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Introduction


The end of the era of shareholder value is drawing near.


The only thing that is constant about business is change. Products are invented, launched on the market, and made obsolete by later developments. Marketing techniques are imagined, brought to fruition, and subsequently discarded as still more efficient methods are found. Manufacturing operations are started in garages and sheds, grown into massive plant sites, abandoned for more economical plants in far distant venues, or shut down because the goods they produce are no longer needed or wanted. Accounting systems that started with quill pens scratching away at ledgers are automated and moved onto mainframe computers, networked away from the mainframes onto PCs distributed across the enterprise, and decentralized to enable real-time updating over the Internet by willing suppliers and customers. Given enough time, every aspect of a business will change if the venture is to survive and prosper.


Despite all the change swirling around any successful business, some things appear to remain constant for relatively long periods of time. Foremost is that business needs people to make it function, and people inevitably leave their mark upon it. Terry Deal and I have written about the nature of “corporate cultures” in all business organizations—as archaic and enduring a human construct as anyone will ever find. People populate their world with values and beliefs; heroes and heroines who (in the eyes of their beholders) epitomize these beliefs; behavioral rituals and celebrations that define membership in the culture; and priests, priestesses, and storytellers who keep alive the message (legend, if you will) of the culture. Cultures in companies endure because people need them to find comfort and meaning in their lives at work. No matter how much change occurs around them, cultures will strive to assimilate these changes and reinterpret them for the benefit of the members of the culture’s closed society. People are social animals; as long as business needs people to function, people will build cultures to make themselves comfortable as they share their lives with the business.


Also displaying surprising tenacity in the world of business are ideas, particularly ideas about why the business exists in the first place. Alfred P. Sloan first commented in 1964 that “every business needs a concept”—that is, a driving rationale for its existence. Decades later, Jim Collins and Jerry Porras noted that superior companies had a “vision” that sustained them through good times and bad and gave them a touchstone to guide them to superior performance over the long term, as the world changed around them and they adapted to these changes. Sloan and Collins and Porras all were talking about nuances of the same aspect of business: its purpose.


Since I was first exposed to business more than thirty years ago, I have been fascinated by where it came from. Church and education occupied the center of the temporal universe in my family as I was growing up. Although I self-evidently never bought into these pressures, the highest calling one could pursue according to my family was either the priesthood or a university professorship. (To this day, every time I go back to Canada to visit him my eighty-six-year-old father asks me if I have given thought to returning to graduate school to get a Ph.D.) “Business” was close to a dirty word in my family: a place you went to earn the money you needed to maintain your life, not something to aspire to. When I first discovered business as a young management consultant, I had to find out why it existed and why so many people seemed to gravitate toward it. I am still fascinated by these questions.


As a management consultant, I have been privileged to work closely with hundreds of companies. Most of these were long-established industrial behemoths within which I would seek out the old-timers to get a sense of where the company came from and what made it tick. They never disappointed me. Their personal histories of the companies go far beyond any published material in describing how companies who get it right gradually become institutions important in many ways to the broader society around them. A few of the companies were young ventures, and I could query the starting entrepreneurs directly. As I worked my way across this business landscape, I found similarities and differences as to why these companies existed and what they thought they stood for. In the first part of this book, I attempt to convey what I learned on my own journey of discovery. This part consists of three chapters that successively chronicle the eras of business purpose I have been able to discern from my conversations over the years—the origins of big business as we know it today, the emergence around World War II of the high-tech and service sectors, and the era of shareholder value, which has had us in its grip for the last twenty years of the twentieth century. The historical perspective offered by these chapters is meant to provide a backdrop for the more controversial parts that follow.


Since the mid-1980s, I have witnessed a new phenomenon related to the purpose of business. One by one, company after company has come to embrace a new driving purpose for its activities: shareholder value. The idea had its origins in accounting, when some academics pointed out that traditional accounting measures of performance like earnings per share (EPS) were not very good estimates of the true worth of a business. Instead, these academics argued for the use of discounted future cash-flow streams to gauge a company’s value. The academics claimed that companies with these improved measures in place could manage themselves more effectively to produce higher value for their shareholders—hence the notion of shareholder value. To be fair, these pioneers of the shareholder value movement said little or nothing about the interests of other stakeholders—employees, governments, communities, suppliers, customers—in the management of the enterprise.


The shareholder value movement might have remained a relatively dry argument among academics had its implications not been spotted by a new breed of investment bankers, the leveraged-buyout (LBO) bankers. Using the arguments of the academics, they reasoned that they could make a lot of money by buying out companies, restructuring them to operate along shareholder value lines, and then reselling them to other investors. Given that their sole motivation was to make money, they were not in the least troubled by the implications for business this change in direction might have. Not only did these new-breed bankers think these thoughts, but they acted on them, launching the wave of leveraged buyouts that so dominated business news in the 1980s, particularly in the United States.


Boards of directors watched in alarm as company after company succumbed to the offers from these LBO bankers. They began increasingly to pressure their managers to restructure the companies they directed ahead of unexpected and unwanted offers from takeover artists. To make sure managers paid attention, they began reconfiguring executive compensation schemes to shift more of each manager’s future earnings into stock options, a device designed to ensure managers’ and shareholders’ interests were more closely aligned going forward. Unfortunately, as the venerable publication the Economist noted, share options “were designed to align the interests of companies’ managers with those of shareholders by concentrating managers’ minds on profitability. They have not quite worked out that way. Instead, many bosses have responded, entirely rationally, by trying to sweat as much return in as short a period of time as they can manage . . . which is not at all the same as looking after shareholders’ long-term interests.”


Although the adoption of this new business ethic undoubtedly drove share prices higher and made millions of investors richer, the shareholder value ethic and the short-term management practices it spurred also wreaked havoc in many lives. Millions of people were downsized out of jobs they had believed were theirs for life. Millions more were forced to adapt to mergers with new and unfamiliar companies. Still other millions had to come to grips with life in highly automated and globalized environments as companies everywhere pulled out the stops to squeeze another point of margin out of their operations. Could anything so destructive of human lives and well-being be right?


Defenders of the shareholder value ethic were quick to point out the gains in international competitiveness achieved by its most ardent exponents. Surely the hardships endured by so many were justified by gains to be shared by all in the future. These claims certainly seemed to be credible. When I checked them out, however, I found that shareholder-value-driven managers were mortgaging companies’ futures to achieve a higher stock price now. Future generations of investors, customers, and employees will pay the price.


Some have argued that the future of the economy is not really under the control of the older, industrial mammoths but securely placed in the hands of the companies that make up the “new economy.” These companies, formed during the era when shareholder value thinking dominated business thought processes, are even more enthusiastic advocates of the idea of higher share prices now. The people who started these companies, particularly companies with some connection to the exciting new technology of the Internet, had the sole idea of floating the companies quickly and cashing in at unprecedented levels for their initiative. As the twentieth century came to a close, gullible investors, buoyed by the optimism generated by a nine-year economic expansion in the United States, bid shares in these new companies up to stratospheric levels, creating more billionaires in a decade than there had been in the cumulative history of the world up to that point.


The second part of this book is devoted to laying out the case that shareholder value thinking has emptied the cupboard of tangible future economic options for many businesses and the investors who fund them. Chapter 4 reviews the increasingly empty corporate larders caused by older companies’ adopting the shareholder value ethic and mortgaging their futures to produce higher stock prices today (and higher payouts to today’s managers). Chapter 5 then focuses on the rude awakening in store for investors in many of today’s hottest stocks when they finally realize that beyond the hype there is little of substance in these companies to promise them future value commensurate with the amounts of money they have invested in them.


If the legacy of shareholder value thinking is therefore hollow, surely shareholder value will go down in the annals of business history as a fad that passed through the world of business and soon faded. What, then, would replace it? The outlines of its successor should be visible today in the way the world around corporations is changing. The third part of this book describes the shifts in the corporate environment that will force corporations to rethink the primacy of shareholder value as a driving purpose. Not surprisingly, these adjustments are occurring within the groups of stakeholders who have been victimized by the excesses of the shareholder value era. Part 3 thus consists of four chapters devoted to documenting the changing relationship between corporations and employees, government, suppliers, and customers. The changes within each major stakeholder group are in effect defining a new agenda that business will have to respond to if it is to prosper in the years ahead.


At a time of unprecedented economic expansion and a booming stock market, it seems strange to find business facing a crisis. The changes being forced on business by major stakeholders who themselves were victimized by shareholder-value-driven managers, however, have crisis-like implications for the future of business. No less of a crisis is that managers themselves have mortgaged the future of their corporations in return for a higher stock price now. Who is to blame for allowing this crisis to develop? What can managers or their direct overseers, companies’ boards of directors, do to pull back from the precipitous decline in performance they are facing and reestablish a firm fix on their long-term goals? These subjects are the focus of the three chapters that make up the fourth part of the book.


Any book that tries to forecast the future across so many dimensions is bound to get some of its musings wrong. To minimize the potential for error, I have relied wherever possible on surveys of emerging trends and patterns of behavior and the insights of experts involved in the various fields I touch on. Reading the winds of coming change and deciding how best to react to it, however, is the challenge professionals concerned with the future of business—investors, managers, and board members—will have to live up to.




The End of Shareholder Value




PART ONE
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The Changing Purpose of Business


In a period of just under 200 years, corporations have grown from anomalies in the social and economic life of the world to perhaps the major institutions in modern society. They have risen to such prominence because of their ability to adapt to changing circumstances in the world. Along the way they have even refashioned their most fundamental beliefs about why they exist in the first place. Part 1 chronicles this evolution of purpose in the corporations that are so important in all our lives.


Chapter 1 explores the origins of some of the oldest and still largest of the world’s corporations. With only a few exceptions, these companies, the household names of the corporate landscape, were founded as family enterprises by entrepreneurs in the late nineteenth or early twentieth centuries. Although these companies have adjusted to changing circumstances over time, many retain the family flavor of their earliest days. Chapter 2 moves on to the companies founded just before and just after the Second World War. The entrepreneurs of these companies were technocrats eager to bring new ideas or inventions to society. They built companies based on meritocratic principles and led the movement toward the professional system of management that is the norm for all corporations today—including the former family firms that were quick to recognize its merits and adopt its precepts.


Chapter 3 then looks at the new-economy companies founded in the last thirty years of the twentieth century. As financial markets became larger and more sophisticated, the people who founded successful companies became wealthy as a result of their entrepreneurship. Other aspiring entrepreneurs took note and in the latter stages of the twentieth century jumped into the corporate fray with the sole purpose of cashing in on their initiative. As a new rationale for business came to the fore, the rationale that business existed for the sole purpose of maximizing shareholder value, managers of existing companies found they, too, could share in the bounty by rewarding themselves with stock options. As a result, in the last two decades of the twentieth century the shareholder value revolution swept across the whole corporate environment, as company after company embraced shareholder value and its exclusive focus on a higher stock price now as the driving rationale for their existence. Chapter 3 ends, therefore, on the rush by entrepreneurs to launch and float Internet companies to cash in on the exuberant stock market of the 1990s. A revolution in thinking about corporate purpose occurred with little thought as to its consequences for society at large. Describing this revolution is the intent of the first part of this book.




CHAPTER 1
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Business in the Nineteenth Century: Families and Financiers


Society at large dictates the size and shape of the institutions that dominate most people’s day-to-day lives. This is true of families and governments, which have varied in their makeup in keeping with the times. It is also true of business. The companies that are now household names were for the most part founded in the mid- to late nineteenth or early twentieth century. As each successive generation passes, new names are added to the pantheon of business success stories. But with only a few exceptions, the old names continue to thrive as well. Because of these companies’ size and longevity, most people think of them as “big business.” Few remember (or ever knew) that most of these great enterprises started as small, entrepreneurial ventures run by individuals struggling just to survive. Fewer still look to the origins of these companies for lessons to be learned about the world we live in today.


Small businesses survive and prosper when the economic situation around them is conducive to growth and prosperity. In the history of modern business, there have been three such eras from which most major companies now in existence derive. The first of these encompassed the latter stages of the nineteenth century, when the inventions and discoveries of the scientific revolution fueled the initiative of individuals who hoped to exploit the new technologies and the increasing wealth of the rapidly urbanizing workforce. Most of the large companies we know as pillars of industry were founded in these heady days. The second such era of company formation and survival occurred in the aftermath of World War II, as returning soldiers seeking to reclaim their lives fueled the postwar economic expansion. Coming after the war and the great economic depression that preceded it, the flowering of so many enterprises in the 1940s and 1950s filled a gap between their industrial revolution forebears and the businesses of the high-tech revolution still to come. After a period of relative consolidation in the late 1960s and inflation-ridden 1970s, the advent of microprocessor technology fueled the third large period of business gestation, culminating at the turn of the twentieth century with the proliferation of Internet firms and promises.


Each era of business formation owes its existence to the larger economic circumstances of the time, as well as the skills and perseverance of the founding entrepreneurs. Yet each of these three major eras generated its own type of company quite different from those of the other two periods. In this and the two succeeding chapters, I analyze the characters of companies that epitomize the eras in which they were founded; in so doing I highlight how business has changed and will change again as society evolves.


This chapter concerns itself with the dinosaurs of modern business, household names such as Procter & Gamble, Heinz, Unilever, AT&T, General Motors (GM), Sears, Gillette, and Dow Chemical. Lots of firms were created around the dawn of the twentieth century. Almost all of them began as family enterprises intended to improve the way of life for the families of the founding entrepreneurs. Although the pursuit of wealth as an end unto itself was not unknown one hundred years ago, a careful examination of the histories of firms founded in those days suggests that wealth (at least huge accumulations of wealth) was a by-product of the success of the firms, not the reason they were started in the first place.


Of course, of all the firms founded around the turn of the twentieth century, only a handful have survived to become the names we recognize today. Three factors distinguished those firms that did last. First, they were almost always led by extraordinary individuals who simply would not give up no matter what adversity they faced. Second, they were almost always founded on the basis of some form of innovation—either an application of technology or an innovation in how to bring products to market. Finally, they needed money to pass beyond the stage of cozy family enterprise to become large and thriving institutions. An early involvement with shrewd investors who guided the companies through their adolescent years seems in retrospect almost as important as the people and ideas who established the firms.


Procter & Gamble: The Creation of a Family Enterprise


In a review of the businesses that were created during the latter stages of the industrial revolution and subsequently came to dominate economic life around the globe, there is perhaps no better place to start than with Procter & Gamble (P&G). James Gamble arrived in Cincinnati in 1819, the son of a Methodist minister from what is now Northern Ireland who emigrated with his family to escape the depressed economic conditions back home. Originally destined for Illinois, the Gamble family was so impressed by the bustle and vibrancy of Cincinnati that they decided to make it their home. Because there was no pressing demand at the time for ministers, Gamble’s father opened a greenhouse as a means of supporting his family. For a time, James himself worked with his father in the business before apprenticing himself to a well-established soap manufacturer, William Bell. He spent eight years under Bell before setting out on his own with a young friend, Hiram Knowlton, in a candle- and soap-manufacturing concern. By the age of thirty, Gamble felt himself well-off enough to marry the daughter of a locally prominent candle maker, Alexander Norris.


At around the time Gamble was setting up shop with Knowlton, William Procter arrived in Cincinnati from London. A robbery of his shop there had left the young entrepreneur $8,000 ($135,000) in debt,1 and Procter had immigrated to America to make his fortune, repay his creditors, and rebuild his life. Unfortunately, his wife, Martha, took ill with cholera on the boat trip down the Ohio River and died just as the boat landed in Cincinnati. A discouraged Procter worked briefly for a bank before spotting the same opportunity that had appealed to Gamble. Ever the entrepreneur, he went into business on his own as a candle maker and a few years later was prosperous enough to get married again—to James Gamble’s sister-in-law, Olivia.


Both soap and candle making depended on the availability of animal fats, their essential ingredient. Cincinnati was a regional center of the hog-slaughtering industry, so these raw materials were in abundance. Moreover, the river port had grown so quickly that when Procter and Gamble independently set up their shops, soap and candles were being imported to serve the ever-increasing needs of the local population. Substituting local products for these imports presented both enterprising young men with the market opportunity they would use to launch their careers. Whereas Gamble concentrated on soap and Procter on candles, they soon found themselves in friendly competition for the raw materials necessary to make their products. At the suggestion of their father-in-law, Gamble eventually dissolved his partnership with Knowlton and entered into a new partnership with Procter in 1837. The new business, Procter & Gamble’s Manufactory, is the direct precursor of the business now known worldwide as P&G.


Within months after establishing their partnership, the brothers-in-law expressed their faith in the potential of the business by investing $1,000 ($15,000) in a plot of land on the outskirts of Cincinnati. In very short order, they began to pioneer techniques for advertising, branding, research and development (R&D), production, and virtually every other aspect of the fledgling business. For example, it was the custom to mark each box shipped downriver from the factory to market with some symbol that indicated the company, so the mostly illiterate dockhands could recognize whose product was in which box. Procter and Gamble chose a moon and stars to represent their company. Their continuing use of this symbol as a way to identify their products made it one of the earliest recognizable business trademarks. By 1848, just ten years after they had gone into business together, they were reporting annual profits of $26,000 ($450,000). Procter had long since paid back his debt to London backers.


In this mid-nineteenth-century, family-oriented style of business, the original Procter and Gamble were soon joined by Procter’s two sons, William Alexander and George Procter, and by Gamble’s son, James Norris Gamble, who delayed entry into the family business long enough to gain a college education in chemistry at the University of Maryland. There was more than enough to keep these offspring busy. By 1859, sales of P&G surpassed $1 million ($18 million) for the first time. Twenty years later, a workman went to lunch and forgot to turn off the crutchers used to grind the ingredients for P&G’s new white soap, Ivory, and ended up aerating the mixture so much that the final product floated. Since a lot of soap in those days was used in industrial settings to allow workers ending their shifts to clean up at communal tubs, this unplanned innovation proved to be a significant marketing advantage for the new soap. When Harley Procter, another of William’s sons, convinced his partners to budget $11,000 (almost $200,000) and commissioned a chemist to analyze the contents of Ivory versus competing brands in 1882, leading to the slogan “99 and 44/100% pure,” the future of the company as a branded consumer products powerhouse was secure.


Unilever: Edible Oils


Family-centered businesses were not the exclusive purview of entrepreneurs based in America during the nineteenth century. Indeed, the family roots of Unilever, one of P&G’s largest direct competitors on the global business stage, extend deeper into the past. Unilever as the entity we know today was formed by the merger in 1929 of the British company Lever Brothers with the Dutch company Margarine Unie. Both companies had long and storied family histories.


The Lever Brothers story began around the time Procter and Gamble were arriving in America, when James Lever was apprenticed as a lad of fourteen to a grocer in the town of Bolton, England. After several years of apprenticeship, young Lever was sent by his employer to oversee the operations of a new branch store in the city of Manchester. With the experience he gained in this store, he felt bold enough by 1842 to return to Bolton and open his own grocery in partnership with a fellow apprentice. He continued in this business for the next twenty-two years before exiting retail and entering the more lucrative wholesale grocery business. His son, William Lever, joined him in this operation in 1867 at the age of sixteen.


Even for the son of the owner, life in the wholesale grocery business in the middle of the nineteenth century was very hands-on. In his early days working for his father, William Lever is reported to have had duties such as sweeping up in the evening, taking down the shutters in the morning, and cutting and individually wrapping bars of soap, which arrived at the wholesaler in the form of 3-pound slabs. There was also a lot to learn about the details of the business, such as developing a keen nose to make sure that bulk supplies of flour and other commodities had not gone bad. Lever was a fast learner, however, and within three years had transferred from the main shop to the traveling staff of the business, that is, to field sales and service. He did so well in this job that two years later his father made him a partner in the business with an annual salary of £800 (approximately $60,000)—not bad for a man of twenty-one.


The two principal, commodities that young Lever found himself buying and reselling to retail grocers were butter and soap—luxuries the increasingly affluent working classes were eager to consume. Since the demand for butter in the UK far exceeded local supplies, wholesalers such as Lever ventured far afield in search of the product. Two of the major sources of supply in those days were the Netherlands and Ireland, but it was Lever who began changing the market perception of these products by advertising in all the local newspapers that covered his trading region about the exceptional qualities of the Irish butter he procured. Although Lever was not alone in this practice, he and others like him were instigators in the branding of products that was to become so familiar to us all.


In the case of soap, Lever had an even better idea. Why not manufacture the soap himself instead of paying the inflated price of the existing soap manufacturers? In 1885 he acted on this idea by convincing his father and other relatives to invest £27,000 (approximately $2.5 million) in the purchase of a small soap-manufacturing facility. In less than ten years, the manufacturing and marketing operations of Lever Brothers had grown so large that the company was taken public, with an initial market capitalization of £1.5 million (about $150 million). Lever’s partners in this new company, in keeping with the times, were his father, his brother, and the man he had hired to oversee the operation of his soap factories. Although the recent valuations of Internet-related start-ups put even sums like $150 million to shame, Lever’s venture into the soap business could hardly be called a failure.


While Lever was building up his soap business in the UK, two families across the English Channel were making their fortunes in the butter, and subsequently margarine, markets (margarine being a lower-cost and readily available substitute for the increasingly scarce butter). The first of these was the three Jurgens brothers, Willem, Jan, and Leonard, who settled in the small Dutch town of Oss in 1801. When Willem and Leonard married into the Van Valkenburg family, the largest grocery-trading family in the region, they positioned themselves in the business in a big way. But it wasn’t until Willem’s two sons, Anton and Johannes, entered the business in 1854 that the Jurgens name became widely known outside of their immediate area. Anton and Johannes opened the markets in the UK and Germany to the family’s rapidly growing trade. By 1906 the Jurgens family business had become so large that it was transferred into a public company capitalized at 7.5 million guilders (around $270 million).


As the Jurgens expanded their butter trade with countries around the Netherlands, their main competitor was another Dutch family living in the village of Oss from 1858 onward, the Van den Berghs. The patriarch of this family, Simon, was soon succeeded in the business by his sons, Jacob, Henry, Arnold, Isaac, and Sam, who quickly expanded their butter business into the margarine trade and extended their distribution throughout eastern Europe (although their principal export market remained England). The firm’s English operations were so important that when it finally did go public, the holding company it launched to hold the family interests was British, Van den Bergh’s Margarine Ltd. The profits of this company in 1894, the year before it went public, were £103,000 (approximately $10 million).


Lever Brothers, the Jurgens interests, and the Van den Bergh company vied with one another for the ever-expanding market for basic consumer products. Their most direct competition was in procuring the animal fats that were the essential raw materials for soaps as well as margarine. Given the similarities in manufacturing processes, all three companies at times crossed the line and competed with finished products—the Dutch going into soaps and Lever experimenting with margarine. Starting in the first decade of the twentieth century, the companies, especially the two Dutch concerns, tried to offset the negative effects of this direct competition by arranging profit-sharing schemes one to another. These schemes were never very satisfactory, however, and with all of the firms suffering under the impact of the recession in Europe after World War I, discussions were started with a view to putting the firms together—first the two Dutch concerns under the name of Margarine Unie in the Netherlands and Margarine Union in the UK, followed soon thereafter by a merger with Lever Brothers, creating Unilever. The principal negotiators of these precedent-setting arrangements were Anton Jurgens, Paul Rijkens acting for the Van den Bergh interests, and John McDowell acting on behalf of the Lever family. The new company came into existence in the summer of 1929, right before the onset of the Great Depression. Although professional managers were mainly responsible for carrying the firm forward, the principles of the business continued as they had been laid down by the long progression of family proprietors who came before.


That so many companies established in the late nineteenth century became household names in the twentieth century is not just an irrelevant piece of historical trivia. These firms (the ones described above and hundreds more) were shaped by the circumstances that surrounded their founding. They were designed as family firms, and long-standing traditions of treating employees as “family members” became part of their very raison d’être. These companies were also characterized by strong ethical underpinnings—the kind a firm would naturally acquire if it were a family firm and the family cared about its reputation for fair dealing, which most of the founders did. These businesses remain the products of their family origins, even as they have come to dominate economic life in the twentieth century.


Gillette: The Invention of Disposability


King Camp Gillette was a born salesman, a tinkerer who followed in the footsteps of a father who held several patents and dreamed about how society could be better. Gillette supported his family working as the crack salesman of bottle caps for the Crown Cork and Seal Company. His dreaming sustained his vision of himself.


One morning in 1895 in his bathroom in Brookline, Massachusetts, he pictured how shaving could be made better. In his own words recorded decades later, “As I stood there with my razor in my hand, my eyes resting on it lightly as a bird settling down on its nest, the Gillette razor was born. I saw it all in a moment. . . . I could see the way the blade could be held in the holder; then came the idea of sharpening the two opposite edges on the thin piece of steel that was uniform in thickness throughout, thus doubling its services; and following in sequence came the clamping plates for the blade and a handle equally disposed between the two edges of the blade.” Thus the idea for the safety razor was born. It took Gillette six years of tinkering before he finally had a working model good enough to be awarded the patent that was to become the source of his fortune. A breakthrough it was, however. No more sharpening blades against a strop. No more taking the razor out to a knife sharpener to regain its edge. The safety razor and its successors were to revolutionize the way the world shaved in the years ahead. Gillette and his financial backers were to become rich indeed on the back of his invention.


Although the safety razor is without a doubt King C. Gillette’s most lasting contribution to humankind, his interests extended well beyond inventing useful products and getting rich. In 1894, the year before he had his breakthrough idea for shaving, Gillette published The Human Drift, which described his concept for a utopian community to be built under a glass dome on the shores of Lake Erie near Niagara Falls. He followed up this initial effort with a thirty-four-page pamphlet in 1897 urging the establishment of a corporation to pursue his idealistic notions. In 1908, the year he was heavily involved in the launch of the Gillette Safety Razor Company, Gillette took time out of his busy schedule to write another book, World Corporation, This book argued for a new body that would oversee and eventually supplant all governments on the planet. As late as 1924, when Gillette was already a wealthy and respected businessman, he once again took up his pen to write The People’s Corporation, offering up his latest utopian vision for how the world should evolve to serve the needs of the many. Gillette’s ideas as expressed in these many writings may not have been sound or sensible enough to gather much attention, but they surely register as a mark of a man of diverse interests and concerns. He was not alone in the heady days of late-nineteenth and early-twentieth-century entrepreneurship.


Sears Roebuck: Bringing the Market to the Consumer


Richard Warren Sears was a farmer’s son who in 1879, at the age of sixteen, found himself the sole provider for his mother and sisters when his father died unexpectedly. To fulfill his family responsibilities, Sears took a job as a railroad station agent in North Redwood, Minnesota. Aside from a steady income, the part-time job gave him lots of time and preferential freight rates to pursue other moneymaking opportunities. And pursue them he did.


At that time in America, farmers in isolated communities spread across the prairies were enjoying increasing incomes as the rapidly urbanizing population sought their produce. They had few organized opportunities to spend their money, however, because of the absence of a developed retail industry serving their home communities. As the station agent on the railroad in a typical small rural community, Sears moved quickly to fill the gap. He built a thriving business bringing into the community wood, coal, and other products farmers needed and shipping out farm produce. When a shipment of watches appeared on his loading dock with no customer ready to pay for them, Sears made a deal with the manufacturer to take the watches off his hands and sell them on down the line. This proved to be so lucrative that in 1887 Sears upped stakes and moved his fledgling trading business to Chicago, the hub of the transportation network for the American farm belt. There he set up a firm to sell watches to farmers by taking out ads in the emerging farm journals and, over time, developing flyers exclusive to his own company. Before long he branched out from watches to jewelry, silverware, and any other items he could get his hands on at a favorable price. The business was such a success that he soon hired a watch repairman to work with him. The man’s name was Alvah Roebuck.


The business boomed, and in 1889 Sears sold it to another Chicago-area businessman with the intent of retiring to Iowa. Retirement apparently didn’t suit him, so later in 1889 Sears set up a new company with Roebuck as his partner. Three years later the business was incorporated as Sears, Roebuck and Company. By 1893 the range of products it offered included firearms, sewing machines, bicycles, pianos, organs, men’s and boys’ clothing, some athletic gear, and of course watches—all goods his farm-based customers could not get unless they ordered them from his catalogue.


The company was such a success that two years later Roebuck, tired of the long hours and hard work the business entailed, asked Sears to buy him out. The selling price for his one-third interest in the company was $25,000 (roughly $500,000). Sears turned around and within months sold a one-half share in the business to two other Chicago-area businessmen for $75,000 ($1.5 million). The partnership was not a happy one. Sears was difficult to get along with despite his brilliance in selling. In 1901 Julius Rosenwald bought out the other Chicago investor in the business, Aaron Nussbaum, for $1.25 million (roughly $25 million). This remarkable increase in the valuation of the company’s shares reflected the steadily growing revenue of the business. In 1895, the year Rosenwald and Nussbaum first made their investment, Sears Roebuck had sales of approximately $750,000 ($15 million); by 1901, when Nussbaum cashed in, sales were $10 million ($200+ million). The invention of a new method of sales, mail-order catalogues, was proving its worth in the early days of the twentieth century.


If Richard Sears was the inventor of the concept and the super salesman who made it work in its early years, Julius Rosenwald was the merchandising and management genius who made it grow into the leading retailer in the United States. His philosophy, as reported in a historical annex to the company’s 1940 annual report, was simple:


       1.   Sell for less by buying for less.


       2.   Sell for less by cutting the cost of sales.


       3.   Make less profit on each individual item and increase your aggregate profit by selling more items.


To each of these basic rules of mass merchandising, Rosenwald added, “But maintain the quality.” Rosenwald also had strong ideas about how a company should be run. He inscribed these in a coda to his statement of merchandising philosophy: “Treat people fairly and honestly and generously and their response will be fair and honest and generous.” Successful entrepreneurs and capitalists, men like Sears and Rosenwald succeeded as well in building lasting institutions.


Dow Chemical: An Explosion of Chemicals


Herbert Henry Dow was straight out of college with a degree in chemical engineering when he struck out on his own. A friend of Dow’s, A. W. Smith, later quoted Dow as saying while he was still in school, “I’d rather work for myself for $3,000 ($50,000) a year than to work for someone else and make $10,000 ($170,000)”—a true sign of a young man with bold expectations.


Herbert Dow’s father, Joseph, was a master mechanic and inventor who had moved from his home in New England to the Midwest early in his career. His son showed similar creative tendencies. As a boy, he had invented an incubator and built a small but thriving business selling first the incubator and later incubator kits for self-assembly. Hatching eggs was far from his only interest, however. An uncle of his once remarked that “it would take six men to keep up with all of your [Dow’s] ideas.” Dow immediately responded that the six men wouldn’t be enough.


Inventiveness was not the only characteristic of the youthful Dow. He was stubborn as well. His first chemical venture, the Canton Chemical Company, founded in partnership with three investors from Cleveland, was dissolved a little more than a year after it was set up because of continuing losses. Undaunted, Dow returned to Cleveland, where he convinced a new backer to invest $500 (around $10,000) in a new chemical plant to be built in Michigan, the Midland Chemical Works. Like its predecessor, the new plant was designed to extract bromine—a valuable ingredient in the production of patent medicines and the development of film—from water; this time, though, he started with saltwater rather than groundwater and used electricity instead of mechanical means. Within a year Dow succeeded in producing bromine—though not in commercial quantities, because of the limited scale of the plant. Dow persuaded his initial investor in Cleveland to admit another two investors to the partnership and returned to Midland with several thousand dollars (around $40,000–$50,000 by best estimates) to continue work on the plant. This amount of money proved inadequate as well, and by the end of 1892 the partnership was dissolved. In collaboration with his original investor in the company, Dow persuaded yet another group of Cleveland investors to underwrite a new corporation capitalized at $100,000 but endowed with only $20,000 ($400,000) in cash—half equity from the investors and half a loan from a bank, Dow was named treasurer of the new corporation and received $100 (around $2,000) a month in salary for acting as general manager. The new and more substantial investors in the venture were not altogether happy that Dow was in full control of the plant. In early 1894 they replaced Dow as general manager, appointing the brother of one of the investors to the post.


With less and less to do with the operation of the bromine plant, Dow began to invest his energy in developing a process to extract chlorine from the wastewater of the plant, a product very much in demand in the rapidly growing paper industry. He even got the go-ahead from the board of the bromine company to set up a small plant adjacent to the existing operation in Midland. The first day the addition came on-line, it blew up (perhaps a precursor of problems that were to dog the company many years later). The managers of the now moneymaking bromine plant were furious. They hired a new chemist to work in the plant and further restricted Dow’s operational duties (although he remained a substantial shareholder in the company).


Dow went back to his original investor, asking him to finance a third chemical operation. With initial capital of $16,667 (just over $300,000) available for investment, Dow launched another partnership. After working out most of the kinks in the chlorine extraction process, Dow requested more money to build a large-scale production plant. The original investors in this third venture, along with a group of new investors, agreed to set up a new company, the Dow Chemical Company, in May 1897. Along with a substantial shareholding in the company, Dow received an increased salary of $500 ($10,000) a month. The company allotted $83,333.33 ($1.5 million) to build the plant. The new plant was plagued by a series of explosions in the chlorine cells used to extract the valuable chemical from the water. While this was going on, Dow managed to regain control of the Midland Chemical Company, his previous venture, by buying out the existing shareholders for $40,000 (around $800,000). After solving the technical problems at the chlorine plant and turning it into a highly profitable venture, Dow persuaded the now happy investors to buy out his interests in the Midland Chemical Company and merge them with Dow Chemical. In 1900 the thirty-four-year-old Dow was a one-quarter owner of a major and profitable chemical company. One wonders how many entrepreneurs today would have had Dow’s persistence.


Invention, a will to succeed, and strong family and community ties all seemed to be essential in launching the turn-of-the-century companies that so dominated life in the twentieth century. As illustrated by the Dow story, finance played a key role as well. It was the unique combination of financiers, usually self-made individuals investing their own funds, and strong-minded entrepreneurs that launched big business as we know it today. Because there was such a personal touch in their creation, both from a financial point of view as well as a managerial/entrepreneurial perspective, these companies came to have distinctive and easily identified cultures. Let’s look briefly at the financial aspects before moving on.


AT&T: Money with Strings for Every Venture


No matter how good his ideas were, Herbert Dow would never have got his chemical enterprise off the ground if he had not had the ongoing and substantial support of his Cleveland backers. Dow’s experience in attracting essentially private investors for his ventures was mirrored by that of many entrepreneurs of the late nineteenth and early twentieth centuries. Although the stock market did exist in those days (and had been around for a long time), it was the province of speculators and trust builders. The invention of the now ubiquitous mutual fund industry lay twenty years away. Moreover, other forms of capital to support fledgling entrepreneurs, such as venture capital funds, were still far in the future.


Dow was lucky in the degree of support he was able to garner from the Cleveland business community—luck that paid off in spades when his company became a great success. Indeed, finding the right financial backers was a key factor for success in turn-of-the-century business ventures. Those with the right backers built great companies and profited from the experience. Others were less fortunate.


Alexander Graham Bell filed for a patent on his invention of the telephone in February 1876. His work on the invention had been funded by a partnership that involved his father-in-law to be, Gardiner Hubbard, and his close friend, George Sanders. After further experimentation to improve the nascent telephone equipment he was using, the partnership was superseded in July 1877 by an unincorporated association, the Bell Telephone Company. Bell; his assistant, Thomas A. Watson; and members of the Hubbard and Sanders families were the initial shareholders in this new venture. But Hubbard and Sanders were already at the limits of the money they could afford (or were willing) to invest in the new technology. Hubbard offered the entire telephony patent to the then thriving Western Union Company around this time for $100,000 (around $1.6 million). Fortunately for Bell and his early backers, Western Union turned down the proposal.


The need for money was further aggravated by Hubbard’s decision to lease telephone services to potential customers rather than sell it. To make up the financial shortfall, in early 1878 the original shareholders in Bell Telephone recruited investors from the conservative but shrewd Boston business community, including Charles S. Bradley, Alexander Cochrane, William F. Saltonstall, and Richard S. Fay. These new investors assumed control of the corporation and installed William H. Forbes as its president in place of Hubbard. With this change in leadership, Bell himself resigned from the board and the following year resigned from the company itself. Between 1879 and 1883 he and his wife, Mabel, sold their stock in the company his invention had created—as did most of the other early investors. Although Bell and all the initial backers were made comfortable for the rest of their lives by the proceeds of their stock sales, none gained the fabulous wealth that accrued to their successors in this most important of companies. And none had any say whatsoever in how the company was run.


H. J. Heinz: In a Pickle over Money


Bell and his partners were not the only nineteenth-century entrepreneurs who suffered from money problems. Some learned a bitter lesson early, allowing them to capitalize on their successes and build great fortunes later. An interesting case in point is Henry J. Heinz. Born in 1844 just across the river from Pittsburgh, Heinz was the son of Germans who had immigrated to the area a few years earlier. He was a precocious boy, albeit one tied closely to his conservative German family of three brothers and four sisters, mostly because of the strong influence of his mother. His father, John Heinz, built a kiln and opened a brick-making business shortly after his first son was born. In the manner of the times, the family had a garden to produce vegetables for their own use. By the age of eight, Henry had carved out part of the garden for his own use and was selling produce to neighbors up and down the road. At fifteen, he became his father’s assistant in the brick business, continuing the garden venture on the side. By the time Heinz was seventeen, his garden business was producing revenues of $2,400 ($50,000), a substantial sum at any age but a near fortune for so young a man.


At twenty one, Heinz used his savings to buy a half interest in his father’s company. He immediately set out to grow the operation by installing heating so that brick-making could continue during the long winter months. But four years later, the pull of the produce business was too great. Heinz set up shop with L. C. Noble to grow and bottle food for sale (because of the absence of refrigeration at that time, everything other than fresh produce was preserved and bottled for use in the nongrowing seasons).


The new business, Heinz, Noble & Company, prospered mightily. It expanded its product line from horseradish to sauerkraut, pickles, vinegar, and a variety of other condiments and extended its marketing reach from Pittsburgh into most of the major surrounding cities. Until the great recession, which started in 1873 as a result of speculation in railroad stocks on Wall Street, the firm even prospered. The recession, however, wiped it out. In trying to stave off the inevitable, Heinz resorted to borrowing money from friends. Even this was not enough; in late 1875 Heinz, Noble & Company filed for bankruptcy. At the time it had assets of $110,000 and liabilities of $160,000 ($1.6 million and $2.3 million). And Heinz’s troubles were not over. An immediate dispute arose as to whether the partners had secretly moved goods from their warehouse to get them out of the hands of creditors. Heinz vigorously denied the charge and years later was vindicated in court. He resolved to pay off all the unpaid debts and for years carried around a notebook recording the amounts he still owed various people.
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