CHAPTER 5

Controlling the Multidivisional

Organization: General Motors in
the 1920s

BEFO RE World War I, the Du Pont Powder Com-
pany was using almost every management accounting pro-
cedure for planning and control known today. To monitor
and control the intermediate output produced by each
single-activity department, Du Pont used accounting sys-
tems developed by manufacturing and distribution firms
during the nineteenth century. In addition, Du Pont devel-
oped new budgeting and return on investment systems to
plan and control the use of capital. With its comprehensive
accounting systems, the Du Pont Powder Company could
assess internalized operations that encompassed every ac-
tivity in a single industry, from gathering raw materials to
serving the final consumer.

The founders of Du Pont and other entrepreneurs cre-
ated vertically integrated firms because they perceived op-
portunities for higher profits in a well-managed hierarchy
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than in unaided market exchange. To search for and manage
opportunities for higher profit, vertically integrated firms
relied heavily on internal accounting information. Prompt
access to such information was no guarantee, however, that
top managers would invariably realize sought-after profit.

Two obstacles particularly could jeopardize the success
of the integrated firm. One was the complexity of vertically
integrated firms; the other was managerial indifference to
owners’ goals. Growth in the size and variety of firms’ activ-
ities could overwhelm even the most dedicated owner-
managers, but as professional managers replaced owner-
managers, a new problem, indifference to owners’ goals,
arose. As an employee, the manager does not necessarily
share to the same degree the owner’s interest in attaining
profits. Consequently, the public generally believed in the
early 1900s that managerial indifference and increased com-
plexity would cause large firms to topple from internal in-
efficiency or else, by abusing their market power, to pass on
to customers, workers, stockholders, and other outsiders the
costs of bureaucratic inefficiency.!

The Multidivisional Enterprise Emerges

The record of the past eighty years certainly sug-
gests that giant enterprises are capable of efficient and ac-
ceptable behavior.2 Their growth in size and numbers during
the volatile and unpredictable course of twentieh-century
economic history indicates that they have coped well with
the potential loss of management control resulting from
complexity and the failure by professional nonowner man-
agers to concentrate on profit-oriented goals. They have
overcome these causes of bureaucratic paralysis largely by
transforming the unitary, or centralized, organization into a
new structure, the multidivisional organization. Referring
to the multidivisional structure as “American capitalism'’s



MULTIDIVISIONAL FIRMS 95

most important single innovation of the 20th century,”
Oliver Williamson credits it with preserving the vitality of
giant enterprise by permitting “the corporation to limit the
degree of control loss and subgoal pursuit that, without in-
novation, were predictable consequences of large size.
Rather than be overcome by what otherwise would have
been serious bureaucratic disabilities, the corporation has
responded with a demonstrated capacity for self-renewal.”
The multidivisional enterprise does not abandon “the [uni-
tary] structure; rather, it attempts to harness the [unitary
structure’s] solution to the division of labor problem within
a larger organizing framework. The technical benefits of the
[unitary] organization are thereby preserved, while its un-
desirable control loss and goal pursuit properties are re-
strained.”®

The first integrated firms to become multidivisional,
such as Du Pont, were owner-managed. The multidivisional
organization was created primarily to restrain the loss of
control precipitated by inordinately complex activities in a
unitary firm, not to overcome managers’ indifference to
owners’ goals. Undue complexity of activities threatened the
viability of several of the nation’s largest and best-run inte-
grated industrial firms (for instance, Du Pont, General Mo-
tors, Sears, and Standard 0il®) when they expanded into a
diverse array of new product lines or new geographic terri-
tories after World War 1.

At Du Pont, diversification occurred almost by accident.
The company’s search for ways to use by-products of smoke-
less gunpowder produced during World War I led to the dis-
covery of several products (among them, plastics, synthetic
fibers, and exterior paint additives) that bore no resem-
blance to the company’s traditional line of explosives except
for their origins in a common chemical technology. This ar-
ray of new products multiplied enormously the complexities
of managing the company and threatened to unravel the
efficient integration of multiple activities the company had
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achieved before the war with a product line in one industry
(explosives). Alfred Chandler gives us a vivid account of the
complexities engendered by this product diversification at
Du Pont:

The essential difficulty was that diversification greatly in-
creased the demands on the company’s administrative offices.
Now [ca. 1919] the different departmental headquarters had to
coordinate, appraise, and plan policies and procedures for plants,
or sales offices, or purchasing agents, or technical laboratories in
a number of quite different industries. The development of plans
and the appraisal of activities were made harder because execu-
tives with experience primarily in explosives were making deci-
sions about paints, varnishes, dyes, chemicals, and plastic prod-
ucts. Coordination became more complicated because different
products called for different types of standards, procedures, and
policies. For although the technological and administrative needs
of the new lines had many fundamental similarities, there were
critical dissimilarities.

The central office was even more overwhelmed than the de-
partments by the increased administrative needs resulting from
diversification. Broad goals and policies had to be determined for
and resources allocated to functional activities, not in one indus-
try but in several. Appraisal of departments performing in diverse
fields became exceedingly complex. Interdepartmental coordina-
tion grew comparably more troublesome. The manufacturing per-
sonnel and the marketers tended to lose contact with each other
and so failed to work out product improvements and modifications
to meet changing demands and competitive developments. . . .
Each of the three major departments—Purchasing, Manufactur-
ing, and Sales—made its own estimates and set its own sched-
ules.’

Companies like Du Pont used the decentralized multi-
divisional organization to alleviate the chaos and confusion
that diversification brought to a centralized, multi-activity
organization. Alternatively, they might have managed diver-
sity by designing systems to trace accurately each product
line’s consumption of resources and profitability. As we
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showed in chapter 3, this alternative means of managing a
diverse line of products was discussed by scientific manage-
ment advocates in the early 1900s. The high cost of process-
ing information seems, however, to have precluded imple-
mentation of strategic product costing systems early in the
century. The multidivisional organization offered a less
costly means to manage product diversity.

The multidivisional organization assigns to top man-
agement the task of planning the company’s strategy, while
assigning to subordinate managers the task of coordinating
and controlling the operating activities for each of the com-
pany'’s different product lines or sales regions. By relieving
top managers of responsibility for day-to-day operations, the
multidivisional organization extends its span of control to
encompass the affairs of several integrated multi-activity or-
ganizations. The manager who heads each of the internal-
ized multi-activity organizations, known as divisions, con-
centrates fully on the operating activities of a single product
line or a single geographic region. By separating policy
managers from operations managers, the multidivisional
firm overcame the main stumbling block to diversification
posed by the unitary form of organization: the loss of con-
trol that top management faced when asked to administer
simultaneously both long-run policy and an impossibly
complex array of operating details for several diverse prod-
ucts.

To point these separate management groups toward
common firm-wide goals, multidivisional firms relied on
management accounting systems for data to evaluate divi-
sional performance, company-wide performance, and future
company policy. Understandably, these systems borrowed
accounting procedures already used in integrated multi-
activity firms; each division of a multidivisional firm re-
sembles a freestanding integrated firm, managing its own
business with a centralized organization in which purchas-
ing, manufacturing, and sales managers report to a general
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divisional manager. However, multidivisional firms had a
new use for return on investment information. Whereas uni-
tary, multi-activity firms used return on investment infor-
mation to centralize the allocation of capital among the
firm’s varied activities, multidivisional firms used the ROI
measure to delegate to division managers the entire respon-
sibility for using capital efficiently. This delegation of re-
sponsibility was possible because return on investment
information about each division’s internalized activities
assured top managers that the division managers would give
strict attention to top-level profit goals. These relatively un-
ambiguous measures of divisional performance enabled top
managers to reward successful division managers with both
additional capital and promotions to top management
posts. On the other hand, they could withhold capital from,
and even dismiss, division managers who failed to perform.
By helping the different management groups, top policy
managers and divisional operations managers, work toward
common goals, return on investment information enabled
early multidivisional firms to perform the same roles as the
markets for capital and for managers perform today? In
theory at least, these markets can withhold capital from and
discipline top managers of integrated firms who fail to per-
form adequately. In the early 1920s, however, labor and cap-
ital markets were relatively undeveloped and inefficient.
Multidivisional organizations arose to supplant these mar-
kets by internalizing the multi-activity operations of several
integrated firms to earn higher asset returns than the market
could elicit from the same firms if they operated indepen-
dently. This argument has been generalized by Williamson
in his multidivisional hypothesis:
The organization and operation of the large enterprise along the
lines of the [multidivision form] favors goal pursuit and least-cost
behavior more nearly associated with the neoclassical profit max-
imization hypothesis than does the [unitary form] organizational
alternative .
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Researchers in the past ten or fifteen years have marshalled
an impressive array of empirical evidence that supports this
hypothesis, although the results are undoubtedly driven by
the relative efficiency of markets in the periods studied
and should not, therefore, be generalized beyond those pe-
riods.!°

The success of the multidivision organizational form de-
pends on the management accounting system to perform
three particular tasks better than the markets for capital or
for managers:!! provide strong incentives for managers to
seek profit-oriented goals; increase the power of incentives
through internal audits by linking performance to probable
causes in a discriminating way; and develop monitoring and
measuring procedures that help to allocate cash flows to
high-yield uses in a sequential, adaptive manner. By provid-
ing an internal quasi-capital market to monitor and disci-
pline top managers of vertically integrated organizations,?
the management accounting system of the multidivisional
firm undoubtedly did much to avert Adolph Berle and Gar-
diner Means'’s dire prophecies about professionally managed
giant enterprise.!* The system was able to stimulate in the
multidivisional firm a market for professional general man-
agers, a market that virtually did not exist before the
1920s." It provided, in other words, a mechanism not only
to evaluate general managers, but also to channel their self-
interest toward the owners’ interest in profits.

Executives of large American corporations did not
quickly recognize and understand the unique properties of
either the multidivisional firm or its management account-
ing systems. Substantial numbers of vertically integrated
firms did not adopt the multidivisional structure before
World War II. The academic and general business public did
not become familiar with this remarkable innovation until
the 1950s. It is all the more intriguing, then, to examine the
ideas about management accounting that leaders of one of
the first multidivisional industrial organizations, General
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Motors Corporation, expressed in the 1920s. Their manage-
ment accounting procedures reflected a profound under-
standing of the gains from having the multidivision firm
internalize the markets for capital and for managers.

General Motors

Founded in 1912 by the visionary William C. Dur-
ant, General Motors combined into one organization several
integrated units, each of which manufactured and sold a
unique line of autos or parts.”® Each unit performed all the
operating functions, such as marketing, manufacturing, and
purchasing, that an independent manufacturing company
performs, and each unit’s administrative system resembled
a unitary form of organization. Durant, in consolidating
these autonomous auto and parts manufacturing units into
one giant firm, hoped to achieve economies in areas such as
manufacturing, finance, and management. He originally en-
visioned, in other words, a consolidated enterprise whose
total profits would exceed the combined profits that would
have been earned by the individual units operating as sepa-
rate companies.

Despite this noble goal, Durant’s practice at GM never-
theless failed, primarily because he was unable to resolve
the problems entailed in administering a diversified com-
pany. He did not have an administrative system that could
direct the activities of each operating unit toward common
goals. His unwieldy management procedures immersed
Durant in the detailed activities of each operating unit. Thus
embroiled, Durant could not give his attention to general
policy making and could not achieve the savings that coor-
dinated operations can produce. Durant’s special style of
management even prevented many of GM’s operating units
from performing as efficiently as they might have done as
independent companies.

Durant’s inability to control GM’s diverse operating
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units precipitated an inventory crisis in 1920 that led to
Pierre du Pont succeeding Durant as company president.
The Du Pont Company had invested heavily during the war
in Durant’s forward-looking enterprise. With their substan-
tial investment threatened by Durant’s unanticipated mis-
management, the Du Ponts were drawn inexorably into
managing the auto company’s affairs after the Armistice.
Already known for their prowess as managers, the Du Pont
Company officials took over from Durant with the blessings
of GM’s creditors and other stockholders.

Pierre du Pont’s leadership, coupled with the brilliant
insights of Alfred P. Sloan, Jr., one of Durant’s executives, led
to developing GM'’s well-known multidivisional structure in
which top management coordinates, appraises, and plans
GM'’s diversified activities without having to supervise its
day-to-day operations. This structure places full responsibil-
ity for operating performance on the general managers of
each division, freeing top management to concentrate on
policy making and to coordinate divisional performance
with company policies. Not surprisingly, a key component
of this Du Pont-designed organization was a sophisticated
set of management accounting procedures introduced by
Donaldson Brown, who applied to GM the Du Pont Com-
pany’s advanced and sophisticated financial control tech-
niques.

GM'’s management accounting system performed three
tasks to permit what Brown described as “centralized con-
trol with decentralized responsibility.” First, it provided an
annual operating forecast to compare each division's ex ante
operating goals with top management’s financial goals. Top
management used the operating forecast to coordinate each
division’s expected performance with company-wide finan-
cial policy. Second, the system provided sales reports and
flexible budgets that indicated promptly if actual results
were deviating from planned results. They further specified
the adjustments to current operations that division manag-
ers should make to achieve their expected performance
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goals. The sales reports and the advanced flexible bud-
get system provided the control for each division’s actual
performance. Third, the management accounting system
allowed top management to allocate both resources and
managerial compensation among divisions on the basis of
uniform performance criteria. This encouraged both a high
degree of automatic compliance with company-wide finan-
cial goals and, also, divisional managers’ autonomy. We
shall describe in some detail, how this innovative manage-
ment accounting system faciliated coordination, control,
and compliance at GM in the twenties.!¢

GM’s fundamental goal was to secure “the permanent
welfare of the owners of the business.”!” Brown said that “a
business owes its existence to its owners” and therefore is
“expected to operate for their benefit.” The basic financial
policy that guided GM’s top management after 1921 was to
earn the highest long-run return on investment “consistent
with a sound growth of the business.”'® The policy did not
mean that the company should strive to earn, in Brown'’s
words, “the highest attainable rate of return on capital, but
rather the highest return consistent with attainable volume,
care being exercised to assure profit with each increment of
volume that will at least equal the economic cost of addi-
tional capital required.”!® In practice, top management stip-
ulated that the corporation over the long run should earn
average after-tax profits equal to 20 percent of investment
while operating on average at 80 percent of rated capacity
(the so-called “standard volume”).

It was extremely difficult, however, to coordinate the
company's actual operations in the short run with these
long-run rate of return and standard volume goals. At GM,
or any automaker for that matter, sales and profits in the
1920s fluctuated enormously over seasonal and cyclical
trends that were difficult to predict. Contributing to these
fluctuations were the volatile demand for automobiles, a du-
rable capital good whose purchase or replacement consum-
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ers could postpone for long periods of time; the practice,
industry-wide by the 1920s, by which automakers an-
nounced retail prices at the beginning of a model year and
adhered to those prices during the year, even when market
demand changed; and the typical automaker’s high fixed
costs. Rigid annual prices and high fixed costs meant that
an automaker’s profits and return on investment varied
greatly, depending upon annual fluctuations in the ratio of
output to average annual capacity. These largely unpredict-
able short-run variations made it difficult to coordinate
short-run operating plans with long-term financial goals.?

Responding to this difficulty, Brown designed a unique
annual “Price Study” that enabled GM’s top management to
coordinate each division’s annual operating plan with the
company’s long-term return on investment and standard
volume policies. Each division manager prepared a Price
Study every December for the coming model year (August
1-July 31).2' Albert Bradley, Brown's protégé at GM, pro-
vided a succinct description of the Price Study.

[The Price Study] embodies the Division’s estimates of sales in
units and in dollars, cost, profits, capital requirements, and return
on investment, both at Standard Volume and at the forecast rate
of operations for the new sales year, all on the basis of proposed
price. The Price Study, in addition to serving as an annual forecast,
also develops the standard price of each product; that is, the price
which, with the plant operating at standard volume, would pro-
duce the adjudged normal average rate of return on capital which
has been referred to as the economic return attainable. Proposed
prices can therefore be directly compared with the standard prices
which express the Corporation’s fundamental policy, and a means
is thereby provided for the measurement of departures from the
policy. . . .2

A division’s Price Study consisted of three basic elements: a
forecast of operations calculated at the coming year’s ex-
pected volume, a forecast of operations calculated at the
standard volume, and a determination of each product’s



104 RELEVANCE LosT

standard price. Top management used two of the elements,
the forecast at expected volume and the standard price data,
to coordinate each division’s ex ante operating plan with the
company'’s long-run financial policy. These two elements of
the Price Study provided, in Bradley’s words, “a means of
gauging an operating program in terms of the fundamental
policy of the Corporation regarding the rate of return on
capital investment, as related to the pricing of the product,
and the conditions under which additional capital will be
provided for expansion.” The third element of the Price
Study, the forecast at standard volume, provided top man-
agement with “a tool for the control of current operations.”*

A division manager’s initial task in preparing the annual
Price Study was to forecast the coming year’s expected rev-
enue, costs, and return on investment. First he estimated the
two components of total revenue: proposed selling price and
expected sales volume. Between the two components, price
was presumably the least difficult to predict. The company’s
policy after 1921 was to restrict the products of each division
to a distinct price range. Moreover, the coming year’s price
had to correspond to the current year’s prices and to com-
petitors’ expected prices. Next, the manager estimated sales
volume. Each division manager had sole responsibility for
establishing the number of vehicles the division would sell
and for seeing to it that his division’s ultimate sales goal was
met. Considerable help with making sales estimates was
available, however, from top management’s advisory staff.
In fact, by 1925 the corporate central office assisted the di-
visions in making their sales forecasts by estimating GM's
share of national automobile demand in each division'’s
price range. The central office derived these estimates from
data on expected consumer disposable income, sales trends
of the past three years, and the expected impact of style,
quality, and price on GM’s share of each division’s market.?*

After arriving at an estimate of the coming year’s total
revenue, the division manager estimated operating costs,
capital requirements, and return on investment. Division
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managers used data on past ratios of costs to output and
investment to output, tempering these data, of course, with
information concerning expected changes in both factory
prices and productive efficiency. Presumably it was not dif-
ficult to estimate unit variable operating costs. An estimate
of new fixed investment was probably more difficult to
make. The only available indication, found in a published
source, of how the company planned its capital expansion
suggests that management geared new investment both to
estimated future output and to the company’s standard vol-
ume policy that annual output should average 80 percent of
practical annual capacity over the long run. It may be, as
several authorities believe, that the company’s standard vol-
ume policy provided a means of estimating long-run capital
requirements.? Certainly the forecast did predict the actual
investment expected during the coming year. With that in-
vestment figure, and the net profit calculated from the rev-
enue and cost estimates, the coming year’s actual return on
investment could be forecast.

A divisional manager’s expected return on investment
and his proposed selling prices for a coming year did not
inevitably meet the basic long-run goal formulated by top
management. For example, when the projected operating
rate exceeded 80 percent of capacity, proposed selling prices
could be high enough to ensure a divisional return on in-
vestment forecast that was at or above 20 percent for the
coming year but too low to ensure an average return of 20
percent in subsequent years, when operating rates might fall
below 80 percent. To avoid unintentional cases in which pro-
posed prices and expected return on investment rates did
not meet the corporation’s long-run goals, top management
compared the proposed selling prices in each division’s fore-
cast with the so-called “standard price.” Standard prices, as
Bradley said, expressed “the Corporation’s fundamental pol-
icies [and they provide a means] for the measurement of
departures from the policy.”?¢

The standard price was the factory-delivered price that
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a division had to charge at standard volume (80 percent of
capacity) in order to earn the standard return on investment
(20 percent). Standard price ratios, the markup rate over
factory production costs, were apparently calculated from
Price Study data. The ratio remained unaltered until a per-
manent change occurred either in capital turnover rates,
factory operating efficiency, or the division’s return on in-
vestment target.

Because the company applied fixed factory production
costs at the standard volume rate to all units produced, unit
factory production costs, by which the standard price ratio
was multiplied, varied during the model year only if changes
occurred in variable material or labor costs.?” Consequently,
the dollar equivalent of the standard price ratio (unit fac-
tory costs at standard volume multiplied by the standard
price ratio) yielded just enough total revenue to cover all
costs and return 20 percent on investment at standard
volume.

If the factory-delivered price charged to dealers always
equalled the standard price, then total profits would yield a
return on investment in excess of 20 percent when the op-
erating rate exceeded 80 percent and conversely a return
below 20 percent when the operating rate was less than 80
percent. The company expected that the high profits earned
at high operating rates and the low profits earned during
low operating rates would average out to a long-run 20 per-
cent on investment. Given its standard price data, top man-
agement felt reasonably certain that if the actual selling
prices proposed for the coming model year were in line with
the standard price, then the operating forecast in a division’s
annual Price Study would conform to the company’s long-
run policies regarding return on investment and standard
volume.?®

It should be emphasized that GM did not use standard
price data to determine the actual prices to be charged dur-
ing any given model year. Rather, the apparent purpose of
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the standard price policy was to determine the minimum
markup needed to make the planned operations of a division
comply with the corporation’s long-run financial policy. Top
management assumed that the proposed selling price for
any particular year was determined in the competitive mar-
ketplace. The divisional manager’s main responsibility was
to adjust costs and capital turnover ratios in order to assure
that his return on investment corresponded to long-run ob-
jectives. In other words, if the proposed selling price for any
model fell below the standard price, and if the gap between
the two prices could not be attributed to short-run compet-
itive pressures, then top management requested a division
manager to reduce proposed operating costs.?* Were top
management to accept selling prices that fell for a prolonged
time below prices dictated by the standard price, it would
be violating its acknowledged obligation to protect the own-
ers’ “permanent welfare.” Top management would also re-
quest changes in a forecast in which the proposed selling
price exceeded the standard price; such action was implicit
in its commitment to long-run policies. Clearly, the standard
price formula provided top management with a compact
and powerful means of coordinating a division’s forecast op-
erating plan with company-wide financial policy.

After top management had reviewed and approved the
annual forecast, the division manager proceeded to recast
the annual figures into monthly estimates, using for this pur-
pose indices of seasonal output trends prepared by top man-
agement’s advisory staff. These monthly forecasts were sub-
mitted to top management for approval. Submission was
expected no later than four months before the operating
date; by the twenty-fifth day of each month in other words,
the divisional manager had to provide, not only for the cur-
rent month but also for the coming three months, a forecast
including data on plant investment, working capital, inven-
tory, purchase commitments, sales, production costs, and
earnings. When top management gave its final approval, the
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four-month forecast established the division manager’s au-
thority to make commitments for production labor, pur-
chases, and other acquisitions. Having reviewed the di-
vision’s forecasts, top management was assured that,
assuming actual operations went according to plan, the di-
vision’s performance would conform to corporate financial
policy. Thereafter, the divisional manager had complete free-
dom to implement the operating plans in the forecast, and
he assumed responsibility for his division’s final perform-
ance.

If their management accounting system had consisted
only of the ex ante forecasts that coordinated the decentral-
ized operations of various divisions with company-wide pol-
icy, Durant’s successors at GM would not have achieved their
astonishing success. Perhaps even more important than the
operating forecast were management accounting procedures
that permitted top management to evaluate the division’s
actual performance throughout the year. A division’s actual
operating conditions could deviate from the forecast for a
given year in two important ways, either one requiring
prompt adjustment if the planned return on investment was
to be achieved. In one case, sales to consumers could differ
from the forecast plan. In the other, the division’s production
could depart from the forecast. GM developed two manage-
ment accounting procedures, sales reports and a flexible
budget system, to deal with each of these eventualities.

Severe overproduction at several of the company’s divi-
sions in 1924 taught GM's top management that it takes
more than accurate sales forecasts, annual or seasonal, to
ensure smooth coordination of production and sales. This
well-known crisis arose simply because the divisions did not
compare their monthly production schedules with timely
sales and inventory data from dealers. To prevent produc-
tion from ever again running ahead of actual demand, the
company, after 1924, required dealers to submit a detailed
sales report to their respective division every ten days. These
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reports would ensure “a change in [divisional] production
schedules the moment actual experience indicates a change
in the trend of retail deliveries to the public.”*

To assist a division manager in adjusting his production
plans, the corporate central office advisory staff prepared
seasonal sales indices and minimum/maximum working-
capital-to-seasonal-sales ratios for each division. In addi-
tion, GM received monthly new car registration figures from
the R. K. Polk Company, that provided up-to-date informa-
tion on changes in GM’s share of the national automobile
market in each division’s respective price class. The ten-day
sales report system greatly reduced the annual gap between
the number of cars sold by GM to its dealers and the number
sold by dealers to the public. While the gap amounted to
about 10 percent of sales from August 1923 to March 1924,
it was kept to about 1 percent in 1925 and subsequent
years.>!

Nevertheless, further data were needed to evaluate the
changes in costs, profits, and return on investment that oc-
curred when the output level departed from the planned
level. Indeed, if information in the sales reports caused a
division manager to change his output level, the actual prof-
its and return on investment for his division would differ
from the planned amounts in the original forecast, given the
typical automaker’s high fixed costs and inflexible prices.
Whenever changes occurred, it was important to know if the
resulting variance between actual net income and forecast
net income was due exclusively to unplanned changes in the
level of output or due to unplanned changes in controllable
costs, operating efficiency, and other factors unrelated to the
level of output. In other words, did actual income differ from
forecast income because the division’s sales volume did not
match the planned level or because the division’s operating
efficiency was not at planned levels? Modern management
accountants use the “flexible budget” to compare forecast
results with the results attained at actual levels of output.
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The flexible budget distinguishes between variable and fixed
costs and thereby forecasts total costs and profits at any
level of actual output (within a given amount of fixed ca-
pacity).

Accounting and business historians suggest that flexible
budgeting was barely discussed in accounting literature be-
fore the 1920s. Historian R. H. Parker takes the view that “it
was not until the late 1930s that refined techniques for re-
lating cost to size of output in the short-run were developed.”
Other writers have noted that flexible budgeting systems ac-
tually were being used by 1927 at the Gillette Safety Razor
Company and by the late 1930s at the Westinghouse Electric
Corporation. As early as 1924, however, Donaldson Brown,
in a series of three articles on GM’s pricing and budgeting
procedures, described an ingenious technique for relating
cost, net profit, and return on investment to short-run out-
put variations. Nowhere in these articles does Brown refer
to his technique as “flexible budgeting;” nevertheless, he
does make it clear that his pricing and budgeting procedures
were designed primarily so that the large annual and sea-
sonal variations of sales and output that typified GM’s op-
erations would not vitiate management’s efforts to control
costs and profits. His revolutionary procedures gave GM a
fully articulated flexible budget at least as early as 1923.32

GM’s flexible budget was based on the forecast at stan-
dard volume contained within each division manager’s an-
nual Price Study. The forecast at standard volume, as we
mentioned above, projected operations for the coming
model year at the proposed selling price and the standard
volume (80 percent of planned capacity). The forecast at
standard volume established “standard” values for all the
major factors such as fixed cost, variable cost, and capital
turnover that affect return on investment. Specifically, the
forecast showed each of the following items as percentages
of total sales (at the proposed selling price and standard
volume): variable costs, fixed costs plus net profit, variable
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working capital, and fixed investment. These ratios (and ra-
tios of these same items to factory cost at standard volume)
were frequently used to project the cost and investment fig-
ures in the actual operating plan that a division manager
incorporated into his annual forecast.*® Their main purpose,
however, was to provide norms so that deviations could be
assessed between the division's forecast and its actual oper-
ating performance. Using the standard volume ratios in a
simple formula, one could calculate what the annual net
return on investment should be at any volume of output (at
the coming year'’s proposed selling price and with total plant
capacity given) in order to satisfy top management’s basic
financial objective. The same standard volume ratios also
made it possible, assuming appropriate seasonal adjust-
ments for production and fixed cost factors, to predict each
month what the return on investment should be at any rel-
evant volume >

The ratios in the standard volume forecast enabled top
management and the division manager to compare easily
and rapidly the ex post return on investment at any operat-
ing level with the desired return dictated by long-run cor-
porate policy. Unless identified and compensated for, a var-
jation between the two rates of return could prevent a
division from achieving its long-run financial objective. In
the 1920s, GM managers attributed any discrepancy be-
tween the actual and desired rate of return to either un-
anticipated deviations from the projected selling price, un-
planned changes in factory price, or unexpected alterations
in operating efficiency. Because each division manufactured
a relatively homogeneous line of products in the 1920s, a
discrepancy between actual and desired rates of return was
not likely to be caused by deviations in planned mix of prod-
ucts. As the divisions’ product lines became complex and
diverse, certainly the case by the 1970s, the standard volume
forecast probably became less useful as a management tool.
Records indicate, however, that GM managers in the 1920s
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regarded the standard volume forecast as a useful tool. They
monitored deviations between planned and actual return on
investment by comparing the actual price, cost, and capital
ratios, adjusted for seasonality, to the standard volume ra-
tios. Each division prepared not only monthly, but even
daily, reports designed specifically to compare actual results
in every aspect of operations with the standard volume re-
sults that had been predicated upon GM’s top-level goals for
return on investment.®

That management as a result of its management ac-
counting system effectively handled fluctuations in demand
is suggested by the company’s extraordinary return on in-
vestment and its remarkable expansion after its reorgani-
zation in 1921. Capital turnover data reveal, furthermore,
that sales reports and flexible budget forecasting also con-
tributed to efficiency. For example, top management’s im-
proved forecasting and a leveling of production schedules
permitted the company to raise its average annual inventory
turnover from a low of 1.5 in 1921 to a high of 6.3 in 1925.
We can safely assume that similar improvements occurred
in the turnover of cash, receivables, and fixed plant invest-
ment. Speaking in 1926 about the consequences of improved
turnover, Albert Bradley said, “the corporation, with no in-
crease in capital, has been able to conduct a larger volume
of business at a smaller net profit per unit, and to make a
very satisfactory return on its capital; and to pass along to
the public the savings resulting from increased volume and
increases in efficiency.”3¢

Aligning Managers’ and Owners’
Interests

We have seen that particular features of GM’s man-
agement accounting system helped top management dele-
gate operating decisions to the divisions by clearly estab-
lishing financial objectives for division managers. Other
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features in the system helped motivate division managers to
comply with the company-wide financial goals. The mecha-
nisms for compliance not only increased the probability that
top management’s financial goals would in fact be achieved;
they also increased the likelihood that top management’s
goals would be synonymous with those of the company’s
owners. Top management is more likely to advocate entre-
preneurial goals when assurances of subordinates’ compli-
ance remove all pressures to compromise top-level objec-
tives for the sake of smoothly coordinated operations.*”

We already have mentioned Oliver Williamson’s hypoth-
esis that the multidivisional firm has powers to exact
stricter compliance with owners’ goals from heads of divi-
sions than the capital market can exact from top managers
of independent vertically integrated firms. The hypothesis
implies that the multidivisional organization does a supe-
rior job of solving the problem of getting delegated manag-
ers to identify their own self-interest with the firm’s top-level
goals. It does this in large part because top managers can
scan complete and timely information about subordinates’
performance. Providing this information is the major con-
tribution of management accounting to the multidivisional
firm’s superior performance.

But even though top managers in a multidivisional firm
receive prompt and accurate information from throughout
the firm, certain precautions are needed to ensure that the
information does not engender dysfunctional or suboptimal
activities. One precaution particularly important in a decen-
tralized organization such as GM is to price interdivisional
transfers so that the actions which an autonomous division
manager takes to enhance his own subunit’s profit do not
simultaneously impair company-wide profits. Published evi-
dence suggests that GM’s new management team adopted a
market-based transfer pricing policy in the early 1920s.
Sloan had practiced market-based transfer pricing in his
United Motors Company before it was brought into GM by
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Durant in 1918.3 Although Sloan was apparently unsuccess-
ful at selling Durant on the idea of market-based transfer
pricing, his idea was accepted by Pierre du Pont after the
1921 reorganization. Brown described the new GM transfer
pricing policy in a speech delivered to a conference of exec-
utives in 1927,

The question of pricing product from one division to another
is of great importance. Unless a true competitive situation is pre-
served, as to prices, there is no basis upon which the performance
of the divisions can be measured. No division is required abso-
lutely to purchase product from another division. In their inter-
relation they are encouraged to deal just as they would with out-
siders. The independent purchaser buying products from any of
our divisions is assured that prices to it are exactly in line with
prices charged our own car divisions. Where there are no substan-
tial sales outside, such as would establish a competitive basis, the
buying division determines the competitive picture—at times par-
tial requirements are actually purchased from outside sources so
as to perfect the competitive situation.

Other precautions besides attention to transfer pricing
are needed to avert circumstances that impair the usefulness
of return on investment as an indicator either of a division’s
contribution to company-wide profits or of the performance
of a division manager. We noted in the previous chapter, for
instance, that return on investment statistics net of depre-
ciation can encourage division managers to underinvest. Al-
though the Du Pont organization itself seems to have met
this problem after 1920 by evaluating division managers
using gross return on investment figures, this was not done
at GM. Instead, the architects of GM’s early management
accounting system built alternative safeguards within the
system to assure that return on investment would serve as a
valid criterion of performance.

The annual forecast included plans for expansion that
division managers worked out in collaboration with top
management. The role of the corporate staff in assisting with
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sales and capital turnover estimates minimized divisional
bias in the plans. The expansion plans, presumably stated
in terms of expected unit sales, surely placed a lower bound
on each division manager’s planned investment. The annual
forecast therefore compelled a division manager to achieve
return on investment targets without stinting on expansion
plans.

Another common difficulty with return on investment
data is that comparisons of divisional return on investment
results do not always properly indicate the comparative per-
formance of the division managers themselves. A capable
manager who takes over a division that already has chronic
and deep-rooted troubles might be evaluated unjustly were
his return on investment to be compared with that of other
divisions rather than his own division’s past or potential
performance.® Because top management in a multidivi-
sional firm allocates resources among the firm’s operating
units, and because a division manager’s search for addi-
tional resources encourages him to comply with top-level
goals, resources must not be allocated strictly according to
differential return on investment results. Indeed, in order to
maintain company morale, GM’s top management as far
back as the 1920s occasionally assessed divisional managers
with differing targets for return on investment, the target
depending upon the division in question.*'

GM'’s return on investment criterion for judging divi-
sional financial performance apparently provided proper
motivation, then, for division managers to pursue top man-
agement’s goals. Further motivation was supplied by the
timely and accurate reporting of divisional financial per-
formance to GM’s top management. The return on invest-
ment data sent to top management related each division’s
performance directly to top-level goals. The data were pre-
pared in all divisions according to company-wide account-
ing standards; they were audited by top management staff
personnel; they were compiled for top management by cor-
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porate staff personnel whose company-wide perspective
freed them from divisional biases; and they were timely.*
The data revealed promptly and unambiguously any failure
of a division manager to meet the company’s basic financial
objectives. In so doing, they enabled top management to
swiftly remove a division manager who failed to perform as
expected. Obviously, such a reporting system put enormous
pressure on the division manager to remove slack and in-
efficiency at all levels within his division. The intensity of
pressure on a division manager to comply with top-level
profit goals is an important reason why a departmentalized
division within a multidivisional firm may, according to Wil-
liamson’s hypothesis, be more profitable than an indepen-
dent departmentalized firm of similar size.

A final means GM used to align division managers’ goals
with corporate goals was a bonus-incentive plan for salaried
executives. Based on divisional performance, bonuses were
awarded in the form of rights to GM common stock. A man-
ager's stock bonus for any given year became vested only if
he stayed with GM for a certain period, usually five years.
Therefore, the value of the bonus to an executive depended
ultimately on the long-run performance of the corporation
as a whole. That GM’s top management intended the bonus
plan to check division managers’ tendencies to pursue local
goals at the expense of corporate goals is apparent in the
following remarks made by Sloan:

The Bonus Plan established the concept of corporate profit in
place of divisional profits. . . .

Before we had the Bonus Plan in operation throughout the
corporation, one of the obstacles to integrating the various decen-
tralized divisions was the fact that key executives had little incen-
tive to think in terms of welfare of the whole corporation. . . .
Under the incentive system in operation before 1918, a small num-
ber of division managers had contracts providing them with a
stated share of profits of their own divisions, irrespective of how
much the corporation as a whole earned. Inevitably, this system
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exaggerated the self-interest of each division at the expense of the
interest of the corporation itself. It was even possible for a division
manager to act contrary to the interest of the corporation in his
effort to maximize his own division’s profits 4

Given the remarkable growth in value of GM’s common
stock during the 1920s, it is reasonable to conclude that
GM'’s bonus plan both intensified a division manager’s desire
to stay with the company and made him eager to comply
with company-wide performance goals.*

Summary

The multidivisional structure and management ac-
counting procedures that GM’s top management devised in
the early 1920s enable giant industrial firms to overcome
the inefficiency and bureaucratic disabilities that econo-
mists once thought were endemic to large-scale organiza-
tions. In large, diversified enterprises, the multidivisional
organization sharply reduces the volume of communication
between divisional and corporate managers, thus enabling
managers to employ resources more efficiently and more ef-
fectively than if they used centralized organizations. And
internal accounting procedures, such as those used at GM in
the 1920s, enabled top management to transmit to operating
managers in sharp, unambiguous terms the goals for com-
pany-wide profits and growth. While the procedures im-
pelled all operating managers to pursue the same corporate
goals, they also permitted them enormous freedom to exer-
cise initiative in deciding how to employ resources most
efficiently. The internal accounting procedures were un-
doubtedly essential to GM’s remarkable performance record
after 1921, as they also were to the performance of countless
large firms in the world that adopted the multidivisional
structure after the 1920s.
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The multidivisional structure was not the only means of
managing product diversity in the 1920s, nor is it always the
best way. In chapter 3 we mentioned the approach to man-
aging product diversity that scientific management engi-
neers such as Alexander Church had advocated in the early
1900s. Their procedures for strategic product costing offer a
potential means of managing diversity without having to
decentralize responsibility for operating decisions. As we in-
dicate in the next chapter, the preference that managers in
the 1920s showed for divisional structures rather than stra-
tegic product costing undoubtedly reflected the high cost of
processing information at that time. Recently, sharp reduc-
tions in information processing costs have generated new
interest in strategic product costing.*> Conceivably these ad-
vances in information technology have reduced the multi-
divisional structure’s appeal as a means of managing prod-
uct diversity. Moreover, recent changes in costs of using
markets may also have diminished the advantages of diver-
sifying product lines in a single organization. It is too early
to tell, but “downsizing” and “unbundling” of large multi-
divisional conglomerates in the late 1970s and the 1980s
may signify that the costs of using markets for capital and
managers—so high in the 1920s—are no longer high enough
to warrant widespread use of the divisional form of organi-
zation in the 1980s.
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