competitive products
with higher-level technical and product characteris-
tics. The diagram, which makes it possible to bring
several factors into a single figure, is named for its
house-shaped appearance but sometimes is referred
to as QFD, a sign of the connection between the three
approaches of VOC, QFD, and HOQ.

0 Learning Objective 4.7:
APPLY STATISTICAL PROCESS
CONTROL TECHNIQUES

Management’s goal is to reduce causes of process
variation and to increase process capabilities to meet
customer expectations.

Process Variation

Variation is present in every process as a result of
a combination of four variables: (1) operator vari-
ation (due to physical and emotional conditions),
(2) equipment variation (due to wear and tear),
(3) materials variation (due to thickness, moisture
content, and old and new materials), and (4) envi-
ronmental variation (due to changes in temperature,
light, and humidity). Variation is either expected or
unexpected, and it results from common causes, spe-
cial causes, or structural causes.

Variation affects proper functioning of a process
in that process output deviates from the established
target Common causes of variation affect the stan-
dard deviation of a process and are caused by fac-
tors internal to a process. These causes, which are
present in all processes, are also called chance (ran-
dom) causes. Chance causes are small in magni-
tude and are difficult to identify. Examples of com-
mon random causes include worker availability,
number and complexity of orders, job schedules,

equipment testing, work-center schedules, changes
in raw materials, truck schedules, and worker per-
formance.

Special causes affect the standard deviation of a
process and are factors external to a process. Special
causes, also known as assignable causes, are large in
magnitude and are not so difficult to identify. They
may or may not be present in a process. Examples of
special (assignable) causes include equipment break-
downs, operator changes, new raw materials, new
products, new competition, and new customers.

Structural causes affect the standard deviation of
a process; they are factors both internal and exter-
nal to a process. They may or may not be present
in a process; they are a blend of common and spe-
cial causes. Examples of structural causes include
sudden sales/production volume increase due to a
new product or a new customer, seasonal sales, and
sudden increase in profits.

A control chart is a statistical tool that distin-
guishes between natural (common) and unnatural
(special) variations. The control chart method is used
to measure variations in quality. The control chart is
a picture of the process over time. It shows whether
a process is in a stable state and is used to improve
the process quality.

Natural variation is the result of random causes.
Management intervention is required to achieve
quality improvement or quality system. It has been
stated that 80 to 85 percent of quality problems are
due to management or the quality system and that
15 to 20 percent of problems are due to operators
or workers. Supervisors, operators, and technicians
can correct the unnatural variation. Control charts
can be drawn for variables and attributes.

The control chart method for variables is a means
of visualizing the variations that occur in the central
tendency and dispersion of a set of observations. It
measures the quality of a particular characteristic,
such as length, time, or temperature.

A variable chart is an excellent technique for
achieving quality improvement. True process capa-
bility can be achieved only after substantial quality
improvements have been made. Once true process
capability is obtained, effective specifications can be
determined. The figure shows the sequence of events
taking place with the control chart.

Variable chart — Quality improvement
— Process capability
— Specifications
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To improve the process continuously, variable con-
trol charts can be used to overcome the limitations
of the attribute control charts. Continuous process
improvement is the highest level of quality con-
sciousness. Control charts based on variable data re-
duce unit-to-unit variation, even within specification
limits. Variable data consist of measurements such
as weight, length, width, height, time, and temper-
ature. Variable data contain more information than
attribute data. Variable control charts can decrease
the difference between customer needs and process
performance.

The attribute chart refers to those quality charac-
teristics that conform to specifications (specs) or do
not conform to specifications. It is used where mea-
surements are not possible, such as for color, missing
parts, scratches, or damage. Quality characteristics
for a product can be translated into a go/no-go deci-
sion, as follows.

Go/No-Go Decision for Product Quality

Go conforms to specifications.
No-go does not conform to specifications.

Two types of attribute control charts exist: (1) the
chart for nonconforming units and (2) the chart for
nonconformities. A nonconforming unit is a prod-
uct or service containing at least one nonconformity.
A nonconformity is a departure of quality charac-
teristic from its intended level that is not meeting a
specification requirement.

Two types of statistical errors in quality can occur,
leading to incorrect decisions, as follows: Type I er-
ror is called producer’s risk (alpha risk), which is the
probability that a conforming (good quality) product
will be rejected as poor quality product and not sold
to customers. This product meets the established ac-
ceptable quality level. This results in an incorrect de-
cision to reject something when it is acceptable. Type
IT error is called consumer’s risk (beta risk), which
is the probability that a nonconforming (poor qual-
ity) product will be accepted as good quality product
and sold to customers. This results in an incorrect de-
cision to accept something when it is unacceptable.
Type Il error occurs when statistical quality data fails
to result in the scrapping or reworking of a defective
product.

Stable and unstable processes are defined as fol-
lows. When only chance causes of variation are
present in a process, the process is considered to

be in a state of statistical control (i.e., the process is
stable and predictable). When a process is in con-
trol (stable), there is a natural pattern of variation,
and only chance causes of variation are present.
Small variations in operator performance, equip-
ment performance, materials, and environmental
characteristics are expected and are considered to
be part of a stable process. Further improvements
in the process can be achieved only by changing
the input factors, that is, operator, equipment, ma-
terials, and environment. These changes require ac-
tion by management through quality improvement
ideas.

When an assignable cause of variation is present in
a process, it is considered to be out of statistical con-
trol (i.e., the process is unstable and unpredictable).
When an observed measurement falls outside its
control limits, the process is said to be out of con-
trol (unstable). This means that an assignable cause
of variation is present. The unnatural, unstable vari-
ation makes it impossible to predict future variation.
The assignable causes must be found and corrected
before a natural, stable process can continue.

Process Capability

Process capability is a production process’s ability
to manufacture a product within the desired expec-
tations of customers. The process capability index
(PCI), which indicates whether a process is capable
of meeting customer expectations, must be equal to
or greater than 1.00 to meet customer expectations.
A PCI of less than 1.00 means that the process does
not meet customer expectations.
The PCI is computed in several ways:

PCI = (UL — LL)/
(6 x Standard Deviation of a Process)

where UL is upper specification limit and LL is
lower specification limit. Upper specification limit
means some data points will be above the central line
in a control chart. Lower specification limit means
some data points will be below the central line in a
control chart.

Capability ratio (Cp) is specification tolerance
width divided by the process capability. Specifica-
tion tolerance width refers to variability of a param-
eter permitted above or below a nominal value. Cp
is a widely used PCIL.
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0 Learning Objective 4.8:
COMPUTE TAGUCHI'S QUALITY
LOSS FUNCTION

Taguchi believes that variation in a production pro-
cess can be reduced by designing products that per-
form in a consistent manner, even under conditions
of varying or adverse use. He emphasizes proactive
steps at the design stage instead of late, reactive steps
at the production stage.

Taguchi believes in pushing a process upstream to
focus on product and process design, which is called
offline quality control. This is contrary to online
quality control, where traditional quality control ac-
tivities take place in downstream with the focus on
final inspection procedures, sampling methods, and
statistical process control (SPC) techniques. Offline
quality control methods reduce costs and defects.

Taguchi uses quality engineering and statistical ex-
perimental design methods to reduce all process and
product variations from the target value with the
goal of producing a perfect product.

Taguchi views quality engineering as composed
of three elements: system design, parameter design,
and tolerance design.

Taguchi developed three related concepts using
statistical experimental design: quality robustness,
quality loss function (QLF), and target-oriented
quality. The QLF measures quality in monetary units
that reflect both short- and long-term losses.

Quality robustness means products are consis-
tently produced despite adverse manufacturing and
environmental conditions. The goal is to remove the
effects of adverse conditions, which is less expensive
to do, instead of removing the causes, which is more
expensive to do. It is assumed that small variations
in materials and process do not destroy the overall
product quality.

A QLF identifies all costs associated with poor
quality and shows how these costs increase as the
product moves away from the target value. Exam-
ples of costs included in the QLF are customer dissat-
isfaction costs, warranty costs, service costs, internal
inspection costs, equipment or product repair costs,
scrap costs, and overall costs to society due to bad
reputation and loss of goodwill. The QLF concept
can be equally applied to products and services.

Target-oriented quality is a philosophy of contin-
uous improvement, where the goal is to bring the
product exactly on target, instead of falling within
the tolerance limits, where the latter is too sim-
plistic and costly to customers. Traditionally, prod-
ucts are manufactured using conformance-oriented

specifications with tolerance limits allowed. Taguchi

opposes conformance to specification limits due

to built-in tolerance range, which allows defective

products to be produced. He advocates manufactur-

ing a perfect product at the desired specifications,

with no tolerance limits and at a relatively low cost.
The QLF is computed as:

L=D*xC

where L is loss to society, D? is the distance from
the target value, and C is cost of the deviation at the
specification limit. The smaller the loss, the more de-
sirable the product. However, the farther the product
is from the target value, the greater the loss. QLF is
zero when a product is produced at the target value
and rises exponentially as the product is produced
to meet the tolerance limits.

0 Learning Objective 4.9:
UNDERSTAND THE ROLE OF
INSPECTION AND QUALITY
AT SOURCE

Inspection is a means of ensuring that an operation
or a process is producing at the expected quality
level. The best processes have little variation from
the standard level. Three basic issues relating to in-
spection (audit) are what to inspect, when to inspect,
and where to inspect. The audit can take place at sev-
eral places and several times:

* Atsupplier’s plant while the supplier is producing
goods such as raw materials, ingredients, parts, or
components

* At company facility upon receipt of goods from
the supplier

* During the company’s production processes, ei-
ther in-house or outside

* Before delivery to the customer

Source inspection means individual employees
are checking their own work with proper training
and empowerment before they pass their work to
the next employee, who is considered an internal
customer. Inspectors may be using a checklist, a
sampling plan, and controls such as failsafe devices
(Poka-yoke) for mistake-proofing.

Inspection rules help inspectors to prioritize where
inspection should be performed. The inspection
priority index is computed as:

Inspection Priority Index = Cost of Inspection/
Cost of Failure
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If the index is less than 1.0, that item should be in-
spected first; if the index is greater than 1.0, that item
should be inspected last.

Two other inspection methods include in-process
inspection, where all work is inspected at each stage
of the production process, and N = 2 technique,
where the first and last pieces in a supplier’s ship-
ment lot are checked to see whether they meet the
specification. If they do, then the entire shipment lot
is accepted. The N = 2 technique is an alternative to
acceptance sampling, where a lot is accepted if two
or fewer defects are found and rejected if more than
two defects are found.

Quality at the source is a defect- or error-
prevention technique with greater visibility of imme-
diate results and with a decentralized control where
the first and local action is taking place. The source
could be (1) where raw materials, ingredients, parts,
and components are inspected as they are received,
used, or stored, (2) where purchased parts and com-
ponents are fabricated, or (3) where fabricated parts
and components are assembled into a finished prod-
uct with other items. It is always better to detect the
defects and errors at the beginning rather than at
the end of a process. Quality at the source, which
means finding defects or errors and taking immedi-
ate corrective action, requires employee training and
empowerment.

0 Learning Objective 4.10:
UNDERSTAND THE PROCESS
MANAGEMENT METHODS
AND TOOLS

Process management methods include business
process reengineering (BPR), business process im-
provement (BPI), continuous process improvement
(CPI), and business process redesign (BPD).

BPR identifies, analyzes, and redesigns an orga-
nization’s core business processes with the aim of
achieving dramatic improvements in critical per-
formance measures, such as cost, quality, service,
and speed. BPR recognizes that an organization’s
business processes are usually fragmented into sub-
processes and tasks that are carried out by sev-
eral specialized functional areas within the organi-
zation. Often no one is responsible for the overall
performance of the entire process. Reengineering
maintains that optimizing the performance of sub-
processes can result in some benefits, but cannot
yield dramatic improvements if the process itself is
fundamentally inefficient and outmoded. For that

reason, reengineering focuses on redesigning the
process as a whole in order to achieve the great-
est possible benefits to the organization and their
customers. This drive for realizing dramatic im-
provements by fundamentally rethinking how the
organization’s work should be done distinguishes
reengineering from business process improvement
efforts that focus on functional or incremental
improvement.

BPI tends to be more of an incremental change
that may affect only a single task or segment of
the organization. The concept of fundamental or
radical change is the basis of the major difference
between BPR and BPI. Quite often BPI initiatives
limit their focus to a single existing organizational
unit. This in itself breaks one of the tenets of BPR,
which is that BPR must focus on redesigning a fun-
damental business process, not on existing depart-
ments or organizational units. While BPR seeks to
define what the processes should be, BPI focuses
more on how to improve an existing process or
service.

CPI focuses on both incremental and dramatic
improvements to provide better product and ser-
vice quality but also on the need to be responsive
and efficient in achieving a competitive advantage
in the marketplace. Two types of CPI are proac-
tive and reactive tools. Examples of reactive tools
include check sheets, histograms, scatter diagrams,
Pareto diagrams, flowcharts, cause-and-effect dia-
grams, and control charts. Examples of proactive
tools include the five principles of Kawakita Jiro
(KJ): 360-degree view, steppingstone approach, un-
expected situations, intuitive capability, and real
cases and personal experiences.

BPD focuses on both internal and external cus-
tomers to increase sales, cut costs, increase prof-
its, and improve service. It dictates what processes
should be redesigned (changed) and in what se-
quence. Once a process is redesigned, it must be
continually monitored, reassessed, changed, and im-
proved in order to meet changing demands on the
organization

Process management tools include benchmark-
ing and best practices, which involves selecting a
demonstrated standard of products, services, costs,
processes, or practices that represent the very best
performance in an industry and following them
in an organization. It is a standard of compar-
ison between two or more organizations. There
are many types of benchmarking, including inter-
nal, competitive, industry, best-in-class, process, and
strategic.
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Which Benchmarking Does What?

Internal benchmarking looks downward and in-
ward.

Competitive benchmarking looks outward.

Industry benchmarking looks for trends. It pro-
vides a short-run solution and a quick fix to a
problem.

Best-in-class benchmarking looks for the best all
around. It provides a quantum jump in im-
provement.

Process benchmarking is specific.

Strategic benchmarking is broad with big impact.

Self-Assessment Exercise

Online exercises are provided for the learn-
ing objectives in this module. Please visit
www.mbaiq.com to complete the online exercises
and to calculate your MBA IQ Score.
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0 Learning Objective 5.1:
UNDERSTAND THE HUMAN
RESOURCES PLANNING PROCESS

Human resources (HR) planning is part of an orga-
nization’s strategic planning. The HR planning pro-
cess is a systematic approach of matching the inter-
nal and external supply of people with job openings
anticipated over a specified period of time. Specifi-
cally, it includes three major elements: (1) forecast-
ing HR requirements, (2) forecasting HR availabil-
ity, and (3) comparing HR requirements with HR
availability.

In forecasting HR requirements, the demand for
employees is matched against the supply of em-
ployees. If they are equal, no action is necessary.
Several methods exist to forecast the HR require-
ments, including zero-based forecasting, bottom-up
approach, simulation models, and relating sales vol-
ume to the number of employees needed.

In forecasting HR availability, the number of em-
ployees with the required skills and at the required
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locations is determined. The needed employees may
be found internally, externally, or a combination. If
a shortage is forecasted, the needed employee may
come from developing creative recruiting methods,
increasing compensation incentives to employees,
conducting special training programs, and using dif-
ferent selection standards, such as lowering employ-
ment requirements in terms of hiring an inexperi-
enced employee and providing on-the-job training
to that employee.

In comparing HR requirements with HR avail-
ability, a situation of surplus workers may exist.
This surplus can be handled through various re-
duction methods such as restricted hiring, reduced
work-hours, encouraging early retirements, manda-
tory layoffs, or even downsizing the department or
the company.

Downsizing, also known as restructuring and
rightsizing, is a reduction in the number of peo-
ple employed. It occurs for several reasons, such
as offshoring; outsourcing; merging with other
companies; acquiring other companies; closing or

103
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relocating plants, offices, and warehouses; or restruc-
turing the organization to meet or beat competition
and to increase efficiency, productivity, and prof-
itability. Excess employees will be laid off, which
is dictated by bumping procedures if the company
is unionized. Bumping procedures are layoff proce-
dures based on job seniority where the least senior
employee will be laid off first. Non-union companies
should document layoff procedures prior to facing
downsizing decisions.

Positive aspects of downsizing include increased
efficiency, productivity, and profitability, and meet-
ing competition. Negative aspects of downsizing
include (1) cost of termination and severance pay
for laid-off employees, (2) employees seeking bet-
ter job opportunities elsewhere due to low morale,
loss of loyalty, and job insecurity, (3) loss of con-
trols, culture, institutional memory, and knowledge,
(4) difficulty in getting promoted due to few lay-
ers of management left, (5) more work is spread
among few remaining employees, resulting in stress,
(6) higher costs to bring back former employees as
independent contractors when sales are increasing,
and (7) increased number of discrimination lawsuits
if a disparate treatment is proved in courts due to
race, age, and gender violations, unless protected by
employee performance evaluations.

Outplacement is a proactive response on the part
of company management to soften the negative im-
pact of job displacement where it will provide job
assistance to laid-off employees in finding employ-
ment elsewhere. This outplacement service provides
a positive feeling to both laid-off and remaining
employees because it indicates that the company
does in fact care about its employees. Typical out-
placement services include career guidance, effective
resume writing practices, successful interviewing
techniques, self-assessment of current knowledge,
skills, and abilities (KSAs), and retooling the KSAs
needed for a new job or career.

0 Learning Objective 5.2:
UNDERSTAND THE
RELATIONSHIP BETWEEN JOB
ANALYSIS AND JOB
DESCRIPTIONS

A job consists of a group of tasks that must be per-
formed to achieve defined goals. A position is the
collection of tasks performed and responsibilities as-
sumed by one employee. There should be a definite
position for every employee in an organization.

Job analysis is the systematic process of determin-
ing the skills, duties, and knowledge required for
performing a specific job. Timeliness of conducting
the job analysis is critical as new jobs are created and
old jobs are redesigned or eliminated.

Job analysis provides a summary of a job’s duties
and responsibilities; its relationship to other jobs; the
knowledge, skills, and abilities (KSAs) required; and
working conditions under which a job is performed.
Job facts are gathered, analyzed, and recorded as the
job exists now, not as the job should exist. Industrial
engineers and HR analysts often design jobs in terms
of determining how a job should exist.

Job analysis is conducted after the job has been
designed, an employee has been trained to do the
work, and when that employee is performing the
job (i.e., working).

Job Design — Employee Training and Working
— Job Analysis

Job design is the process of determining the spe-
cific tasks to be performed, the methods used in per-
forming these tasks, and how the job relates to other
jobs in an organization. Job design should apply mo-
tivational theories for improving employee produc-
tivity and satisfaction, which are achieved through
job simplification, job rotation, job enlargement, and
job enrichment.

Typically, job analysis is performed on four occa-
sions: (1) when a job analysis program is initiated
for the first time in a company, (2) when new jobs
are created, (3) when current jobs are changed due
to new technologies, procedures, or systems, and
(4) when the nature of a job is changed.

Several methods exist to perform the job analysis,
including questionnaires, observations, interviews,
employee recordings of daily work activities, and a
combination of these methods.

Different types and amounts of information are
needed to conduct a thorough job analysis, includ-
ing (1) work activities, such as procedures used on
thejob, (2) worker-oriented activities, such as actions
and communications required for the job, (3) work
facilitating tools used, such as machines, equipment,
and work aids, (4) job-related information, such as
materials processed, products made, services ren-
dered, and related knowledge required, (5) work
performance levels, such as standards and measure-
ments, (6) job context, such as work schedules and
working conditions, and (7) personal requirements,
such as experience, education, and training needed.

The output of the job analysis is used as input
to prepare job descriptions and job specifications,
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where job specifications can be a part of the job
description document. The job description docu-
ment contains essential functions performed and
tasks, duties, and responsibilities required of the job.
The job specification document contains the min-
imum acceptable qualifications (e.g., skills, educa-
tion, and experience) an employee should possess
in order to perform a specific job. Normally, both of
these documents are combined into one document
with an effective date and expiration date listed to
identify job changes.

Job Analysis — Job Descriptions
— Job Specifications

Job descriptions must be relevant and accurate in
terms of what employees are expected to do on the
job, how they do the job, and the conditions under
which the job duties are performed. Both job analysis
and job description documents must be shared with
the employee and his supervisor to ensure that they
are clear and understandable to both parties and to
ensure employee empowerment. This sharing will
make the employee more productive and coopera-
tive with others.

Major reasons for conducting job analysis and
developing job descriptions and job specifications
include (1) providing input into the HR planning
process, (2) providing input into employee recruit-
ment and selection process, (3) planning employee
training and development programs, (4) conducting
employee performance appraisals, (5) setting em-
ployee compensation systems, (6) developing em-
ployee health and safety programs, (7) handling
employee and labor relations in terms of promotion,
transfer, or demotion, and (8) supporting the legal-
ity of employment practices to defend decisions in-
volving terminations, promotions, transfers, and de-
motions. These major reasons in turn become major
benefits to all.

Four job design approaches are as follows:

1. Job simplification focuses on task efficiency by
reducing the number of tasks an employee must
do. Tasks must be designed to be simple, repeti-
tive, and standardized. However, this leads to job
dissatisfaction due to boredom, resulting in em-
ployee sabotage, absenteeism, and unionization.

2. Job rotation is moving an employee from one job
to another, thereby exposing him to a variety of
jobs and to their complexity.

3. Job enlargement is increasing the number of tasks
a worker performs, with all of the tasks completed

at the same level of responsibility. Job enlarge-
ment provides job variety and challenge and is a
response to dissatisfaction found in job simplifi-
cation.

4. Job enrichment is change in the content and re-
sponsibility level of a job so as to provide greater
control and challenge to the worker. Job enrich-
ment leads to employee recognition, opportuni-
ties for learning and growth, decision-making,
motivation, and job satisfaction.

Job Enlargement versus Job Enrichment

Job enlargement adds width to a job.
Job enrichment adds depth to a job.

0 Learning Objective 5.3:
UNDERSTAND THE
RECRUITMENT METHODS
AND ALTERNATIVES

Recruitment is the process of attracting qualified in-
dividuals on a timely basis and in sufficient numbers
to fill required jobs, based on job descriptions and job
specifications.

External factors such as labor market considera-
tions (e.g., demand and supply) and legal consid-
erations such as nondiscriminatory practices (e.g.,
gender, race, and ethnicity) affect an organization’s
recruitment efforts. Similarly, internal factors such
as promotion policies (e.g., promotion from within)
also affect recruitment efforts.

External recruitment sources include high schools
and vocational schools, community colleges, tradi-
tional colleges and universities, graduate schools,
competitor companies, former employees, unem-
ployed, military personnel, and self-employed
workers.

External recruitment methods include media
advertising, employment agencies, company re-
cruiters, job fairs, internships, executive search
firms, professional associations, unsolicited appli-
cants, open houses, event recruiting, and high-tech
competitions using electronic games.

Internal recruitment sources and methods in-
clude job posting, job bidding, employee referrals,
and employee enlistment.

Online recruitment sources and methods include
Internet/cyber recruiter, virtual job fairs, corpo-
rate career web sites, weblogs (blogs), general em-
ployment recruiter web sites, contract/contingent
worker web sites, and hourly workers’ job web sites.
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Alternatives to recruitment include outsourcing,
contingent/contract workers, employee leasing, and
overtime to meet short-term workload fluctuations.

Recruitment for diversity focuses on equal em-
ployment legislation, which outlaws discrimination
of protected groups in employment based on race,
religion, sex, color, national origin, age, disability,
and other factors. This requires that recruiters must
be trained in the use of objective, job-related stan-
dards, such as use of employee selection devices that
predict job performance and success. Two important
concepts are at work here: disparate treatment and
adverse impact. Disparate treatment means that an
employer treats the protected groups less favorably
than others. Adverse impact occurs when women
and minorities (protected groups) are not hired at
the rate of at least 80 percent of the best-achieving
group, computed as:

Adverse Impact = (Hiring Rate for Protected
Group of Applicants)/(Hiring Rate for
Best-Achieving Group of Applicants)

where the hiring rate for the protected group of ap-
plicants is calculated by dividing the number of the
protected group hired by the total number of quali-
tied protected group of applicants available in a pe-
riod. Similarly, the hiring rate for the best-achieving
group of applicants is calculated by dividing the
number of the best-achieving group hired by the
total number of qualified best-achieving group of
applicants available in a period.

Recruiting costs are expensive, especially when
external recruiting sources and methods are used.
Recruiting cost per hire can be computed as:

Recruiting Cost per Hire = (Total Recruiting Costs)/
(Total Number of Recruits Hired)

Recruiting Cost per External Source Employee =
(Total Recruiting Costs for External Sources)/(Total
Number of Recruits Hired from External Sources)

0 Learning Objective 5.4:
UNDERSTAND THE EMPLOYEE
SELECTION PROCESS

Employee selection is the process of choosing the
best individual from a group of applicants who are
well suited for a specific job.

Several factors affect the employee selection pro-
cess, such as (1) competing with other organization’s
HR functions in terms of compensation package and
safety and health conditions in a company, (2) meet-

ing legal and regulatory requirements in terms of
not discriminating against gender, race, and ethnic-
ity, (3) speed of decision making in terms of filling
the job quickly, (4) the type of job that is being filled
(e.g., clerk versus senior manager), (5) the type of or-
ganization recruiting (e.g., private, government, or
not-for-profit), and (6) the length of the probationary
period (e.g., 60 to 90 days).

Applicant pool is the number of qualified appli-
cants recruited for a particular job. The expansion
and contraction of the labor market affects the size
of the applicant pool (i.e., a low unemployment rate
leads to a small size and a high unemployment rate
leads to a large size).

Selection ratio is the number of individuals hired
for a particular job compared to the total number
of individuals in the applicant pool. This ratio is
computed as:

Selection Ratio = (Number of Individuals Hired)/
(Number of Individuals in the Applicant Pool)

The validity of the selection process can impact the
selection ratio.

The goal is to have several qualified applicants
available. The selection ratio should be interpreted
as follows:

A selection ratio of 1.00 means that there was only
one qualified applicant available for one open job.

A selection ratio of 0.10 means that there were 10
qualified applicants available for one open job.

A selection ratio of less than 1.00 means more choices
are available to make an effective selection deci-
sion.

Other metrics related to the employee selection
process include acceptance rate and yield rate:

Acceptance Rate = [(Number of Applicants
Accepted a Job Offer)/(Total Number of
Applicants with a Job Offer Made)] x 100

A low acceptance rate increases recruiting costs and
vice versa.

Yield Rate = [(Number of Job Applicants
Moved to Next Stage of Selection Process
from Recruiting Source and Method)/
(Total Number of Job Applicants from
Recruiting Source and Method)] x 100

The yield rate reveals the effectiveness of a recruiting
source and method.
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0 Learning Objective 5.5:
UNDERSTAND THE EMPLOYEE
SELECTION TESTS AND THEIR
CHARACTERISTICS

Traditional employee selection tools, such as prelim-
inary interview (i.e., telephone or videotaped), em-
ployment application, and/or the applicant resume,
are not foolproof due to their shortcomings.

Additional selection tests are needed to supple-
ment traditional selection tools in order to determine
how employees fit the job and the organization’s cul-
ture. These additional tests (pre-employment tests)
rate aptitude, personality, abilities (i.e., a can-do atti-
tude), and motivation levels (a will-do attitude), and
they have been found to be reliable and accurate
predictors of on-the-job performance.

Pre-employment tests can expose employers to
legal liabilities in terms of a lawsuit from rejected
applicants claiming that the test was unrelated to
the job or that the test was unfairly discriminated
against a protected group. A negligent-hiring law-
suit can also be filed by rejected applicants claiming
that they are the victims of a company’s misbehavior
or incompetence.

Hiring costs can be costly, especially when there is
a judgment error associated with it. There are two
types of hiring errors: (1) No-Hire error exists when
rejecting a qualified job candidate and (2) Yes-Hire
error exists when accepting an unqualified or less
qualified job candidate. Properly designed, devel-
oped, and validated tests administered by compe-
tent and reputable professionals can minimize such
hiring errors.

Important characteristics of properly designed
selection tests include standardization, objectivity,
norms, reliability, and validity. Standardization is
the uniformity of the procedures and conditions
related to administering tests. Objectivity occurs
when everyone taking a test obtains the same re-
sults. A norm is a standard frame of reference for
comparing an applicant’s performance with that of
others. Reliability is the extent to which a selection
test provides consistent results. Validity is the extent
to which a test measures what it claims to do, which
should be job related.

Three approaches to validating selection tests are
as follows:

1. The criterion-related validity approach com-
pares the scores on selection tests to some aspects
of job performance measures, such as quality and

quantity of work, turnover, and absenteeism. A
close relationship means that the test is valid.

. The content validity approach is a sensible and
straightforward method and requires thorough
job analysis and well-documented job descrip-
tions since the approach is not based on statistical
concepts. The approach can be either performing
certain job-related tasks or completing a paper-
and-pencil test that measures relevant job knowl-
edge. For example, a data entry operator is given
a test to enter data into a computer.

3. The construct validity approach determines
whether a test measures certain traits (e.g., cre-
ative or aggressive) relating to the job analysis.
This approach needs to be supplemented with
other approaches because it is not a primary vali-
dating method by itself.

Six types of employment tests include cog-
nitive aptitude tests, psychomotor-abilities tests,
job-knowledge tests, work-sample tests, vocational
interest tests, and personality tests. These tests
measure differences in an individual’s characteris-
tics related to job performance. Cognitive aptitude
tests determine general reasoning ability, memory,
vocabulary, verbal fluency, and numerical ability.
Psychomotor-abilities tests measure strength, coor-
dination, and dexterity. Job-knowledge tests mea-
sure specific knowledge items required of a job, de-
rived from job analysis. Work-sample tests focus on
doing some specific tasks (e.g., use of spreadsheets)
required of the job and these tests are valid and ac-
ceptable to applicants. Vocational interest tests in-
dicate the occupation a person is most interested in
and the one likely to provide satisfaction. Personal-
ity tests are self-reported measures of traits, temper-
aments, or dispositions.

Four unique forms of employment testing methods
include genetic testing, graphoanalysis, polygraph
testing, and online testing. Genetic testing identifies
predisposition to inherited diseases, such as cancer,
heart disease, neurological disorders, and congenital
diseases. Graphoanalysis is the use of handwriting
analysis. The polygraph test (lie detector test) con-
firms or refutes the essential information contained
in the job application. Online testing is using the
Internet to test various job-related skills required by
the job applicants, and these tests are convenient,
affordable, and fast.

An assessment center is a selection approach
that requires candidates to perform activities sim-
ilar to those found in an actual job of a manager.
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Potential managerial employees are first interviewed
and later evaluated in real work situations. It is a
job-simulated environment with in-basket exercises
(an alternative to paper-and-pencil test), manage-
ment games, leaderless discussion groups, or mock
interviews. The assessment centers focus on priori-
tizing (organizing), delegating, and decision-making
skills:

Assessment Center Approach = Interview
+ Evaluation

Assessment Center Focus = Organizing Skills
+ Delegating Skills 4 Problem-Solving and
Decision-Making Skills

The assessment center approach is reliable and valid,
and the in-basket exercise is a good predictor of man-
agement performance.

0 Learning Objective 5.6:
UNDERSTAND THE
EMPLOYMENT INTERVIEW
PROCESS

The employment interview is a goal-oriented con-
versation between the interviewer and the applicant
to exchange meaningful information related to a job.
Historically, interviews have been poor predictors
for making employee selection decisions, but they
are getting better due to sophisticated design and
application.

The employment interview occurs after the prelim-
inary interview, after the application was reviewed,
and after scoring satisfactorily on selection tests.
The focus of the employment interview is to as-
sess whether an individual is willing to work and
can adapt to the organization culture and work
ethics.

The first step in the employment interview process
is interview planning in terms of time and location.
The interviewer then prepares a job profile based
on the job description to use as a checklist in the
interview.

The next step is to decide on the content of the inter-
view, including work experience, academic prepara-
tion, interpersonal skills (getting along with others),
personal qualities (e.g., appearance, vocabulary, and
poise), and organizational fit with the firm’s culture
or values:

Employment Interview = Interview
Planning + Interview Content

Three types of interviews exist: structured, un-
structured, and behavioral. In the structured in-
terview, the same series of job-related questions
are asked of all the applicants to ensure consis-
tency. These series of questions focus on situations,
job-knowledge, job-sample simulation, and worker
requirements. In the unstructured interview, open-
ended questions are asked. The use of structured in-
terviews increases reliability and accuracy by reduc-
ing subjectivity and inconsistency of unstructured
interviews. The behavioral interview is a struc-
tured interview where applicants are asked to relate
actual incidents from their past experiences rele-
vant to the target job. The behavioral interviews are
equally applicable to both lower-level and higher-
level jobs because past behavior is the best predictor
of future behavior. A positive feature about behav-
ioral interviewing is the ability to use the results as
a tiebreaker, and a negative feature is that some ap-
plicants can deliberately misrepresent themselves.

Interviewing methods include one-on-one inter-
view, group interview, panel interview, multiple in-
terviews, stress interview, and realistic job preview
(RJP). The focus of RJP is to convey both positive and
negative aspects of job information to the applicant
in an unbiased manner, which in turn reduces an ap-
plicant’s unrealistic expectations about the job and
the employer.

Potential interviewing problems that should be
avoided include using inappropriate questions,
making premature judgments, interviewer domina-
tion, permitting non-job-related information to be
discussed, interviewer’s contrast (halo) effect, lack
of interviewer’s training, and nonverbal communi-
cation (body language) between the interviewer and
the interviewee.

0 Learning Objective 5.7:
UNDERSTAND THE
PRE-EMPLOYMENT SCREENING
PROCESS

The pre-employment screening process starts after
a job candidate completes an employment applica-
tion, submits a resume, takes the required selection
tests, and undergoes an employment interview. At
this point, the candidate is being considered for the
job and requires further work prior to hiring.

Two types of pre-employment screening include
background investigations and reference checks,
where the latter supplements the former.
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The focus of the background investigation is to
determine the accuracy of information submitted or
to determine whether the required information was
not submitted. Background investigations involve
collecting data from various sources, such as previ-
ous employers, business associates, credit bureaus,
government agencies, academic institutions, and the
applicant’s mode of living and the nature of charac-
ter. Some sensitive jobs require fingerprinting and
security clearances.

Reference checks from outsiders verify the
accuracy of information provided by the applicant.
A problem with reference checks is that they do not
tell the whole truth about an applicant. Another
problem is that previous employers are reluctant
to reveal information about the applicant due to
privacy reasons.

HR management needs to be concerned about
three legal liabilities when hiring, which provide ad-
ditionaljustification for conducting a thorough back-
ground investigation of the job applicant:

1. Negligent hiring is the liability of the current em-
ployer when he fails to conduct a reasonable in-
vestigation of a job applicant’s background and
then hires a potentially dangerous person who
can damage company property and/or harm em-
ployees and others. The definition of reasonable
investigation depends on the nature of thejob and
requires due diligence in conducting background
investigations. The hiring organization must be
able to foresee the harm resulting from a danger-
ous employee being hired.

2. Negligent referral is the liability of the former
employer when he fails to warn the potential em-
ployer about a severe problem with a past em-
ployee.

3. Negligent retention is the liability of the current
employer if he keeps an employee on the pay-
roll whose records indicate strong potential for
wrongdoing and fails to take necessary steps to
defuse a possibly violent situation.

Negligent Hiring versus Negligent Referral
versus Negligent Retention

Negligent hiring is a legal liability for the current
employer.

Negligent referral is a legal liability for the former
employer.

Negligent retention results from negligent hiring.

0 Learning Objective 5.8:
UNDERSTAND THE EMPLOYEE
TRAINING AND DEVELOPMENT
PROCESS

The goal of training and development (T&D) is to im-
prove employee competencies and to increase orga-
nizational performance continuously. Competencies
are a broad range of knowledge, skills, and abilities
(KSAs), traits, and behaviors that could be labeled
as hard skills and soft skills.

Training provides learners with the KSAs needed
to perform their current jobs. Development involves
learning and education that goes beyond the current
job and prepares for the future job(s).

Employee Training versus Employee
Development

Employee training focuses on achieving short-
term goals.

Employee development focuses on achieving
long-term goals.

Significant benefits accrue to both employees and
employers when an employee’s personal growth
strategies are aligned with corporate strategies.
These benefits include greater employee satisfaction,
which in turn increases customer satisfaction; im-
proved employee morale; higher employee reten-
tion; and lower employee turnover. To achieve these
benefits, many firms are becoming learning orga-
nizations by recognizing the importance of continu-
ous improvement and continuous learning to deliver
continuous performance. The learning organization
should turn every learner into a teacher and every
teacher into a learner to sustain knowledge levels in
the organization.

Several factors that can impact and are impacted by
T&D include top management support (budget and
active role), commitment from specialists and gener-
alists (i.e., line versus staff), technological advances
(e.g., the Internet and computer), organization com-
plexity (i.e., flat versus tall organization structure),
and learning styles (e.g., just-in-time training). For
example, a company that hires marginally qualified
employees needs to plan for extensive T&D pro-
grams. Similarly, companies with competitive pay
systems or comprehensive healthcare benefit pack-
ages and progressive safety programs attract com-
petent employees requiring less T&D work.
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The T&D process consists of a series of steps, in-
cluding determining specific T&D needs, establish-
ing specific T&D objectives, selecting specific T&D
learning methods, identifying specific T&D delivery
systems, implementing T&D programs, and evalu-
ating T&D programs.

Determining specific T&D needs focuses on orga-
nizational analysis using corporate mission, goals,
and plans and HR plans; task analysis using job de-
scriptions; and individual analysis to strengthen the
employees” KSAs.

Establishing specific T&D objectives starts with
defining the purpose and developing specific learn-
ing objectives to achieve organizational goals.

Selecting specific T&D learning methods in-
cludes instructor-led courses, case study, behavior
modeling, role-playing, business games, in-basket
training, on-the-job training (OJT), job rotation, in-
ternships, and apprenticeship training

Identifying specific T&D delivery systems in-
cludes corporate universities, colleges and uni-
versities, community colleges, distance learning,
videoconferencing, vestibule systems, video media,
e-learning for online instruction, virtual reality, and
simulators.

Implementing T&D programs is difficult, as it re-
quires the cooperation of both managers and em-
ployees. Managers must try to implement the T&D
programs on an incremental basis, meaning show-
ing success rates in one area and extending them into
other areas of the company. Employees resist train-
ing because it implies a change. Employee feedback
and record-keeping are vital to correct and improve
any gaps in the program.

Evaluating T&D programs is even more difficult
because it is a soft issue to measure objectively. Var-
ious methods exist for evaluation, including (1) so-
liciting the training participants’ opinions and sug-
gestions, (2) designing pre-test and post-test control
group studies, (3) requesting a 360-degree feedback
from managers, employees, trainers, and colleagues,
(4) assessing whether stated training objectives have
been achieved and that they have resulted in an im-
proved job performance, (5) calculating the return
on training (ROT) investment, and (6) benchmark-
ing with other companies regarding training costs
and ratio of training staff to total employees in a
department, division, or company.

Return on training (ROT), expressed as a percent-
age, is computed as:

ROT = [(Net Present Value of Training Benefits)/
(Net Present Value of Training Costs)] — 1.00

The result is multiplied by 100 to get the percentage.

All benefits and costs are multiplied with the cor-
responding present value factors to result in NPV of
benefits and costs respectively.

Orientation is of two types: employee orientation
and executive orientation. Employee orientation is
the initial T&D effort for new employees to inform
them about the organization (i.e., policies, proce-
dures, and rules), the job (i.e., how his jobs fits into
the organizational structure and goals), the work en-
vironment (i.e., rewards, career management, em-
ployee development, and teamwork), and the work
culture (i.e., dress code and ethics). Executive orien-
tation focuses on learning an organization’s struc-
ture, mission, products and services, competition,
culture, and organizational politics to bring the ex-
ecutive up to speed for early contributions. This re-
quires senior management’s commitment to make
the executive orientation program work. All orien-
tation efforts can establish positive working relation-
ships between the employee and the employer.

Various special training programs are identified
for supervisors, managers, and employees to avoid
potential risks and legal liabilities. These programs
include (1) diversity training to handle protected
groups such as women and minorities properly,
(2) ethics training, dealing with fair play, respecting
laws and rules, rewarding ethical behavior, punish-
ing unethical behavior, and ways to prevent and de-
tect fraud, (3) telecommuter training, dealing with
employees working from home where the super-
visor’s focus is changed from task-based manage-
ment to results-based management, (4) customer
service training, requiring communication and lis-
tening skills to handle customers with care, (5) con-
flict resolution training where conflicts may occur
between employees and between customers and em-
ployees, (6) teamwork training to teach employ-
ees how to work in groups for better performance,
(7) empowerment training, dealing with problem-
solving and decision-making skills, taking responsi-
bility for results, and not abusing the empowerment
privilege, and (8) anger-management training to pre-
vent workplace violence.

0 Learning Objective 5.9:
UNDERSTAND THE
MANAGEMENT DEVELOPMENT
PROCESS

Management development (MD) is a broad term
encompassing elements such as upgrading the KSAs
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required for a manager or a professional to apply
them either in the current job or in a future job.

The managerial talent is a complex group consist-
ing of first-line supervisors, middle-level managers,
and higher-level executives and as such requires a
different type of MD programs to cater to the needs
of each level in the management hierarchy. For ex-
ample, as the level goes up in the hierarchy, there
should be a strong focus on soft skills and general
business knowledge, less focus on hard skills and
vice versa.

The MD programs can be conducted either inside
or outside the company. The reasons for conducting
the program outside the company are that it brings
new viewpoints, different perspectives, and broad
exposure to outside experts. The reasons for con-
ducting the program inside the company are that
customized courses can be developed in less time
and at a reduced cost, the course content is con-
trolled, teamwork is facilitated, and the company
culture is known.

Five related concepts in the MD program include
mentoring, reverse mentoring, coaching, job rota-
tion, and delegation, all with the similar purpose of
learning and growing personally and professionally
with the advice and experience of others.

Mentoring is advising, coaching, and nurturing
a protégé to enhance his career development. The
mentor can be anywhere in the same organization as
the protégé or may work in another organization or
another industry. The mentor or the sponsor could
be the same or different gender as the protégé. Some-
times, a protégé may have more than one mentor to
learn the unwritten rules to make it to the top.

Implications of Mentoring

Mentoring can break the glass-ceiling obstacle fac-
ing women and minorities.

Research has shown that women who have
women mentors have done well in enhancing
their careers.

Research has shown that African-American
women who have one mentor are more likely
to get promoted.

Research has shown that African-American
women who have more than one mentor are
most likely to get promoted.

Reverse mentoring is where older employeeslearn
from younger ones because the latter group has some
special skills that the former group does not have.

This approach will keep the older employees more
productive with special skills and thus more useful
to the company.

Coaching is the responsibility of the immediate
supervisor, who provides assistance much like a
mentor. Coaching is more direct than mentoring.

Although mentoring and coaching concepts sound
good in theory, there are some practical problems in
selecting and pairing the right mentor and the right
protégé, the amount of attention given by the mentor
to the protégé, the temperament of both parties, and
the personality conflicts between the two parties.

Job rotation is a T&D method, which can also be
used as a part of the MD program, where new or
current employees move from one job to another
in order to broaden their work experience and to
increase their KSAs.

Delegation is a higher-level management right
to transfer authority and responsibility to lower-
level management, where the latter group devel-
ops managerial skills such as problem solving and
decision making and learns how to take responsi-
bility and accountability for achieving results. As
a part of the MD program, delegation involves de-
veloping and empowering lower-level management.
Although managers are encouraged to delegate, they
often find it difficult to do so.

0 Learning Objective 5.10:
UNDERSTAND THE
ORGANIZATION DEVELOPMENT
PROCESS

Organization development (OD) seeks big change
in the corporate culture either at the organization
level or at the division level. OD requires change in
the organizational structures, systems, and processes
to achieve the desired goals.

T&D Efforts versus OD Efforts

T&D efforts are small in size and scope (e.g.,
change in an employee’s skillsets).

OD efforts are large in size and scope (e.g., change
in the corporate culture or employee’s work
behavior).

Examples of OD intervention techniques include
survey feedback, quality circles, team building, and
sensitivity training. These techniques together can
achieve the OD goals.
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Survey feedback requires collection of data from
questionnaires, interviews, productivity records,
and employee turnover and absenteeism data. This
feedback data helps in diagnosing the problem ar-
eas, developing action plans to increase employee
productivity and company profits, and improving
overall working relationships.

Quality circles consist of groups of voluntary em-
ployees who meet with their supervisors regularly
to discuss problems, investigate root causes, rec-
ommend solutions, and take corrective actions. The
group as a whole must be familiar with problem-
solving and decision-making processes and tools to
be effective. Both financial and nonfinancial rewards
must be available to this group to keep them moti-
vated and productive.

Team building can boost employee morale, in-
crease employee retention, and increase company
profits. The team-building concept uses self-directed
teams consisting of a small group of employees re-
sponsible for an entire work process or part of it.
Together, they improve their operation or product,
plan and control their workload, and resolve day-to-
day problems on their own. They may even get in-
volved in solving vendor quality and safety-related
problems.

Sensitivity training (T-group training) is designed
to help individuals learn how others perceive their
behavior. Sensitivity training is different from the
traditional mode of training (i.e., learning a pre-
determined set of concepts) in that there is no
agenda, no rules, no authority, no power positions,
and no leaders. Individuals are gathered and start
talking about work-related and common issues they
face in an unstructured environment, where the
trainer is just a facilitator. The T-group training in-
creases interpersonal skills of the participants and in-
creases self-awareness and sensitivity to the behav-
ior of others. A drawback of the sensitivity training
program is that it focuses on changing individuals,
instead of changing the work environment in which
they work.

0 Learning Objective 5.11:
UNDERSTAND THE CAREER
PLANNING AND DEVELOPMENT
PROCESS

Key elements of career planning and development
include career, individual career planning, organiza-
tional career planning, succession planning, career
path, career development, and career security.

A career is a general course that an individual
chooses to pursue throughout his working life. It
is a sequence of work-related positions an individ-
ual has occupied during his lifetime, whether with
one organization or more than one.

Individual career planning is an ongoing process
in which a person establishes personal goals and
identifies the means to achieve them.

Organizational career planning is the planned
succession of jobs mapped out by an organization’s
management to develop its employees in order to
take on increased responsibilities. The organization
identifies career paths and developmental programs
to meet the challenges of increased responsibilities.
Individual career plans and organizational career
plans must be synchronized for maximum benefit
to both the employee and the employer.

Succession planning is the process of ensuring
that qualified individuals are ready to assume key
managerial positions once these positions are avail-
able to fill. The need for succession planning arises
due to untimely deaths, resignations, terminations,
or retirements of higher-level senior managers. Suc-
cession planning should reach lower levels of man-
agement in addition to higher levels of manage-
ment due to delayering of management hierarchy,
implying the importance of lower levels of man-
agement for continued business operations. In this
sense, the succession plan should accommodate the
development of lower level management talent for
readiness.

A career path is the line of progression through
which a person makes job changes within a com-
pany or moves from company to company and from
position to position in order to gain greater knowl-
edge and experience. Usually, career paths focus on
upward mobility, which is not guaranteed because
of business uncertainties. Alternative career paths
include network (vertical jobs with horizontal op-
portunities), lateral (learning new skills in other
functions), dual-career (a technical specialist will
stay as a specialist without becoming a manager),
and downward mobility (i.e., demotion if money
is not a problem). Some may opt to be free agents,
being their own boss.

Career development is a formal approach to en-
sure that employees with the proper qualifications
and experiences are available when needed. Career
development programs ensure the availability of
highly motivated and committed employees.

Individual career planning must start with a self-
assessment of interests and match them against
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the job requirements because self-assessment is the
process of learning about oneself. Tools are avail-
able to facilitate the self-assessment exercise, includ-
ing identifying personal strengths (assets) and weak-
nesses (liabilities) through a balance sheet approach,
taking a personal survey of likes and dislikes, and
taking a professional self-assessment of KSAs to
enrich a person’s professional career in terms of
pursuing college/advanced education or acquiring
professional certifications.

An individual must focus on adding value to his
career by increasing his toolbox with continual per-
sonal and professional development programs to
meet the needs defined by the marketplace.

Ideally speaking, the employee must drive his ca-
reer plans (i.e., objectives and actions) and career
development programs (courses and milestones) be-
cause he knows best or he should know what he
wants and how to achieve them. The employee, of
course, can seek the advice and assistance of his im-
mediate supervisor and work together in developing
career paths and development programs.

Self-Assessment — Self-Development

Organizational career planning must focus on in-
creasing the talent pool of qualified men and women
who can take on increased opportunities in the fu-
ture. When an employee believes that his employer
is interested in his career planning, he is likely to
remain with the company (loyal) and become moti-
vated and productive. The output of the career plans
is used to determine the employee’s training and de-
velopment (T&D) needs.

There can be several inputs to an employee’s ca-
reer development plan, including the employee’s
own career plan and development list, employee—
supervisor mutually identified and agreed-on career
path and development guidelines, employee job de-
scription document to determine the necessary edu-
cation, skills, and experience required to do the job,
and employee performance appraisal report describ-
ing the employee’s strengths and weaknesses docu-
mented by the supervisor.

Specific career development programs include
attending colleges and universities for specific
courses or degree programs, educational workshops
of short duration, trade seminars and conferences,
in-house or outside training courses, or earning pro-
fessional certifications with continuing education
requirements.

The individual employee career plans and devel-
opment programs should complement and supple-

ment the organizational career plans and develop-
ment programs to enhance their value to the indi-
vidual employee and to the organization.

It is human nature to desire career/job security.
Career security can be obtained by developing mar-
ketable KSAs that help ensure continued employ-
ment within a range of careers either inside or out-
side of a company.

0 Learning Objective 5.12:
UNDERSTAND THE EMPLOYEE
PERFORMANCE APPRAISAL
PROCESS

Similar to corporations wanting to grow in sales
and market share to increase profits and stakeholder
value, employees need to grow personally and pro-
fessionally to reach their career goals and make a
positive contribution to the company they work for
and to reach the company’s goals. Goal congruence
is at play here.

Although neither employees nor supervisors like
to give or receive performance appraisal evaluations
for delicate reasons, it is a very important part of em-
ployee career growth plans, can be used in justifying
employee termination and promotion decisions, and
can help in identifying employee training and devel-
opment needs.

Characteristics of an effective appraisal system
include job-related criteria, performance expecta-
tions, standardization, trained appraisers, continu-
ous open communications, periodic performance re-
views, and due process to appeal appraisal results.

Results from the employee performance appraisal
process can be put to several good uses, such as in-
put into human resource planning, recruitment and
selection, training and development, career plan-
ning and development, compensation programs,
employee relations, and assessment of employee
potential in the company.

Two external factors affecting the employee per-
formance appraisal system are: (1) government leg-
islation requiring nondiscriminatory practices to
follow and (2) labor unions preferring seniority
as the basis for promotions instead of perfor-
mance. A major internal factor that affects the per-
formance appraisal is the organization’s culture,
where nontrusting culture does not encourage high
performance.

The employee performance appraisal process is di-
vided into a series of steps, including identifying
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specific performance appraisal goals, establishing
performance criteria and communicating them to
employees (e.g., traits, behaviors, competencies, goal
achievement, and improvement potential), exam-
ining employees” work performed, appraising em-
ployees’ performance, and discussing appraisal re-
sults with employees.

Individuals responsible for conducting the em-
ployee performance appraisal include self-appraisal,
immediate supervisor, senior managers, subordi-
nates, peers and team members, and internal and
external customers, called a 360-degree feedback
evaluation method. The biggest risk with 360-degree
feedback is confidentiality, whether the evaluation is
done internally or externally.

A 720-degree review focuses on the big picture at
the company level for all of its employees, not at the
individual employee level. The review is all about
senior managers and their performance. The partici-
pants in the review include senior managers, subor-
dinates, customers, and investors. This is because se-
nior managers deal more with external parties such
as customers and investors.

Performance appraisal methods include 360-
degree feedback, 720-degree review, rating scales
method, critical incident method, essay method,
work standard method, ranking method, forced
distribution method, behaviorally anchored rating
scales (BARS) method, and results-based system.

Problems associated with the performance ap-
praisal process include appraiser discomfort, lack
of objectivity, halo/horn error, leniency/strictness
effect, central tendency error, recent behavior bias,
personal bias (stereotyping), manipulating the eval-
uation, and employee anxiety.

Halo Error versus Horn Error

Halo error occurs when a manager projects one
positive performance feature or incident onto
the rest, resulting in a higher rating.

Horn error occurs when a manager projects one
negative performance feature or incident onto
the rest, resulting in a lower rating.

0 Learning Objective 5.13:
UNDERSTAND THE EMPLOYEE
RELATIONS ISSUES

Employees constantly move in and out of an
organization—some for good reasons and others for

not-so-good reasons. Examples of employee move-
ments internal to the organization include pro-
motion (upward), transfer (lateral), and demotion
(downward). Examples of employee movements ex-
ternal to the organization include resignation, termi-
nation (discharge), layoff, and retirement. Demotion
can be an alternative to termination.

There is an unwritten (implied) employment con-
tract created when an employee agrees to work for
an employer with no end date for employment,
called the employment-at-will doctrine. In other
words, these at-will employees depend on the good-
will of their employers for continued employment
due to lack of an explicit contract. This means, em-
ployees can be terminated at the will of the employer,
and employees can leave the employer at the will of
the employee. Most non-union employees fall under
the employment-at-will employee category.

For example, union members, who have a collec-
tive bargaining agreement, and teachers, who have a
contract, are not at-will employees. Employees with
an implicit employment contract and who report an
illegal act, like whistleblowers, are not subject to the
employment-at-will doctrine because they are pro-
tected under the provisions of the U.S. Sarbanes-
Oxley Act of 2002.

Employment applications, employee handbooks,
policy manuals, and other employee-related docu-
ments should not contain or imply words such as job
security or permanent employment because a dis-
charged employee can use these documents against
an employer in a lawsuit of wrongful discharge.
Other protective measures that an employer can
take include employee’s signed acknowledgment of
the at-will disclaimer, developing clearly written job
descriptions, conducting regular employee perfor-
mance appraisals, and giving frequent verbal per-
formance feedback to employees.

An employer can invoke a penalty against an em-
ployee who was subject to disciplinary action and
consequently discharged with the reason that the
employee failed to meet certain established employ-
ment standards.

To handle disciplinary actions properly, organiza-
tions should follow a structured approach in terms
of defining specific steps. These steps include set-
ting organizational goals, establishing employment
rules, communicating the rules to employees, ob-
serving employee actual performance, comparing
actual performance with rules, and taking appro-
priate disciplinary actions. These steps are needed
to avoid legal and financial risks.
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Three important approaches are available to han-
dle disciplinary actions: hot-stove rule (i.e., advance
warning), progressive disciplinary action (mini-
mum penalty), and disciplinary action without
punishment (i.e., time off with pay). The progres-
sive disciplinary action approach is designed to im-
pose a minimum penalty appropriate to the offense
and requires the employer to follow specific steps in
sequence:

Oral Warning — Written Warning — Suspension — Termination
(Least Severe) (Most Severe)

Many organizations are rethinking their approach
to disciplinary actions, deciding to abandon warn-
ings (oral and written) and suspensions (unpaid time
off) and going strictly with disciplinary action with-
out punishment (i.e., time off with pay). This rethink-
ing is attributed to avoiding or reducing legal and
financial risks.

Employers must be consistent in their disciplinary
actions against employees from the beginning to the
end; that is, actions cannot be too lenient in the be-
ginning and too strict at the end. Consistent action
means a long-term employee might receive merely
a suspension notice, whereas a short-term employee
might be terminated for the same serious violation.

Grievance procedures under a collective bargain-
ing agreement (union organization) are handled
differently than in a non-union organization. A
grievance is an employee’s dissatisfaction or feel-
ing of injustice relating to his job (e.g., getting fired).
Arbitrators, mediators, and union stewards are in-
volved in union organizations to solve grievance
problems. Non-union organizations are encouraged
to develop and implement formal grievance pro-
cedures so that an employee can make complaints
without fear of reprisal.

Firing costs are expensive, especially when there
is a judgment error associated with it. There are two
types of firing errors: (1) Yes-Fire error exists when
the employer decides to fire when the employee does
not deserve firing. (2) No-Fire error exists when the
employer does not fire when the employee deserves
firing.

The U.S. Office of Personnel Management (OPM)
developed alternative dispute resolution (ADR)
guidelines to help employers and employees avoid
going to courts because the court system is costly,
uncertain, and untimely. The ADR is a procedure
whereby the employee and the employer agree
ahead of time that any problems will be addressed

by agreed-upon means, as follows:

Alternative Dispute Resolution = Arbitrator or
Mediator or Ombudsperson

An arbitrator is an impartial third party who en-
ters into a dispute case between a labor union and
company management for a binding resolution. He
acts as judge and jury.

A mediator is a neutral third party who enters into
a dispute case between a labor union and company
management when a bargaining impasse has oc-
curred. He acts like a facilitator and informal coach
to ensure that bargaining discussions are fair and
effective. Mediation is a voluntary process.

An ombudsperson is a complaint officer in a com-
pany who has access to top management and who
hears employee complaints, investigates, and recom-
mends appropriate action.

Arbitrators and mediators are involved in han-
dling disputes in private-sector organizations with
labor unions and in public-sector organizations. Use
of an ombudsperson is seen more in private-sector,
non-union organizations.

Termination is the most severe penalty, requiring
careful consideration on the part of the employer.
Termination of nonmanagerial and nonprofessional
employees is handled differently from the ter-
mination of higher-level executives and middle-
level /lower-level managers and professionals.

For example, termination procedures for nonman-
agerial and nonprofessional employees (e.g., truck
drivers and waiters) are dictated by whether these
employees belong to a union.

Usually, executive jobs are protected under a con-
tract, if there is one. They have no formal appeal
rights because the termination could be due to
valid business reasons (e.g., economic downturn, re-
organization and downsizing, and decline in per-
formance and productivity). However, executives
involved in illegal activities such as management
fraud, insider trading, or a sexual harassment suit
can be terminated. Terminated executives can be
costly to replace and can make negative statements
about the company to the press in order to damage
its reputation.

Middle-level and lower-level managers and pro-
fessionals are most vulnerable to termination, unless
they belong to a union, because their employment
depends on the will and whim of their immediate
supervisor.

Resignations occur on a voluntary basis by the
employee or are forced by the employer. When an
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employee resigns on a voluntary basis, the employer
must determine the reasons for leaving through the
use of an exit interview (before an employee departs)
and post-exit questionnaire (after an employee has
departed).

Exit interviews, which are face-to-face meetings,
can identify the reasons for leaving, which can be
used to change the HR planning process, modify
training and development programs, and address
other areas needing improvement. A major problem
with the face-to-face exit interview is that the depart-
ing employee may not tell the interviewer the real
reasons for leaving due to their sensitivity.

Post-exit questionnaires are sent to former em-
ployees several weeks after they leave the company
to determine the real reasons they left, which can
negate problems with exit interviews. The departed
employee may respond freely to the questionnaire
because he is not in front of the interviewer.

The best way to manage employee relations is to
conduct a periodic attitude survey of current em-
ployees to determine their feelings, issues, and con-
cerns related to their jobs and to seek their ideas for
improvement. The scope of the survey can include
nature of the work, supervisor relations, work envi-
ronment (tools and materials), flexibility in the work
schedules, opportunities for job advancement, train-
ing and development opportunities, pay and bene-
tits, and workplace safety and security concerns. The
results from the survey can benefit the employer in
correcting the identified gaps on a proactive basis be-
fore problems get out of hand. If uncorrected, they
can result in employees leaving the company.

The Nature of Employee Feedback

Employee attitude surveys are proactive in nature
and timely.

Exit interviews and post-exit questionnaires are
reactionary in nature and untimely.

All of the above focus on the same thing except
for differences in timing and results.

0 Learning Objective 5.14:
COMPUTE THE HUMAN CAPITAL
METRICS

Human capital metrics provides an objective evalua-
tion of the efficient and effective utilization of finan-
cial and human resources allocated for managing the
HR function in an organization.

Several human capital metrics are available from
the Saratoga Review:

Examples of Human Capital Metrics

Revenue per Employee = Total Revenues/Total
Number Fulltime Equivalent Employees (FTEs)

Labor Cost Revenue Percent = (Regular
Compensation Costs + Benefits Costs)/Total
Revenues

Labor Cost Expense Percent = (Employee
Compensation Costs + Benefits
Costs Excluding Payments for Time Not
Worked)/Total Operating Costs

Profit per Full-time Employee = (Total
Revenues — Total Operating Costs)/Total
Number FTEs

HR Headcount Ratio = Total Headcount/Direct
HR Headcount

HR Spend per Employee = Total
HR Budget/Total Number FTEs

Number of Qualified Candidates per Requisition
= Qualified Applications/Total Number
Approved Requisitions

Time to Fill = Total Days to Fill/Total
Number of Hires

Rehire Percent = Number of Rehires/Total
Number of External Hires

Learning & Development (L&D) Hours per
Employee = Total Number L&D Hours/Total
Number FTEs

HR Outsourcing Costs per Employee Served =
Direct HR Outsourcing Costs/Total Headcount

Average Time to Promotion = Total Number
Months to Promotion/Total Number
Promotions

First Year of Service Turnover Rate = Total
Turnover with One Year of Service/Total
Headcount with One Year of Service

Internal Management Hiring Source = Number
Internal Management Hires/Total Management
Requisitions Filled

Percent of Management with No Direct Reports
= Management Headcount with No Direct
Reports/Total Management Headcount
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Key Position Pipeline Utilization = Key Positions
Filled by Succession Planning Candidates/
Total Number Key Positions Filled

One or More Candidate Succession Planning
Depth = Total Number Key Roles with One
or More Unique Successors/Total Number
Key Roles

Executive Stability Ratio = Executive Headcount
with Greater Than Three Years of Service/
Total Executive Headcount

Source: U.S. Saratoga Review: Monthly Benchmarking and Hu-
man Capital Newsletters, PricewaterhouseCoopers, July 2006
to September 2008 (www.pwc.com).

Self-Assessment Exercise

Online exercises are provided for the learn-
ing objectives in this module. Please visit
www.mbaiq.com to complete the online exercises
and to calculate your MBA IQ Score.
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0 Learning Objective 6.1:
UNDERSTAND THE BASIC
CONCEPTS OF FINANCIAL
ACCOUNTING

Financial accounting is the language of business.
All business transactions will eventually end up in
financial statements. Accounting principles are used
to classify, record, post, summarize, and report busi-
ness transactions between various parties involved.
Accountants apply their professional standards to
analyze business transactions, prepare estimations,
and report business events. The business transac-
tions data accumulated in the chart of accounts are
used to prepare the financial statements of an orga-
nization.

The scope of basic concepts in financial accounting
includes accounting concepts, accounting principles,
and quality of accounting information. The scope of
accounting concepts includes business entity, cost,
matching, and others (i.e., materiality, accounting
period, and revenue recognition).

Business Entity Concept

The individual business unit is the business entity for
which economic data are needed. This entity could
be an automobile dealer, a department store, or a gro-
cery store. The business entity must be identified so
that the accountant can determine which economic
data should be analyzed, recorded, and summarized
in reports.

The business entity concept is important because
it limits the economic data in the accounting sys-
tem to data related directly to the activities of the
business. In other words, the business is viewed as
an entity separate from its owners, creditors, or other
stakeholders. For example, the accountant for a busi-
ness with one owner (a proprietorship) would record
the activities of the business only, not the personal
activities, property, or debts of the owner. The busi-
ness entity concept can be related to the economic
entity assumption, which states that economic ac-
tivity can be identified with a particular unit of ac-
countability; going-concern assumption, where the

Learning Objective 6.13: Understand
the Meaning and Application of
Responsibility Accoun