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MANAGERIAL APPLICATIONS

Benchmarking the Lincoln Electric Company

Lincoln Electric company has had a long history of delivering large profits. Often, this record is attributed to Lincoln’s
unique reward system, which places a heavy empbhasis on incentive compensation (we describe this system in detail in
Chapter 13). Managers from all over the world come to the Lincoln Electric headquarters at Cleveland, Ohio, to study the

system. Our analysis suggests that these managers should consider Lincolms business environment, strategy, and other

elements of organizational architecture (for instance, its decision-right system) in their benchmarking. Lincoln’s success
should not be attributed to its reward system alone but to how well this feature fits with its environment and overall
architecture.

Interestingly, Lincoln managers made the costly mistake of ignoring the complementary nature of these systems
themselves. During the 1980s, the management at Lincoln decided to export its incentive system internationally through
a series of mergers throughout Europe, Asia, and Latin America. Unfortunately, the system did not fit the business
environments at many of their new locations. For instance, the influence of unions in Germany and labor laws in Venezuela
made it impossible for Lincoln to implement its compensation system successfully. Lincoln ended up losing millions of
dollars on these ventures. Lincoln might have avoided these mistakes if in its decision-making process it had applied
carefully the framework discussed in this book.

Once jobs are created, firms must design reward systems that will attract and re-
tain qualified individuals. Chapter 14 analyzes the level of pay and the components
of the compensation package—the mix between salary and fringe benefits. The focus
in this chapter is how to design pay packages that allow firms to attract and retain
qualified employees at the lowest cost. Although the level of pay attracts individuals
to jobs, incentive compensation generally provides a primary motivation for employ-
ces to complete the assigned tasks. Chapter 15 provides a detailed analysis of incentive
compensation.

Incentive plans base their payoffs on measures produced by the performance-evaluation
system. Chapter 16 focuses on performance measurement of individual employees, while
Chapter 17 examines performance measurement of subunits within the firm—for exam-
ple, divisions and subsidiaries.

ANALYZING MANAGERIAL DECISIONS: Eastman Kodak

For many years, Eastman Kodak had a virtual
monopoly in film production. This market power
resulted in large profits. It also permitted Kodak to
control the timing for introducing new products to
the marketplace and responding to changes in con- These changes in the market environment placed
sumer demands. L significant pressure on Kodak. Kodalds stock price
By the 1980s, Kodalds market environment had dropped from over $85 per share in 1982 to just over

logical.explosion. Improved communications, design

capabilities, and robotics allowed companies to bring
new products to market within ‘months rather than
e arget wi

changed materially. The Fuji Corporation produced
high-quality film that eroded Kodal’s market share.
Increased competition also came from generic store’
brands. In addition, the 1980s witnessed a techno-

- $71 in 1984, This 16 percent decline in stock price

appears particularly dramatic when it is compared to

the substantial increase in stock prices for the market

as a whole. Earnings per share at Kodak also dropped




substantially The company reahzed it had to change

_its organization to regain profits and market share. To

_quote Colby Chandler, former CEO of Kodak; at the
o 1984 annual meeting:

Like many companzes, we are not used to working in
an environment where there is rapid technological
transfer from laboratory to the - marketplace. But we

fenow that will be i impor tant in our ﬁuure

k Dunng 1984, Kodak undertook a major cor-
porate restructuring. Prxorm

 decision making at Kodak was quite centralized.

_ Top-level approval was required for most major

decisions. The restructuring created 17 new business

_ units with profit-and-loss respon31b111ty Business-

unit managers were given increased dec1smn—mak1ng

 authority for new products, pricing, and other .
_ important policy choices. By ecentrahzmg decision
k nghts, senior management hoped to make the

OrI€ I€S OHSlVC to changxng Cu, tomer

demands and matke
annual report:

In short, Kodak is ﬁndmg new ways o mmu/a_@ﬂlg
innovative nature of its people. The result: a spiriz of

 independence; new ideas anda quzckened pacein
the process which tums new zdeas nto’ commerczal

realities. L

Unfortunately for Kodak changmg the 'dsszgnment,: -
 of decision rzg/m did not have a sxgmﬁcan impacton el -
’ f*Démo'q‘z-zt and Chroniqle (June'~27, 1993).

the company’s performance In response, Kodak
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' adopted the Management Annual Performance Plan
: (MAPP) in 1987: Under thls plan, the base salary

management employees was reduced by 10 percent
and replaced with a varlablehbonus The borus was

to ayerage 10 percent, ranging from 0 to 20 -percent.

Bonus payments were based on 1nd1v1dua1 umt, and
company objectives. ‘
_ The idea behind MAPP was that changmg

_ the perfbrmzznce—eualuatwn and rewczrd systemns-
would n monvate managers to be more creative and
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ditiO'nsTTo qu ‘the 1984 ‘

The plan, however, did not have a-
‘ ,n'managenal incentives or corporate
proﬁts In 1993, Kodak officials were quoted as

saying (1) tha 'management had not really been

held accou ,table for its fallure to dehver results,
(2) that management had to develop toughet work

standards and dem fmhngemplqyees, and
 (3) that

mthe past, managers who'advanced at
Kodak had excelled in office politics but not

nec'es >ar11y leadershi
lack of success, Kodaks board of d1rectors ﬁred its:

. CEO in late 1993

1 What factors motlvated Koda.k to change its or-

ganlzauonal architecture?

~ 2 - What mistakes d1d Kodak ‘rnake in changlng its

, archltecture’
. What mlght it have done dlfferentlyP

* Frustrated by the contmued‘_ ‘

Summary

design that are major determinants of the success or failure of firms:

* The assignment of decision rights

¢ The methods of rewarding individuals

Organizational architecture includes three important components of organizational

* The structure of systems to evaluate the performance of both individuals and

business units

The fundamental problem facing both firms and economic systems involves trying
to ensure that decision makers have the relevant information to make good decisions
and that these decision makers have appropriate incentives to use their information pro-
ductively. The price system provides an architecture that helps solve this problem in
markets. Through market transactions, decision rights tend to be transferred to individ-
uals with the relevant knowledge to make productive use of the resources. The marker




