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The Rise of Market-Based

Management

by Jerry Ellig and Wayne Gable

“‘Survival is very uncertain in an environment filled with risk, the
unexpected, and competition. Therefore, a company must have
the commitment of the minds of all of its employees to survive. . . .
We know that the intelligence of a few technocrats—even very
bright ones—has become totally inadequate to face these

challenges.”

magine a history class in the year 2095—

perhaps some kind of *‘virtual class.’’ The
instructor is comparing two basic kinds of
organizations prevalent 100 years earlier.
One involved hundreds of millions of peo-
ple; the other usually involved hundreds
of thousands at most. One had no specific
purpose; the other had a specific mission.
One had no official ‘‘management’’; the
other had a president, profit centers, and
lots of managers. One had no bank ac-
counts, no owners, no legal identity—it was
called a ‘‘society.”” The other had all of
these things—it was called a corporation.

Despite these major differences, the two
shared some similarities. Both were made
up of people who wanted to live and work
together in harmony to accomplish their
individual goals. In both, the people had to
coordinate their actions to accomplish their
goals.

Dr. Ellig is an assistant professor at George
Mason University’s Program on Social and Or-
ganizational Learning, where he teaches courses
in market-based management and economic
regulation. Dr. Gable is president of the Center
Sor Market Processes, a nonprofit research or-
ganization that develops and applies market
process analysis to problems in business and
public policy.

—Konosuke Matsushita'

Experts constantly debated how to im-
prove these two types of organizations. For
society, the twentieth century produced two
alternative models: the hierarchical, author-
ity-driven command model, and the decen-
tralized, self-organizing free enterprise
model. By 1995, the command model had
failed miserably in every society that tried
it. For the corporation, the command model
dominated management thinking for most of
the century. But by 1995, the command
model had failed in business too. By the end
of the century, corporations organized ac-
cording to the command model were recog-
nized as suffering from many of the same
problems as command-based societies. But
where would business leaders look for a new
paradigm?

We believe history will show that a grow-
ing number of executives looked to the free
market system for new management in-
sights. Centrally planned economies col-
lapsed because they failed to use the knowl-
edge that is dispersed in the heads of many
individuals and often hard to communicate
to the central planners. Centrally planned
business firms face a similar fate, for similar
reasons. Just as socialism lost the allegiance
of most of its citizens, so too have ‘‘com-
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mand-and-control’”” management principles
lost the allegiance of many executives.
Companies both at home and abroad are
searching for a new management paradigm
to replace the old view based on hierarchy,
top-down planning, and the giving of orders.
Over the years, a growing number of
businesses have shifted to organizational
forms and management methods based on
the principles of a free society and market
economy. This emerging management ap-
proach, which we call ‘‘Market-Based
Management,”’ promises to outperform
older management paradigms for the same
reasons that free economies have out-
performed planned economies: it makes
better use of the knowledge that is dispersed
among many people in the organization.

The Old Paradigm:
Scientific Management
and Central Planning

For years, American business was dom-
inated by a central-planning paradigm cred-
ited to Frederick Taylor.> Taylor argued
that management is a science that can be
taught. In search of higher productivity,
Taylor advocated systematic study to im-
prove upon the best prevailing production
practices of his day. Aided by time-and-
motion studies, managers would ascertain
the best way to perform each task, select the
best people for each task, and teach them
the one best way. Taylor laudably sought to
increase business productivity so that both
wages and profits would rise. Thus, he
sought to replace labor-management con-
frontation with a harmony of interests
founded on greater productivity.

In Taylor’s view, managerial direction
was key to enhancing productivity, because
manual laborers were generally incapable of
understanding the best way of doing their
jobs. In a discussion of handling pig iron, for
example, Taylor noted,

This work is so crude and elementary
in its nature that the writer firmly believes
that it would be possible to train an
intelligent gorilla so as to become a more

efficient pig-iron handler than any man
can be. Yet it will be shown that the
science of handling pig iron is so great and
amounts to so much that it is impossible
for the man who is best suited to this type
of work to understand the principles of
this science, or even to work in accor-
dance with those principles without the
aid of a man better educated than he is.?

This situation was not unique to pig-iron
handling; ‘‘in almost all of the mechanic arts
the science which underlies each work-
man’s act is so great and amounts to so much
that the workman who is best suited actually
to do the work is incapable (either through
lack of education or through insufficient
mental capacity) of understanding this sci-
ence.’’* Taylor’s methods generated signif-
icant productivity increases when applied to
uneducated workers doing repetitive tasks.
But followers tried to develop his ideas into
a universal approach to be used in contexts
quite different from the ones Taylor origi-
nally studied. A school of thought, ‘*Scien-
tific Management,”” emphasized that man-
agement’s job is to give orders, while labor
should follow these orders. This worldview
has shaped labor-management relations for
most of the twentieth century.

Advocates of Scientific Socialism also
cited Scientific Management in support of
their grand vision for society. In the Soviet
Union, both Lenin and Trotsky admired
Scientific Management and thought it was
one of the important features of capitalism
that socialists should imitate. In their view,
centralized planning of the entire economy
was just a logical extension of centralized
planning within the factory.’

In democratic countries, advocates of .
greater government planning also seized on
Scientific Management in support of their
views. Rexford Tugwell, a prominent ad-
viser to Franklin D. Roosevelt, declared
that the greatest economic event of the
nineteenth century occurred when Taylor
first timed some shovelers in a steel plant so
that he could instruct them how to do their
job more efficiently. Tugwell and many
other New Deal intellectuals believed that
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Scientific Management ‘‘would, in the
hands of the state, provide the tools for the
renovation of the economy at the practical
organizational level, for the overall rational-
ization so long awaited to repair the damage
done by an unplanned business order.’*®

In 1932, H.S. Person, managing director
of the Taylor Society in New York, en-
dorsed the employment of Scientific Man-
agement to plan society as efficiently as
industrialists planned factories. Taylorism,
he believed, ushered in a ‘‘surplus econo-
my”’ of material abundance. The Great De-
pression occurred because industrialized
nations had not yet adopted the appropriate
social-management techniques. Policymak-
ers needed to enunciate a social objective of
“‘production for measured demand at the
least social cost’’ and institute conscious
organization to accomplish the objectives.’

Though motivated by humanitarian con-
cern, Scientific Management possessed a
major blind spot: it ignored the importance
of dispersed and tacit knowledge. In an
organization of any significant size, author-
itarian managers can be little more effective
than central economic planners, because
they lack the requisite knowledge. Much
relevant knowledge is dispersed in the heads
of many people in the organization, and
much of it cannot be communicated to a
central point for processing. Firms built on
the central-planning model suffer from the
same ‘‘fatal conceit’’ that afflicts centrally
planned economies.?

The Reckoning

Given the commonalities between Scien-
tific Management and central planning, it
is no surprise that authoritarian firms en-
countered trouble when challenged by rivals
using management methods more consistent
with the principles of a free society:

e In the automobile industry, American
companies found themselves out-competed
by Japanese companies during the 1970s and
early 1980s. The principal reason was that
quality improvement methods pioneered by
Japanese firms required them to reorganize
the workplace in ways that let workers and

work teams use their local knowledge to
improve production processes.’

e In the steel industry, large integrated
steel mills lost enormous ground in the 1980s
to ‘‘mini-mills”’ like Nucor Corporation,
based in Charlotte, North Carolina. Nucor
rewards its teams of plant workers with
weekly performance-based bonuses, and
workers apply their own tacit knowledge to
get more output from production machinery
than even the machinery’s manufacturer
thought was possible.

¢ In the oil industry, Wichita-based Koch
Industries grew into a $24 billion company
while many major oil companies experi-
enced massive layoffs. The firm’s chairman
and CEO, Charles Koch, leads a company-
wide effort to apply the insights of Ludwig
von Mises, Friedrich Hayek, and other
free-market scholars to all aspects of the
firm’s business.!°

For 50 years, management researchers
have criticized Scientific Management, pro-
posing alternatives under such varied names
as ‘‘human relations,”” ““Theory Y,”’ “‘The-
ory Z,” and even ‘‘Liberation Manage-
ment.”’!! Market-Based Management pro-
poses a new, alternative model thoroughly
grounded in the principles of a free market
and free society. To some extent, market-
based management is consistent with earlier
critiques, but it also adds a new, systemic
approach that allows managers to identify
the concepts and tools most consistent with
market principles.

Elements of Market-Based
Management

Several key elements account for the
superior quality of life in a free society, and
analogous elements exist inside organiza-
tions. The accompanying table identifies
significant elements contributing to the
health of both market economies and orga-
nizations.

e Comparative Advantage and

the Firm’s Mission System

In 1776, Adam Smith argued that the
fundamental factor explaining economic
prosperity is an advanced division of labor.
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Six Key Systems in Market Economies and Organizations

Market Economy

Organization

Specialization through
comparative advantage

Rules of just conduct

Property rights

Price system

Market incentives

Free flow of ideas

Mission system

Values and cuiture

Roles and responsibilities

Internal markets

Compensation and motivation
Generation and use of knowledge

Many economists have elaborated this
theme into the theory of comparative ad-
vantage, which demonstrates how each in-
dividual can expand the wealth of society
by specializing in activities in which he can
create the most value at the lowest sacrifice
of alternative products or services. F.A.
Hayek added another dimension by empha-
sizing the division of knowledge: every
individual is an expert on something, and
overall prosperity depends crucially on each
person’s ability to make the decisions that
he alone has the best knowledge to make.!?

The organizational equivalent of special-
ization by comparative advantage is the
“mission system.’’ This system includes
strategic planning—an understanding of
how the firm’s core competencies allow it
to create value, and at what cost. But the
mission system also includes a dissemina-
tion of this understanding to every individ-
ual in the organization, such that every
person knows how his actions advance the
mission of the organization. Like special-
ization in a market economy, the mission
system creates situations allowing individ-
uals to simultaneously serve society while
serving themselves.

Koch Industries is one company working
to implement a strong mission system. Var-
ious business units develop their own mis-

sions that are broadly consistent with the .

overall corporate mission. Individual em-
ployees are also expected to develop per-
sonal missions linking their own knowledge,
skills, and aspirations with the mission of
their business. In this sense, the mission is
less an inspirational device than a compass
guiding thousands of employees’ indepen-

dent decisions. The compass metaphor is
especially apt, because the mission does not
direct people to do specific things; rather, it
helps them orient their activities to those of
everyone else in the organization.

¢ Rules of Just Conduct, Values,

and Culture

Investment, production, and exchange do
not occur in a vacuum. A society’s ‘‘rules
of just conduct’’ that define acceptable and
unacceptable behavior exercise a powerful
influence on economic activity.!> Where
plunder is practiced and lying goes unpun-
ished, people have strong incentives to re-
frain from productive activity and long-term
commitments. On the other hand, if a soci-
ety’s formal and informal rules are grounded
in respect for the individual, they unleash
tremendous creative forces. Values that
promote prosperity—in societies and in or-
ganizations—include respect for personal
dignity and property, intellectual honesty,
humility, openness to new ideas, and the
freedom to question established practices.

These values may sound like ‘‘mother-
hood and apple pie,’’ but the real challenge
is implementing them in practice. A Brazil-
ian-based company called Semco provides
some examples of management’s respect for
spontaneous order. The company abolished
time clocks and official work hours in its
plants. Instead, groups of employees set
their own work hours, based on their own
preferences. When group members need to
be in the plant at the same time, they all
show up, even though no manager tells them
to do so. Work groups are measured on the
amount they produce, rather than the hours
they work. The company’s principal owner,
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Ricardo Semler, argues that adults manage
to coordinate their activities outside the
workplace without managerial supervision,
so spontaneous coordination of work hours
and other matters in the workplace should
be no big surprise.'

e Property Rights, Roles,

and Responsibilities

In a free market, property rights play a
key role in both mobilizing knowledge and
providing incentives. Private property di-
vides control over resources into distinct
spheres, within which individuals can use
their own knowledge and judgment. Those
who find better ways of using their property
to serve consumers tend to earn profits, gain
control over resources, and hence make
more significant decisions as time passes.
Those with poor judgment tend to lose
control of their property and, hence, lose the
ability to make decisions about the use of
resources.

Companies too can employ these princi-
ples in thinking about roles, responsibilities,
and authorities. In many companies, a per-
son’s ability to make decisions depends on
his position on a hierarchical organizational
chart, length of service, corporate politics,
or pure luck. In a market-based firm, one’s
ability to hire, fire, spend money, and man-
age assets depends on a past track record,
much as a homeowner’s ability to borrow
money depends on a credit record.

Tamko Roofing Products, based in Joplin,
Missouri, puts these principles into practice
when it decides who can spend how much
money. The company has never used bud-
gets to plan how much will be spent or what
it will be spent on. As Ethelmae Hum-
phreys, the company’s CEO, puts it, “‘If we
need to spend money, we spend it. If we
don’t, we don’t.”” Managers and employees
throughout the organization have spending
authorities that allow them to exercise wide
discretion about corporate purchases. As
successful people take on new responsibil-
ities, they may well receive new levels of
spending authority needed to do the job.

o The Price System and Internal Markets

“The term ‘‘market-based management’’
often conjures up the image of employees

charging other employees prices for prod-
ucts and services inside the firm. And in-
deed, an internal price system is one critical
element of market-based management.

Private property rights give individuals
the opportunity to exercise their own judg-
ment, and the price system helps ensure that
one individual’s independent decisions are
coordinated with those made by millions of
other people. The informational benefits of
prices in markets are well known, but the
benefits of pricing inside the firm are often
less fully appreciated. In reality, many parts
of large business firms operate much like
bureaucracies: top management provides
resources for services like accounting, pub-
lic affairs, and information services, and
these departments are then sent forth to do
good for the company. Since the internal
customers for these services pay no prices,
the results are predictable: shortages, queu-
ing, and growing overhead as top manage-
ment shovels more money into enterprises
that are effectively giving away their ser-
vices.

A wide variety of companies have decided
to change this system by making internal
customers pay prices for the ‘‘overhead”
services they formerly consumed for free,
Companies using internal prices for corpo-
rate services include Bell Atlantic, Koch
Industries, Clark Equipment, Weyerhaeu-
ser, and Pump Systems. These companies
range from small to large, and they span a
wide range of industries. Companies adopt-
ing internal pricing cite several benefits,
including reduced overhead expenses,
closer relationships between internal cus-
tomers and suppliers, and continuous
‘“‘rightsizing’’ as voluntary transactions re-
veal which corporate services can be better
acquired on the outside market.'’

e Market Incentives and Meotivation

Entrepreneurs earn profits by thinking up
new ways to create value for others. No one
orders them to be creative; they simply find
that they can make themselves better off by
making their customers better off as well.

In business, though, employees fre-
quently get raises and promotions for fol-
lowing orders, building political skills, at-
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taining a specific rank, or simply hanging
around for a long time. Some of this occurs
because of union contracts, but such incen-
tives are also widespread in managerial
compensation schemes. As one corporate
executive noted, ‘‘There must be better
reasons for giving raises than the fact that
the earth went all the way around the sun
again.”’

Nucor Corporation has found a better
way. At Nucor, substantial employee bo-
nuses, paid weekly, are tied to production
results that specific teams of employees can
directly affect. Higher output leads to higher
bonuses, and bonuses can easily exceed a
worker’s base pay. As a result, workers
show up for work early to ask the previous
shift how the equipment is running. They
take extra care in maintenance and discour-
age each other from taking unnecessary sick
days. In short, the incentives of Nucor’s
work teams are so well aligned with the
corporate mission that little ‘‘management’’
of employees is required.'®

o Free Flow Ideas and the

Use of Knowledge

Freedom of action and freedom of ex-
change are critical elements of a market
economy, and so is freedom of speech.
Prices summarize a great deal of informa-
tion, but because real-world markets are
disequilibrium markets, prices do not sum-
marize everything entrepreneurs and cus-
tomers need to know. As a result, individ-
uals need the freedom to exchange ideas,
debate new suggestions, and advertise their
products and services to potential custom-
ers.

Most corporations today espouse these
ideals, but many would do well to ask
themselves questions like the following.

o Do operating units supply detailed op-
erating data to headquarters?

e Are employees directed because they
lack access to information they need to
make business decisions?

e Are accounting systems designed for
management control instead of furnishing
information to operating personnel?

e Do performance evaluations include
only the views of the boss, instead of infor-

mation from all of an employee’s major
“‘customers’’?

An organization that can answer ‘‘yes’’ to
these questions is fundamentally channeling
information to the decisionmakers at the top
of a pyramid, instead of letting employees
make decisions based on their own local
knowledge.

Concluding Comments

The failure of command-based societies
provided one of the most powerful lessons
of the twentieth century. The downfall of
Soviet central planning confirmed the flaws
in the command paradigm. The striking
differences in living standards between
West and East Germany, or mainland China
and Hong Kong, should persuade any skep-
tic that socialism’s failure was not due to
unique aspects of Russian history or culture.
Instead, the blame rests with fundamental
flaws in the command approach—an ap-
proach that bears striking similarities to the
dominant corporate management paradigm
of the twentieth century.

Human experience has shown that market
economies produce prosperity through the
interaction of specialization, rules of just
conduct, private property, the price system,
incentives, and open communication. Given
the size of many business organizations, it
seems logical to adapt free market principles
to improve management practice.

The idea of market-based management is
part prediction and part prescription. The
prediction is that firms will become more
market-based to compete in the global econ-
omy. The prescription is that firms can
shorten their learning process by applying
lessons already learned in free societies. []
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The Economic Safety Net

(a parable)

by Jes Beard

nce upon a time, far, far away, people
lived in a village on an island where life
was difficult. But the people were good and
worked hard and the village grew. The
people called their island ‘“Economy’’ and
they were happy.
On one side of the island of Economy was
a big lagoon. The lagoon had warm, crystal
clear blue water and beautiful beaches, but
the lagoon also was home to dangerous
sharks. And the beach had quicksand that
could swallow a person clean away, so fast
they could not be pulled out before they
vanished, never to be seen again. Because
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everyone on Economy knew of the sharks
and the quicksand, almost no one went to
the lagoon. They stayed away even though
it was the most beautiful place on the island,
where the sun was always bright and the
birds gave their songs in wondrous and
enchanting voices.

At first, life in the village of Economy
was so hard almost no one ever had time to
do anything but work, and no one thought
about the lagoon. When they did think about
the lagoon they always thought about how
dangerous the sharks and quicksand were
and stayed away. Peopie saved and planted
crops and made buildings where they could
work better. Life became easier, but only a
little.



