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INTRODUCTION

The Encyclopedia of American Business is designed to
assist students and other individuals in understanding
the complex world of American business. The United
States’s economy, at more than $10 trillion in 2004, is the
largest economy in the world. The many organizations,
institutions, government agencies, laws, and business
concepts that make up the U.S. economic system create a
complex and confusing, yet exciting, business environ-
ment. The goal in creating this encyclopedia is to provide
readers with a resource to help them understand the
many facets of American business. With our focus on
American business, this encyclopedia provides useful
insight for businesspeople around the world learning
about the U.S. system.

Two major resources were used in determining which
topics to include in the encyclopedia. The first was the
Wall Street Journal, the quintessential U.S. business news-
paper. Issues, concepts, laws, and institutions discussed in
the Journal were a major source of topics for this book. The
second was “principles” texts used in beginning manage-
ment, marketing, economics, finance, and accounting
courses. Principles texts introduce students to concepts,
laws, and institutions that make up the world of business.
Our goal is to provide short summaries of these topics as a

resource for students and individuals learning about
American business.

We would like to thank many individuals who assisted
with this project, including Dr. Robert Williams; Professor
Megan Fox; Melissa Hudson; Judy Mims; Vera Basilone;
Tom Odom; our Facts On File editor, Owen Lancer; and
the many contributing authors who assisted this effort.
Thanks also to the University of South Carolina Beaufort
for the support and resources used in creating this work.

This book is dedicated to the many “teachers” who
have influenced and enriched our lives. Davis Folsom
would like to acknowledge and thank family members
Myrtle and Morris Folsom; Ralph, Ellen, Roger, and Herb
Folsom; Kathy and Brad Folsom; and special people
including Dr. A. Robert Koch, Dr. Alpha Chang, Bertie
Nelson “The Pro” Butts, Kathie Turick Robie, Jerry and
Faye Rosenthal, Phil and Marilyn Ray, Bert and Lucille
Keller, Helen Reece, Dr. Robert Botsch, Dr. Jim Snyder, and
Dr. Mack Tennyson.

Rick Boulware would like to acknowledge and thank
Gwen L. Boulware, Sheryl B. Blanks, and Kevin D.
Boulware for their loving support over many years; and Dr.
Gerald A. “Jerry” Merwin Jr., mentor, colleague, and
friend.
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Accounting  See AUDITING; FINANCIAL ACCOUNTING; MANA-
GERIAL ACCOUNTING.

Accounting Oversight Board

The Public Company Accounting Oversight Board (AOB)
is a five-member board created when the Sarbanes-Oxley
Act was signed into law on July 30, 2002. The AOB was
established to protect the interests of the investors and the
integrity of financial markets. It was set up in response to
the recent scandals at Enron, WorldCom, and Andersen as
a means for Congress to assure investors, employees, and
pensioners that the hardships and losses they had suffered
would not be repeated.

The AOB performs the following duties: registers pub-
lic accounting firms; establishes AUDITING, QUALITY CON-
TROL, ethics, independence, and other standards relating
to the preparation of audit reports for issuers; conducts
inspections of accounting firms; conducts investigations
and disciplinary proceedings, imposing appropriate sanc-
tions; enforces compliance with the Sarbanes-Oxley Act
and other professional standards; and sets the budget and
manages the operations of the Board and its staff. The
AOB is thus given the power to discipline accountants and
issue subpoenas. It also has authority to amend, modity,
repeal, and reject any standards suggested by the profes-
sional groups of accountants and any advisory groups.
Some of these relevant groups are: the FASB (FINANCIAL
ACCOUNTING STANDARDS BOARD), the TASB (International
Accounting Standards Board), the FASAB (Federal
Accounting Standards Advisory Board), the GASB (Gov-
ernmental Accounting Standards Board), and the AICPA
(AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS).
The AOB must report its standard-setting activity to the
SECURITIES AND EXCHANGE COMMISSION annually. It requires
registered public accounting firms to prepare and main-
tain files for a period of at least seven years, to audit work
papers and other information related to an audit report in

sufficient detail to support the conclusions reached in the
report.

Members of the board are appointed by the Securities
and Exchange Commission (SEC) in consultation with the
Federal Reserve Chairman and the Secretary of the Trea-
sury. The Sarbanes-Oxley Act states that board members
must be “prominent individuals of integrity and reputation
who have demonstrated commitment to the interests of
investors and the public, and an understanding of the
responsibilities and nature of financial disclosure . . . and
the obligations of accountants with respect to the prepara-
tion and issuance of audit reports with respect to such dis-
closures.” By law, two members of the board must be or
must have been CERTIFIED PUBLIC ACCOUNTANTs and the
three remaining members must not be and cannot have
been certified public accountants. Members of the board
are appointed for a five-year term during which time they
will serve on a full-time basis.

Soon after the Accounting Oversight Board came into
existence, controversy arose over the process of selecting
board members. The SEC named William Webster, former
director of both the FBI and the CIA, as chairman of the
board in a divided vote (a 3-2 approval). Criticism
mounted after the New York Times reported that Webster
had warned SEC Chairman Harvey Pitt, but not to entire
Commission, before the vote on his nomination that he
had recently headed the auditing committee of a company
facing FRAUD accusations from investors. Additionally, SEC
Commissioner Harvey J. Goldschmid argued that Pitt had
initially promised the chairmanship to John Biggs, head of
the giant teachers pension fund TIAA-CREE who had
called for tight oversight of the accounting industry. Gold-
schmid further argued that Pitt had changed his mind
under pressure from the industry and Republican lawmak-
ers. There was general consensus among SEC members to
open an investigation into the process used to select
William Webster and other board members. Webster sub-
sequently resigned his position as chairman.
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The other current board members include Daniel
Galzer, former general counsel at the SEC; Kayla Gillat,
former attorney at Calpers, a large California pension
fund; Willis Gradison, former member of Congress and
former Undersecretary of the Treasury Department; and
Charles Niemeier, a senior enforcement official at the SEC.

The Accounting Oversight Board is funded by assessed
contributions from publicly traded corporatiONs. The
Board collects a registration fee and an annual fee from
every public accounting firm in amounts that are sufficient
to recover the cosTs of processing and reviewing applica-
tions and ANNUAL REPORTS.

Further reading
American Institute of Certified Public Accountants. “Summary of
Sarbanes-Oxley Act of 2002.” American Institute of Certified
Public Accountants website. Available on-line. URL: http://
www.aicpa.org/info/sarbanes_oxley_summary.htm. Downloaded
May 27, 2003. “Statement by SEC Commissioner: New Public
Company Accounting Oversight Board by Commissioner Harvey
J. Goldschmid,” U.S. Securities and Exchange Commission, Open
Committee Meeting, October 25, 2002. Downloaded May 27, 2003.
URL: www.sec.gov/news/press.html.

—Beth Myers

accounts payable, trade credit

Accounts payable are a part of a firm’s current liabilities,
debts that must be paid within the short term. The accounts
payable are the firm’s trade credit. As the firm does business
with its suppliers and other firms on a credit basis, accounts
payable accrue. Trade credit is a source of capitaL for the
firm. Using invoices instead of cash, trade credit facilities
purchases from suppliers and others; cumbersome cash
transactions aren’t necessary when firms have good trade
credit. When the accounts payable are kept current (i.e.,
paid on a timely basis), trade credit creates a good reputa-
tion for the firm among those with whom it does business.

To encourage the early payment of invoices, most sup-
pliers’ invoices contain sales discounts. There are percent-
ages that can be deducted for the early payment of an
invoice. A commonly used sales discount found on
invoices is “2/10, net 30.” This means that 2 percent may
be deducted from the invoice if payment is made within 10
days of the invoice date; otherwise the full amount of the
invoice is due within 30 days of the invoice date.

Sales discounts apply to short periods of time, usually
10 or 15 days, but when expressed as an annual percent-
age rate, these discounts are considerable and are powerful
incentives for credit customers to pay early. The sales dis-
count of “2/10, net 30” is greater than 36 percent when
expressed as an annual percentage rate; “1/15, net 30” is
approximately a 24-percent annual percentage rate. Con-
sider a firm with a sizable amount of trade credit, which
consistently pays its bills late, not taking advantage of the
sales discounts. Such a firm is using its suppliers’ money,

borrowing it at INTEREST RATES more commonly associated
with CREDIT CARDs and finance companies.

accounts receivable

Accounts receivable are part of a firm’s Assets; they repre-
sent monies owed to the firm. (While receivables are
assets, payables are liabilities to a firm. Payables are the
firm’s debt—that is, monies owed by the firm.) An account
receivable is created when a firm sells a good or service to
a customer on credit (see DEBIT, CREDIT). Rather than
receiving an asset in the form of cash, the firm records an
asset called an account receivable. The sum of all the
monies owed to the firm by its customers collectively is
called accounts receivable.

Because accounts receivable are assets, debit entries will
increase accounts receivable, and credit entries will
decrease accounts receivable. Because of the dual nature of
a transaction (an exchange of equal-valued resources
between two parties), for every account receivable in a
firm’s ledger, there is an equal-valued account payable in
another firm’s ledger.

Every firm that sells on credit will have an INVESTMENT
in accounts receivable. The presence of accounts receiv-
able, especially when sizable, creates a cash-flow problem
for a firm. A sale was made; the merchandise was sold, but
it was not liquidated (cash was not received). Thus,
accounts receivable are in reality a pool of idle cash. To off-
set cash-flow problems, the accounts receivable need to be
collected on a timely basis. Firms monitor their invest-
ment in accounts receivable by comparing their “days sales
outstanding” (DSO) ratio with that of their industry.

A popular way firms attempt to offset cash-flow prob-
lems associated with receivables is to offer sales discounts
on the invoices sent to their credit customers. Sales dis-
counts are percentages that can be deducted for the early
payment of an invoice. A commonly used sales discount
found on invoices is “2/10, net 30.” This means that 2 per-
cent may be deducted from the invoice if payment is made
within 10 days of the invoice date; otherwise, the full
amount of the invoice is due within 30 days of the invoice
date. These sales discounts apply to short periods of time,
usually 10 or 15 days, but when expressed as an annual
percentage rate, these discounts are considerable and are
powerful incentives for credit customers to pay early.

Because it is impossible to predict with accuracy which
customers are good credit risks, it is natural and expected
that some of the accounts receivable will ultimately prove
to be uncollectible, at which time they will be written off
as BAD DEBTS. Bad-debt expense can be minimized by a
tightening of a firm’s credit policy. However, there is a
trade-off: having a tight credit policy means that a firm will
sacrifice sales to its marginal credit customers. Periodically
a firm may review the status of its accounts receivable
using an accounting method known as aging of accounts
receivable (see BAD DEBTS, AGING OF ACCOUNTS), where the
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outstanding balance of each account and its DURATION are
determined.
See also ACCOUNTS PAYABLE, TRADE CREDIT.

accrual basis, cash basis

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES (GAAP)
require accounting on the accrual basis, as opposed to the
cash basis for accounting. In cash-basis accounting, rev-
enues are recorded when the monies are received.
Expenses are recognized and recorded only when they are
paid. In other words, revenues and expenses are recorded
only when there is a movement of cash either into or out
of the firm, respectively. The use of cash-basis accounting
is found in only a few types of businesses, namely restau-
rants, medical offices, and legal firms.

Accrual-basis accounting is based upon GAAP, primarily
the revenue and matching principles. The revenue princi-
ple requires that revenues be recognized and recorded
when they are earned; this may not be at the same time that
the revenues are received. For example, suppose a firm sells
a computer on credit in December 1999, and the customer
pays for the purchase in January 2000. Using the accrual
basis, the sale and revenue is recorded when the transaction
occurs—that is, in 1999. When payment from the customer
is received in the next year, this is an entirely separate
transaction and is recorded with the other transactions of
the firm for the year 2000. (If cash-basis accounting were
used, the firm would not record the computer sale in 1999,
although that is when the sale was made. It would record
the computer sale in 2000, because that is when the firm
received payment for the computer. Transactions in cash-
basis accounting are not recorded unless there is either a
receipt or payment of money.)

It is impossible for a firm to generate revenue without
incurring some sort of expense. When a good is sold, the
expense account—cosT OF GOODS sOLD—is debited
(increased). If a service is performed, labor and/or supplies
expense is debited. The matching principle requires that
the expenses incurred in the generation of a firm’s revenue
for a particular time period be recorded (included) in the
same time period as the revenues to which they are related.
For example, suppose a firm receives its telephone bill in
January for its telephone expense that month, and the firm
pays that bill two months later, in March. Even though the
expense is paid in March, it is a January expense, not a
March expense. The matching principle requires the
expense to be recorded in January.

It is evident from the examples above that an accurate
measurement of a firm’s periodic revenues and expenses in
only realized with accrual-basis accounting. In the accrual
basis, revenues and expenses are recorded when the sale is
made and the expense is incurred. Cash-basis accounting
ignores the concept of periodicity by recording revenues
and expenses only when money changes hands. For this
reason, accrual-basis accounting is generally accepted.

achievement motivation

Achievement motivation has to do with how inspired peo-
ple are to pursue and accomplish their goals. When an
individual does accomplish a desired goal, it typically
results in a sense of positive self-worth, which contributes
to personal and professional growth and development. The
motivation to achieve may be affected both by disposi-
tional characteristics, such as individuals’ perceptions of
their abilities and potential to succeed; and by external
forces, such as the promise of rewards for success or threat
of punishment for failure.

Some individuals appear to have an intrinsically high
level of achievement motivation. These people typically do
not require the use of external incentives to prompt them
to work towards their goals because they already have the
desire to do so. People who are motivated mainly by a high
need to achieve will seek out challenging tasks and work
hard to succeed at them. People low in the need for
achievement tend to pursue very easy tasks, where the
chances of success are high; or they choose tasks that are
extremely difficult, where no reasonable person could be
expected to succeed. Thus when failure occurs, it is not
attributed to the person’s lack of skills or abilities but to
the difficult nature of the task.

In contrast, some individuals are driven primarily by a
fear of failure rather than a need to achieve. This fear of
failure may lead them to avoid challenging tasks alto-
gether. People who are motivated mainly by this fear will
avoid the risks presented by difficult or complex tasks,
precisely because they may result in failure. Instead, these
individuals tend to prefer easy tasks where, even though
the rewards may be small, the chances of success are great.
A smaller subset of individuals may be motivated by a fear
of success. People who fear success may worry that after
succeeding at a challenging task, other people will raise
their expectations of them. The pressure of these expecta-
tions, coupled with the individual’s fear that he or she will
be unable to continue success at that level, may lead these
individuals to sabotage their own efforts to succeed in the
first place. Thus they avoid the potential anxiety and pres-
sure associated with success.

In addition, the nature of any given task may affect an
individual’s decision to pursue it and how hard that per-
son tries to succeed. Specific tasks may elicit either
intrinsic or extrinsic motivation, or both. Intrinsic moti-
vation involves the desire to perform a behavior or task
for its own sake, perhaps because the person finds it
pleasurable or exciting. Extrinsic motivation involves
performing a behavior or task in order to earn external
rewards or to avoid punishments. Maximizing intrinsic
motivation appears to be very effective for increasing
and maintaining the performance of a desired behavior.
Therefore employers or supervisors who try to make
routine tasks more interesting or exciting may increase
the chances that employees will want to work on those
tasks.
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On the other hand, providing external motivators for a
task that is already intrinsically motivating may backfire,
inadvertently decreasing the person’s intrinsic motivation
to perform it. For example, one study found that people
who were given money as an external motivator for work-
ing on a puzzle found the puzzle to be less interesting than
people who were not paid for working on it. Extrinsic
rewards may change people’s perceptions of how attractive
or fun a particular task may be. In other words, once some-
one receives money for a task, it becomes more like work
than like pleasure. In this respect the extrinsic reward may
be interpreted as a control device used to entice a person
into working on a task that has little intrinsic value.

However, the use of extrinsic rewards can be highly
effective under certain conditions, such as when they are
used to provide feedback or information concerning a per-
son’s performance. For example, when a salesperson
receives an unexpected bonus for successful work, he may
increase his future efforts, thus leading to improved per-
formance rather than a decreased interest in continuing
the task.

Finally, achievement motivation is linked to EMPLOYEE
MOTIVATION in the sense that people motivated by a high
need to achieve will likely seek out challenging tasks at
work and strive to accomplish them. Employees with a
high level of achievement motivation can contribute in sig-
nificant ways to the success of any business.

See also MOTIVATION THEORY; PERFORMANCE APPRAISAL.

Further reading

Baron, Robert A., and Donn Byrne. Social Psychology, 10th ed.

Boston: Allyn and Bacon, 2003; Myers, David G. Exploring

Psychology, 5th ed. New York: Worth Publishers, 2002.
—Elizabeth L. Cralley

acquisitions See MERGERS AND ACQUISITIONS.

activity-based costing
Activity-based costing (ABC) is a cost-accounting tool that
attempts to determine the cost of each activity in the pro-
duction or service process. Traditional cost accounting
focuses on accumulating the total cost of the item produced
by cost inputs (i.e., salaries, materials, overhead). ABC
overcomes the deficiencies in this process by looking at the
cost from an activity perspective instead of an inputs per-
spective. For example, a traditional cost-accounting system
may say the painting department had the following costs
for painting one appliance: direct labor, $20; direct materi-
als, $10; assigned overhead, $20. An activity-based cost
system would show the cost by activities: sanding, $5;
cleaning, $5; spraying, $25; drying, $10; inspection, $5.
At the heart of this concept is the handling of overhead.
Traditional cost accounting incorrectly assigns overhead
based on some other cost such as direct labor. This often

causes erroneous management data that assigns too much
overhead to large jobs and too little to small jobs. It may
allocate too much overhead to departments with less
machinery and too little overhead to departments with
more machinery.

Activity-based accounting tries to address this shortfall
by allocating cost based on what it calls “cost drivers.”
Cost drivers are the items in the business that create over-
head. Examples of cost drivers include number of produc-
tion runs, number of engineering change orders, number
of purchase orders, number of vendors, and number of
parts. Activity-based costing requires the additional effort
needed to determine what cost drivers are producing the
overhead, and then it allocates the overhead to the activi-
ties based on the driver. This gives a much more accurate
total cost calculation.

adaptability screening

Adaptability screening is identifying prospective employ-
ees who will be most likely to adjust to a company’s work
environment. Psychologist Dr. Saul Sells, who developed
adaptability screening in the 1950s, emphasized the need
to study behavior in its natural setting. In his first adapt-
ability screening research, Dr. Sells tested pilots training
for the U.S. Air Force and then assessed their performance
in combat during the Korean War. His research became the
basis for pilot selection and performance prediction.

Adaptability screening is now used in a wide variety of
businesses. Predictive models help managers estimate the
needed staffing level, adjusting for sick leave, relief, and
physical conditions. Models can also predict which work-
ers will adjust to shift work, changing schedules in facto-
ries operating 24 hours a day. By identifying those workers
who can adjust to changes in sleep, fatigue, and health,
adaptability screening can reduce absenteeism and
improve safety and the work environment.

When combined with payroll systems and task load
management, the results of adaptability screening can be
used to optimize production operations. Screening also
reduces training costs through more effective recruitment
and retention rates.

See also INDUSTRIAL-ORGANIZATIONAL PSYCHOLOGY.

Further reading

Kaplan, D., and R. L. Venezky. What Can Employers Assume About
the Literacy Skills of GED Students? Technical Publication of the
National Center on Adult Literacy, September 1993; Simpson, D.
Dwayne. “Founder and Former Director of IBR: Saul B. Sells,”
American Psychologist (December 1988): 1088.

adjusting entry, trial balance, adjusted trial balance

An adjusting entry is a journal entry made at the end of an
accounting period to record accruals that have occurred
during that time period. Adjusting entries are common to
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ACCRUAL BASIs accounting, but they are not found in cash
basis accounting. An accrual is an AsseT (other than cash),
LIABILITY, equity account, revenue or expense that has
accrued within a particular accounting period. In the case
of a long-term note receivable, interest income will be
earned each accounting period, although the interest
income may not be received until the maturation of the
note. Interest income will accrue over the life of the note,
and it must be recorded as it is earned, not when it is
received. In the case of a note payable, interest expense
will accrue over time. As interest expense accrues, it must
be recorded. The recognition and recording of such accru-
als is normally done at the end of the accounting period
with adjusting entries.

As with most accounting entries, an adjusting entry is a
double entry with one account being debited and another
account credited. One of the entries will always be an
INCOME STATEMENT account (either a revenue account or
expense account), and the other entry will be a BALANCE
SHEET account (either an asset, liability, or equity account).
Because adjusting entries are necessary for the proper
application of accrual-basis accounting, cash is never one
of the accounts in an adjusting entry.

Frequently a trial balance is performed before the
adjusting entries are made. The trial balance, consisting of
a debit and a credit column, is a listing of all the ledger
accounts with their net debit or net credit balances. The
total of all the ledger accounts with debit balances should
be equal to the total of all the accounts with credit bal-
ances. If the total debits are unequal to the total credits, an
accounting error has been made. If there is equality, the
trial balance signals the “green light” to proceed to the
next step in the accounting cycle, the adjusting entries.

A trial balance constructed after the adjusting entries
have been made is called an adjusted trial balance. As
such, the adjusted trial balance includes all of the firm’s
revenue and expense transactions for that accounting
period—that is, the cash transactions and the accruals. If
the total debits are equal to the total credits, the adjusting
trial balance again signals a “green light” to proceed to the
next phase of the accounting cycle.

See also DEBIT, CREDIT.

administrative law
Administrative law is all law regarding administrative
agencies, including rules, statutes, regulations, and agency
and court interpretations of these activities. An adminis-
trative agency is any nonjudicial, nonlegislative govern-
ment entity that creates and administers laws. Major
administrative agencies affecting businesses in the United
States include the FEDERAL TRADE cOMMISSION (FTC), ENVI-
RONMENTAL PROTECTION AGENCY (EPA) and DEPARTMENT OF
LABOR, to name a few.

Administrative agencies can be created by either
statutes or executive orders. Most are created by statutes

known as organic acts, whereby a legislature recognizes a
problem and creates an agency to address the problem.
Administrative agencies are often created when

e legislatures and courts do not have the technical exper-
tise to deal with specific issues

e ongoing oversight is needed for the protection of soci-
ety from harm

¢ the weak and poor need assistance

e there is need for speed and efficiency in government
decision making

e conflicts exist between groups and the judicial system

Some of the more important federal administrative law
statutes include

e the Federal Register Act (1935), providing ways for cit-
izens to access up-to-date information about agencies
and regulations

e the Administrative Procedure Act (1946), setting
requirements for conducting rulemaking and adjudica-
tion by agencies

¢ the FREEDOM OF INFORMATION ACT (FOIA, 1966), requir-
ing agencies to disclose information in their possession
to citizens

e the Federal Privacy Act of 1974, preventing agencies
from disclosing about individuals without prior written
consent

¢ the Sunshine Act (Government in Sunshine Act of
1976), or open meeting law, requiring agencies to con-
duct business in open forums

* the Civil Service Reform Act (1978), protecting many,
but not all, civilian federal employees involved in
WHISTLE-BLOWER complaints

Administrative law also includes sunset provisions,
which terminate administrative agencies after a set period
of time; and the creation of ombudspersons, agency repre-
sentatives whose job is to ensure agencies operate for the
purpose and benefit they were created.

Further reading

Fisher, Bruce D., and Michael J. Phillips. The Legal, Ethical and
Regulatory Environment of Business, 8th ed. Cincinnati, Ohio:
Thomson/South-Western, 2003.

adoption process

The adoption process is the series of stages through which
consumers determine whether or not to become regular
purchasers of a PRODUCT. When considering a new product,
most consumers go through five stages in the adoption
process: awareness, interest, evaluation, trial, and adop-
tion/rejection. Marketers, recognizing which stage in the
adoption process consumers are in, adjust their MARKETING
STRATEGY to meet consumer needs.
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During the awareness stage, potential consumers first
learn that a new product exists, but lack complete infor-
mation about the product. Marketers with new products
attempt to create awareness through publicity, promotion,
and word-of-mouth referral.

During the interest stage, consumers begin to seek
information about new products. Often potential con-
sumers will seek out consumer innovators—people they
know who are knowledgeable about specific categories of
products. Potential consumers will also request or look for
information from the company or objective sources.

During the evaluation stage, consumers will consider
the benefits of the product. For consumers in the evalua-
tion stage, marketers attempt to demonstrate the benefits
of their product, sometimes emphasizing the superiority of
their new product compared to existing products. If the
benefits meet the needs of the consumers, they will enter
the trial stage. Samples, price discounts, and demonstra-
tions are offered to encourage consumer trials. If the trial
stage produces positive results, consumers will adopt the
product and use it regularly; if not, it is rejected.

Consumers go through the adoption process for many
categories of goods, including routinely purchased con-
venience goods, shopping goods, and specialty goods. Less
time is involved for convenience goods and more time
allotted for specialty goods. Consider the purchase of a
new snack food (a convenience good). Usually consumers
become aware of the existence of the new product through
a store display or by being offered samples. Often they will
only consider a new snack food when their favorite food is
not available. Snack foods are not expensive, so people will
try new products, which they will quickly adopt or reject.
For specialty products, things people seek out and spend
time evaluating before purchase, marketers recognize they
will often need to use image ADVERTISING to generate aware-
ness and interest and PERSONAL SELLING to move potential
buyers through the evaluation and trial stages.

Further reading
Boone, Louis E., and David Kurtz. Contemporary Marketing, 10th
ed. Fort Worth: Dryden Press, 2001.

advertising

Advertising—communication of a product or service
through various media—is distinguished from publicity in
that it is paid for and from PERSONAL SELLING in that it is
nonpersonal and directed toward a group of consumers,
the firm’s target market. While many people think adver-
tising and personal selling are essentially all there is to
marketing, advertising is part of an organization’s inte-
grated MARKETING COMMUNICATIONS. Integrated marketing
communications is the coordination of all promotional
efforts, including advertising, DIRECT MAIL, personal selling,
SALES PROMOTION, and PUBLIC RELATIONS. An organization’s
integrated marketing communications are, in turn, part of

the organization’s marketing strategy, including pricing,
distribution, and PRODUCT strategies as well as marketing
communications.

Advertising in the United States began in the 18th cen-
tury with craftsmen placing signs outside their dwellings
to symbolize their trade. Cobblers used a shoe, gunsmiths
used a rifle, and seamstresses used scissors to convey to
consumers what product or service they offered. Especially
in a market where many consumers were illiterate, sym-
bols told consumers what was available. Even today these
symbols can still be seen in company logos and small-town
businesses. (Twentieth-century restaurateurs also used
pictures of meal combinations to assist illiterate con-
sumers.) Before billboard advertising, firms hired individ-
uals to carry sandwich boards along city streets telling
consumers about their products. Early print advertise-
ments included newspaper ads and flyers distributed in
markets.

Advertisements typically promote either products or
institutions. Product advertisements promote particular
products or SERVICES, while institutional advertisements
promote ideas; concepts; philosophies; or the goodwill of
an industry, firm, or organization. Advertising is used by
both for-profit and nonprofit organizations. Major media
are required to provide outlets for community-service
advertising.

Generally there are three goals in advertising: to inform,
persuade, or remind consumers and potential customers.
Modern advertisements may consist of a billboard
announcing a new business located nearby (inform), a tel-
evision advertisement trying to convince diners to eat at a
particular fast-food restaurant (persuade), or a postcard
from the dentist to say a tooth cleaning is due (remind).

One variation of persuasive advertising is comparative
advertising: efforts that directly or indirectly promote
comparisons with competing products. Companies that
are not the dominant firm in the industry often favor this
form of advertising, comparing their products to the
offerings of the leading firm in the industry. Avis car
rentals was one of the early users of comparative adver-
tising with their “We're #2, We Try Harder” campaign.
FEDERAL TRADE COMMISSION regulations require advertisers
to be able to substantiate claims made in comparative
advertisements.

Few consumers realize how much effort and planning
goes into advertising campaigns. Marketers start by defin-
ing objectives for an advertising effort. TARGET MARKETS are
identified, advertising messages and media determined,
and the new advertising campaign coordinated with other
elements in the organization’s marketing strategy.

Often considerable research is used in making adver-
tising decisions. Consumer opinions and reactions are
tested, and product features, market conditions, and
competitors are all analyzed before executing an adver-
tising campaign. Creative aspects of advertising—includ-
ing wording, symbols, colors, and use of celebrities—are
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all carefully analyzed. Focus Groups are often asked to
comment on advertising design before the campaign is
implemented.

Print advertisements typically contain four elements:
the headline, illustration, body cory, and signature. The
headline is a catchy word or phrase designed to gain atten-
tion. The illustration or images combine with the headline
to gain interest as well as attention. The body copy serves
to inform and then persuade consumers into taking action.
The signature includes the company’s name, address,
and/or TRADEMARK to remind viewers who is sponsoring
the advertisement.

Once advertising objectives are defined, tactical plans
are developed, including budgets, media choices, and
scheduling. Each step is critical to the success of an adver-
tising campaign. A good message conveyed through the
right media but at the wrong time will likely fail. For
example, Campbell Soup Company once coordinated a
radio campaign in the Northeast, scheduling messages
with weather reports. The first message said, “Storms are
coming, time to stock up on Campbell Soup.” When
storms arrived, the follow-up message said, “It’s cold out-
side, time to stay warm with a cup of Campbell Soup.” The
same message delivered in the summertime would have
failed.

There are seven media alternatives advertisers can use
to convey their message to their target audience: televi-
sion, radio, newspapers, magazines, direct mail, outdoor,
and electronic/interactive. Each media alternative has
advantages and disadvantages:

advantages disadvantages
television mass coverage, expensive, temporary,
prestige, repetition lack of selectivity,
zapping, public distrust
radio low cost, short life span;
targeted audience; highly fragmented
quickly delivered audiences
newspapers  community reputation, image reproduction,
ability to refer to life span
magazines  selectivity, long life, lack of flexibility
image reproduction
direct mail selectivity, flexibility, cost, consumer distrust,
personalized message mailing list problems
outdoor quick, visual, brief exposure,
link to locations, environmental concerns,
repetition limited message
electronic/ two-way communication,  Internet problems,
interactive  cost flexibility, consumer-  Web viewer acceptance

directed demographics

As portrayed on many television shows, most major
advertisers hire advertising agencies to plan and prepare
advertising campaigns (automobile manufacturers, the
military, and beer companies are the largest spenders in
the United States). Advertising agencies live and die with
decisions by major clients to take their account to another
agency. In today’s global marketplace, ad agencies have
emerged to become international service providers for
their clients.

Further reading
Boone, Louis E., and David L. Kurtz. Contemporary Marketing,
10th ed. Fort Worth, Tex.: Dryden Press, 2001.

affluent society

The term affluent society comes from economist John Ken-
neth Galbraith’s 1958 book The Affluent Society. Writing
during a period when the United States maintained unilat-
eral dominance of the global economy, Galbraith predicted
a widening gap between rich and poor which, in turn,
would destabilize economic systems. To overcome the dis-
parities between the wealthiest and poorest Americans,
Galbraith argued for significant public INVESTMENT in edu-
cation, transportation, parks, and social needs.

The Affluent Society remains a classic analysis of the
conflict between capitalism and society’s needs. Using the
language and logic of an economist, Galbraith articulated
more expanded economic role for government than was
generally accepted at that time. His book is credited with
influencing such politicians as Bill Clinton and Tony
Blair. The affluent society has come to symbolize wide-
spread prosperity, sometimes referring to levels of con-
spicuous CONSUMPTION associated with 1980s in the
United States.

Further reading
Galbraith, John Kenneth. The Affluent Society. Boston: Houghton
Mifflin, 1958.

agency theory

Agency theory is a management and economic theory that
attempts to explain relationships and self-interest in busi-
ness organizations. In agency theory, principals contract
with agents to perform tasks for the benefit of the princi-
pal. In making the coNTRACT with the agent, the principal
delegates authority regarding how a task is to be accom-
plished, holding the agent responsible for attaining a cer-
tain outcome but not dictating the methods used to
achieve the outcome.

Typical principal-agent relationships include share-
holder-manager and manager-employee relationships. In a
shareholder-manager relationship, the SHAREHOLDERS,
through their BOARD OF DIRECTORS, set goals and managers
allocate the company’s RESOURCES to attain the goals. As
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evidenced in the Enron scandal, management’s goals may
be in conflict with those of shareholders. In the Enron
case, managers manipulated financial arrangements
among themselves, profiting significantly but ultimately
bankrupting the company and leaving Enron shareholders
(and many employees) with nothing.

Agency theory suggests that a system is needed to
ensure managers operate in the best interests of the prin-
cipals they represent. As in the Enron case, AUDITING is one
agency cost principals incur in order to monitor the activ-
ities of managers. Limits placed by shareholders on the
options managers can choose, such as private PARTNERSHIPS
with executives, and bonus systems are also used to reduce
the conflict of purposes between the self-interests of man-
agers and the interests of shareholders.

Performance-based pay systems are designed to give
agents—whether managers reporting to the board of direc-
tors of employees reporting to managers—incentives to
work for the best interests of the principals. In many
instances, these systems fail to attain the desired goal. MIT
management professor Robert Gibbons describes three
cases where incentive systems failed.

At the H. J. Heinz Company, for example, division man-
agers received bonuses only if earnings increased from the
prior year. The managers delivered consistent earnings
growth by manipulating the timing of shipments to cus-
tomers and by prepaying for services not yet received. At
Dun & Bradstreet, salespeople earned no commission
unless the customer bought a larger subscription to the
firm’s credit-report services than in the previous year. In
1989, the company faced millions of dollars in lawsuits
following charges that its salespeople deceived customers
into buying larger subscriptions by fraudulently overstat-
ing their historical usage. In 1992, Sears abolished the
commission plan in its auto-repair shops, which paid
mechanics based on the profits from repairs authorized by
customers. Mechanics misled customers into authorizing
unnecessary repairs, leading California officials to prepare
to close Sears’ auto-repair business statewide. In each of
these cases, employees took actions to increase their com-
pensation, but these actions were seemingly at the expense
of long-run firm value.

Sales managers frequently face principal-agent con-
flicts. Straight salary systems would deter actions on the
part of sales agents that are in conflict with the goals of the
sales manager, but straight salary systems do not give
salespeople positive work incentives.

Agency theory suggests that businesses operate under
conditions of uncertainty and lack of complete informa-
tion. Given these obstacles, two agency problems arise: the
problem of employees not putting forth their maximum
effort, referred to as moral hazard; and the problem of
agents misrepresenting their ability to do the work for
which they are being hired, called adverse selection. As in

the situations Gibbons described, tying compensation to
performance or profits does not eliminate the problem of
conflicting interests between principals and agents. While
agency theory illustrates the economic conflicts between
groups, few solutions beyond vigilance, on the part of
principals, have been proposed.

See also PERFORMANCE APPRAISAL.

Further reading
Gibbons, Robert S., “Agency Theory, Part II: Getting What You
Pay for.” Available on-line. URL: http://web.mit.edu/rgibbons/
www/903_1n2.pdf; Kaplan, B., “Transaction Costs vs. Agency
Theory.” Available on-line URL: http://wizrd.ucr.edu/~bkaplan/
soc/lib/txcosta.pdf.

aging of accounts See BAD DEBT, AGING OF ACCOUNTS.

agricultural support programs

Agricultural support programs are payments and incen-
tives that subsidize agricultural businesses and growers.
These subsidies include price supports, TARIFFs, and defi-
ciency payments. Included in the system are incentives to
conserve land and water resources, help stabilize the
INCOME of farmers and ranchers, and enable new or disad-
vantaged farmers to get into the food production business.
Agricultural subsidies, both in the United States and else-
where, are political and highly controversial.

Agriculture is the world’s most heavily subsidized trade
sector. The WORLD TRADE ORGANIZATION (WTQ) estimates
that current government subsidies to farmers worldwide
amount to $350 billion per year. The EUROPEAN UNION,
United States, and Japan, in that order, are the major users
of agricultural support programs. Government support
and protection of industries has been increasing and all
countries have felt the consequences. These programs
impact ECONOMIC GROWTH, increase trade friction between
nations, increase budget expenditures, and depress com-
MODITY MARKETs. High price supports encourage surpluses,
which distort global market prices. Restrictive import bar-
riers keep some producers from being able to sell their
products in certain markets.

The underlying reason for agricultural subsidies is to
make sure, there is enough food and fiber on American
tables and to ensure that American farmers can produce
our food. When the U.S. population was still growing at a
fast rate, the focus of the federal government’s agricultural
policy was on feeding its citizens. Many of the policy ele-
ments now in place were essential to accomplishing those
goals.

Agricultural policy is political. U.S. government sup-
port for agriculture began in the late 1800s but became
more structured and institutionalized after the GREAT
DEPRESSION. Since the 1930s, agricultural support programs
have been reexamined, and roughly every six years major



Aid to Families with Dependent Children 9

new legislation has been passed. American farmers gener-
ally have resisted changes in subsidies and efforts to inte-
grate the production and export market considerations.

The 1985 Farm Bill established the Conservation
Reserve Program (CRP), providing incentives that encour-
age farmers to contract to set aside environmentally sensi-
tive farmland for a period of time, usually 10 years. The
Federal Agriculture Improvement and Reform (FAIR) Act
(also known as the 1996 Farm Bill and “Freedom to
Farm”) was the first major attempt to get rid of much of
the old structure in farm programs. Farmers had been
chafing for years at the controls in place on what they
could grow and how much they could produce. Many felt
that efficient, productive farmers were penalized, and
farmers who were poor managers or not as productive as
others were rewarded. There had been major abuses in the
system, with large agribusiness CONGLOMERATES getting
much of the money intended for small-family farmers. The
“Freedom to Farm” bill was intended to solve many of the
problems that had been in the system up to that point.
Farmers were optimistic about the bill, because it
increased their flexibility in making choices about their
farm operations by “decoupling” benefits. This meant they
were not restricted to certain crops and they could make
better use of their land. Because it rewarded land owner-
ship, the 1996 Farm Bill had the unintended consequence
of artificially inflating farmland prices.

One of the most unpopular elements of past farm legis-
lation had been deficiency payments to producers, which,
in essence, paid the farmer the difference between the
commodity’s market price and the allowance for it. A
major thrust of the 1996 Farm Bill was to get rid of defi-
ciency payments. However, large and well-funded lobbies
and growers for some commodities managed to override
this action by threatening to prevent passage of the entire
bill unless their crops were exempted.

The Farm Security and Rural Investment Act of 2002,
also known as the 2002 Farm Bill, reversed the 1996 Farm
Bill and increased agricultural spending over the next 10
years by 80 percent, from just over $100 billion to more
than $180 billion annually. Federal subsidies for the
major program crops will rise by more than 70 percent.
Throughout the world this was seen as a major reversal of
President George W. Bush’s FREE TRADE policy and of the
U.S. commitment to reform world agriculture markets.
Many predict that this will make negotiations at the next
round of WTO talks much more difficult, since agricul-
ture is to be the main focus of negotiations in the near
future. The 2002 Farm Bill likely will result in the Euro-
pean Union keeping its higher levels of subsidies, and
other countries will not lower theirs since the United
States has increased theirs. Since American growers now
depend on foreign exports as the major portion of their
markets, domestic agricultural support policies will
increasingly need to be addressed with consideration of
international trade agreements.

Further reading
U.S. Department of Agriculture website. Available on-line. URL:
http://www.usda.gov; “Food and Agricultural Policy: Taking
Stock for the New Century,” U.S. Department of Agriculture.
Available on-line. URL: http://www.usda.gov/news/pubs/farmpol-
icyOl/fpindex.htm; 2002 Farm Bill. Available on-line. URL:
http://www. usda.gov/farmbill/; “U.S. Proposal for Global Agri-
cultural Trade Reform.” Available on-line. URL: http://www.fas.
usda.gov/itp/wto/.

—Laura Carter

Aid to Families with Dependent Children

The Aid to Families with Dependent Children (AFDC)
program was a federal WELFARE program that originated
during the GREAT DEPRESSION as part of the 1935 Social
Security Act. The sociaL SsECURITY Act provided funds for
the states to help the elderly, the blind, and underprivi-
leged children. The provision to help states provide sup-
port for children was contained in Title IV of the act, and
participation by any state was voluntary. With the original
title “Aid to Dependent Children,” the initial purpose of
Title IV was to provide financial assistance for disadvan-
taged dependent children and did not provide assistance
for parents or guardians involved in the childs raising.
(There was, however, a requirement that the child live
with an adult in order to be eligible for aid.) It was not
until 1950 that the government began to provide funds to
aid in the care of the adults responsible for the children. In
1960 states were allowed to claim federal reimbursement
for funds used to aid the child of an unemployed parent
and the unemployed parent, and in 1962 aid was allowed
for a second parent in the family. Hence the name of the
program was changed to “Aid to Families with Dependent
Children.”

Instead of setting apart a fixed amount of money each
year to be divided among the states, Congress approved
reimbursement of a certain percentage of state expendi-
tures without any limit on the total amount. Originally
each state with an approved plan was reimbursed by the
Secretary of the Treasury for one-third of its benefit pay-
ments, up to maximum federal payment of $6 per month
for the first child plus $4 for each additional child. This
general plan went through several changes over the years,
but the basic method of funding remained the same until
the passage of the Temporary Assistance to Needy Families
Act (TANF) in 1996.

In 1967 a set of formal rules for the program was pub-
lished in the Code of Federal Regulations. This stated that
each state was required to assign a single agency to be in
charge of the administration of the program, that the state’s
program be available in all parts of the state, and that the
rules be universally enforced. This prevented local govern-
ments from having the power to impose local rules and
regulations. The states were also required to “provide an
opportunity for anyone to apply for aid, to furnish aid with
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reasonable promptness to all eligible persons, and to pro-
vide the opportunity for a fair hearing to those denied
assistance or not given a response within a reasonable
period of time.”

Eligibility for the program was regulated by the particu-
lar state of residence. Each state was required to establish a
“standard of need” or maximum amount of INCOME and
other resources a family could have and be eligible for assis-
tance. These standards of need varied by the size of the
family. Each state determined eligibility by comparing fam-
ily income to the state’s need standard. If the family had
gross income that did not exceed 85 percent of the state’s
need standard, and gross income (less specified deduc-
tions) that did not exceed 100 percent of the need standard,
then the family was eligible for assistance. All children
through the age of 15 were eligible for assistance. Each state
had the option of aiding children older than 15 if certain
conditions were met. Children aged 16-17 had to be
attending school regularly, students aged 18-20 had to be
in high school or a course of vocational or technical train-
ing, and students aged 18-20 had to be in college or uni-
versity. In 1981 changes were made which ended a childs
eligibility on his or her 18th birthday or, if the state chose,
on his 19th if still in high school. Also in 1981, Congress
required states to calculate the income of a child’s steppar-
ent when figuring a family’s needs, income, and resources,
and allowed states to claim federal reimbursement for aid
to an unborn child in the last trimester of pregnancy.

In 1962, for states that included unemployed parents in
the program, Community Work and Training (CWT) pro-
grams were established for federally aided recipients age
18 and over. These programs were to pay wages compara-
ble to those present in the community and were required
to ensure that appropriate standards of health and safety
were followed. In 1964, under Title V of the Economic
Opportunity Act, Congress allowed the formation of CWT
projects in states that had not yet included the unem-
ployed parents category in their AFDC programs. In 1968,
in conjunction with the Department of Health, Education,
and Welfare (HEW) and the DEPARTMENT OF LABOR, Work
Incentive (WIN) programs were created for certain AFDC
recipients; all unemployed fathers had to be referred to the
program. In 1971 the government required that all AFDC
parents register for work or training with the WIN pro-
gram (except for mothers of children under age six).
Finally, in 1988 WIN was replaced by the Job Opportuni-
ties and Basic Skills Training (JOBS) program in a new part
IV-F of the Social Security Act. This mandated that states
engage most mothers with no children below age three in
education, work, or job training.

Originally, in 1935, Congress set the federal share of
AFDC payments at 33 percent, up to individual payments
of $18 for the first child and $12 for additional children.
As stated previously, this comes to a maximum federal
share of $6 for the first child. Over the years matching
maximums were increased and based on average spending

per recipient. In 1956 variable rates were established, pro-
viding more generous federal reimbursement for states
with lower per capita income. In 1965, with the creation of
Medicaid, federal matching for each state dollar spent on
the AFDC program was provided. Each state that imple-
mented Medicaid was allowed to use the open-ended
matching formula for claiming federal reimbursement of a
portion of total AFDC benefits as well. Numbers provided
for the years between 1971 and 1996 show that expendi-
tures rose from $6 billion to $24 billion in actual dollars,
however, when adjusted for INFLATION, total expenditures
increased very slightly. In constant 1996 dollars, the
amount spent on benefits actually declined from a high of
$26 billion in 1976 to $20.4 billion in 1996 (Office of
ASPE website, 2001).

Critics of the AFDC argue that the program created a set
of incentives that were harmful to the nation’s “social fab-
ric.” The welfare system was allegedly dehumanizing;
encouraged dependency; supported female-headed fami-
lies, divorce, and unmarried childbearing; and encouraged
low levels of work effort among recipients. Supporters
argue that the AFDC program helped to reduce poverty
and provided work and skill training, in addition to its
success in keeping intact poor female-headed families with
young children.

On August 22, 1996, President Bill Clinton signed into
law the Personal Responsibility and Work Opportunity
Reconciliation Act (PRWORA) of 1996 (Public Law 104-
193). PRWORA replaced the AFDC program that had been
in existence for 60 years.

Further reading
Brandon, Peter D. “Did the AFDC Program Succeed in Keeping
Mothers and Young Children Living Together?” Social Service
Review 74, no. 2 (June 2000): 214; Office of the Assistant Secre-
tary for Planning & Evaluation. “Aid to Families with Dependent
Children: The Baseline,” Human Services Policy, June 1998. Avail-
able on-line. URL: aspe.hhs.gov/hsp/AFDC/afdcbase98.htm.
Downloaded on October 31, 2001; Social Security Administra-
tion. Social Security Bulletin (Annual 1994 57n SUPP): 114-37.
—April Miller

American Bankers Association

The American Bankers Association (ABA) is an organiza-
tion representing banking interests at the national level.
Created in 1875 to urge for the repeal of taxes on CAPITAL,
deposits, and checks, the ABA is a powerful lobbying force
in Washington on financial issues. ABA interests have
changed with technological advances over the years. In the
19th century ABA efforts focused on banker education and
advocacy. One of the early problems was bank robbers. In
the 1890s an ABA program paying rewards for the convic-
tion of bank robbers significantly reduced this problem
and led to the death of notorious bank criminals, includ-
ing Butch Cassidy and the Sundance Kid in Bolivia.
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As telegraph technology became available, in the early
1900s the ABA created a cipher telegraphic code for use
in banking communications. With today’s INTERNET tech-
nology the ABA supported legislation creating the first
Web-based bank in 1995. With the easing of GREAT
DEPRESSION-era banking restrictions, the ABA is advocat-
ing new legislation expanding banking activities in the
areas of INSURANCE and securities. In 1997 Forbes rated
the ABA as the 12th most influential lobbying group in
the country.

Further reading
American Bankers Association website. Available on-line. URL:
www.aba.com.

American Bar Association

The American Bar Association (ABA) is the largest and
most powerful law organization in the United States. Cre-
ated in 1878 when 100 lawyers met in Saratoga Springs,
New York, the ABA today has more than 370,000 mem-
bers, including lawyers, judges, court administrators, law
teachers, legal assistants, and law librarians. About half of
the attorneys in the United States belong to the ABA. The
percentage was higher in past decades but declined when
ABA positions on major social and legal issues met with
disagreement among its members.

The ABA publishes books, pamphlets, and brochures on
almost every facet of the law, making it the largest legal
publisher in the world. ABA publications are designed for
the general public as well as members of the legal profes-
sion. The organization is also a major lobbying force in
Washington and in state legislatures. ABA committees
often create model legislation presented for adoption by
legislatures. For example, The Model Business Corpora-
tion Act (1950) was drafted by the ABA Committee on
Business Corporations.

While the ABA has over 150 committees, subcommit-
tees and task forces, two of the most important functions
of the organization are accrediting U.S. law schools and
reviewing presidential nominations for judicial appoint-
ments. An ABA rating of “not qualified” is a major rebuke
of a president’s choice for a judgeship. In 2001 President
George W. Bush announced he would no longer refer
candidates for judicial appointments to the ABA review
committee.

Further reading
American Bar Association website. Available on-line. URL:
www.abanet.org.

American Customer Satisfaction Index

The American Customer Satisfaction Index (ACSI) is an
indicator of changing customer satisfaction with the
quality of goods and services available to households in

the United States. The ACSI uses a national survey to
measure customer satisfaction with 164 companies and
30 federal government agencies. ACSI conducts more
than 50,000 interviews annually with customers of the
companies and federal agencies included in the index.
The scores for one or two sectors of the U.S. economy are
updated quarterly.

For example, in August 2001 the updated scores for
manufacturing and cable/satellite television were released.
Using a 100-point scale, among automobile manufacturers
Cadillac received the highest rating (88), while Jeep/Eagle
received the lowest rating (76). Among personal computer
manufacturers, Dell received the highest rating (78) and
Compaq the lowest (69). When grouped, automobiles,
consumer electronics, and household appliances had the
highest average ratings (80, 81, and 82 respectively), while
personal computers and cable/satellite television had the
lowest average ratings (71 and 64). A Wall Street Journal
writer concluded, “It shows that shoppers are happier with
Old Economy products . . . than they are with New Econ-
omy [products and services].”

In the last quarter of 2000, the scores for federal agen-
cies were updated (only those agencies that have signifi-
cant interaction with consumers are included in the
survey). Overall the government-wide index was 68.6,
unchanged from the previous year, but significantly lower
than the scores for the private sector. Among the federal
agencies, Student Financial Assistance Education and
NASA Education received higher ratings from the year
before, while Head Start parents, the Census, and Veterans
Administration all saw their ratings decline. The Internal
Revenue Service and Occupational Safety and Health
Administration perennially receive the lowest ratings
among federal agencies.

The ASCI is produced through a partnership consisting
of the University of Michigan Business School, the AMERI-
CAN SOCIETY FOR QUALITY, and the CFI Group, a private con-
sulting firm. The University of Michigan’s School of
Business is well known for its INDEX OF CONSUMER EXPECTA-
TIONS. Like the Index of Consumer Expectations, the ASCI
is used to predict CONSUMER BEHAVIOR. ASCI researchers
developed an econometric model using the scores to pre-
dict customer complaints and CUSTOMER LOYALTY. Mar-
keters know building and retaining relationships with
customers is critical to long-term success. The developers
of the ACSI have found their index is correlated with
changes in the Dow Jones Industrial Index, and that com-
panies rated in the upper half of the index have generated
significantly greater shareholder WEALTH than those rated
in the lower half of the index.

Further reading

American Customer Satisfaction Index website. Available on-line.
URL: www.bus.umich.edu/research/nqrc/acsi.html; Hilsenrath,
Jon E., and Joe Flint, “Consumers Find Fault with Products of
New Economy,” Wall Street Journal, 20 August 2001, p. A2.
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American depository receipts

American depository receipts (ADRs) are certificates
issued by a U.S. bank or brokerage firm, representing for-
eign shares held by the institution. One ADR may repre-
sent one share, a portion of a foreign share, or a bundle of
shares of a foreign CORPORATION. ARBITRAGE, the simultane-
ous buying and selling of like securities in different mar-
kets to take advantage of slight price differences, keeps the
prices of ADRs and underlying foreign shares essentially
equal.

Most ADRs are “sponsored,” meaning the corporation
provides financial information and other assistance to the
institution and may subsidize the administration of the
ADRs. Institutions sponsoring ADRs act as custodian for
the company issuing the stock and handle pIVIDEND pay-
out, notifications, and processing. Depository receipts are
registered with the SECURITIES AND EXCHANGE COMMISSION
and trade like any other U.S. security in national
exchanges or over-the-counter markets. Generally the for-
eign company approaches the institution requesting spon-
sorship. “Unsponsored” ADRs are issued by one or more
depository institutions in response to market DEMAND but
do not receive assistance from the corporation.

The U.S. financial market is the largest in the world. By
selling shares of stock in their companies through ADRs,
foreign corporations raise capITAL in U.S. markets for their
business operations. In the year 2000, trading in ADRs
exceeded $1 trillion for the first time. Ericson (Sweden),
Nokia (Finland), Vodafone (United Kingdom), BP Amoco
(United Kingdom), and Telephonos de Mexico were the
highest-volume ADRs traded. During the year, 182 new
ADR programs were established by companies from 38
countries, dominated by companies from the United King-
dom, Germany, and Hong Kong.

For investors, ADRs offer a low-cost opportunity to
diversify their portfolios. Until the creation of ADRs, it was
difficult for individual investors to purchase stocks of for-
eign companies. But ADRs are subject to a variety of risks:
currency risk; the potential for decline in value as a coun-
try’s currency declines in FOREIGN EXCHANGE markets; polit-
ical risk, the potential for violence or DEFAULT of a
government; and economic risk, the potential for decline
in the foreign company’s home economy.

See also GLOBAL SHARES.

Further reading
“ADR Trading Tops The $1 Trillion Mark For the First Time,”
Wall Street Journal, 2 January 2001, p. C10.

American dream

The American dream is the aspirations of working-class
citizens, parents, and immigrant groups to attain their
image of a middle-class STANDARD OF LIVING. Americans and
people coming to the United States often desire home
ownership, better jobs, education for their children, and

perhaps their own business. Most working-class parents
express the American dream by desiring that their children
do better and have more than they did.

World War II, in which many poor and uneducated
American soldiers traveled and interacted with people of
different social classes and cultural backgrounds, strength-
ened their desire for a better standard of living for them-
selves and their children. Sometimes it was expressed as
wanting a “bigger piece of the pie” as payment for their
sacrifices during the war. Levittown, a major housing
development created to meet the demands of veterans for
their own homes, symbolized early images of the American
dream. Subsequently, immigrant groups have pursued sim-
ilar dreams, striving to educate their children and to suc-
ceed by standards known as the American dream.

American Federation of Labor and Congress of
Industrial Organizations (AFL-CIO)

The American Federation of Labor and Congress of Indus-
trial Organizations (AFL-CIO) is a voluntary league of
national labor unions representing over 13 million work-
ers. Its mission is to bring social and economic justice to
America’s workforce through political and legislative dele-
gation. The AFL-CIO functions primarily to promote fair-
trade legislation, affordable health care, quality public
education, fair wages substantial enough to support a fam-
ily, job safety, and retirement benefits including a pension
program.

Sixty-four uniONs make up the AFL-CIO, some of
which include the Writers Guild of America, United Farm
Workers of America, United American Nurses, Transport
Union of America, Seafarers International Union of North
America, and Association of Flight Attendants. Delegates
elected by their local union govern the AFL-CIO along
with an executive council. They meet every two years at a
convention where policies are made and goals are set. Offi-
cers who run the AFL-CIO operations are elected at the
convention every four years. John J. Sweeney, president of
the AFL-CIO, was first elected in 1995.

The American labor movement began in the 1820s when
skilled workers from various cities formed organizations in
order to obtain better pay. National unions were formed in
the 1850s when blacksmiths, machinists, printers, carpen-
ters and other skilled laborers began a union organization
named the Knights of St. Crispin. Philadelphia garment
workers established the Knights of Labor, the first organ-
ized labor union to last more than a few years. Its main
goals were to do away with the 10-hour workday, abolish
child labor, and get equal pay for equal work.

In 1881 wage earners organized the union that became
the American Federation of Labor (AFL). Samuel Gompers
served as the AFLs president from 1886 to 1894 and from
1896 to 1924 for a total of 37 years. Gompers was not as
politically active as other labor leaders had been. He
stressed COLLECTIVE BARGAINING to obtain higher wages and
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better working conditions. The AFL campaigned to
encourage the public to buy goods with the “union label,”
made by union employees.

Organized labor had many setbacks in the early 1900s,
including violent strikes and unfavorable legislation, and
union membership declined. The AFL was too conserva-
tive for those workers with a more socialist view. The
union didn’t begin to gain membership again until immi-
gration was restricted with the Immigration Act of 1924.
COMPETITION for jobs decreased and the bargaining power
of the work force increased.

The GREAT DEPRESSION forced changes in the AFL. Busi-
ness leaders were no longer in favor with workers because
they could not bring about an end to the depression. Polit-
ical leaders developed new laws to help the nation’s econ-
omy. President Franklin Delano Roosevelts New Deal
program guaranteed a MINIMUM WAGE for all workers as
well as the right to join unions, but the U.S. Supreme
Court ruled it unconstitutional. In 1935 the National
Labor Relations Act, also known as the WAGNER ACT,
replaced the New Deal program. It established a board
with the authority to punish unfair labor practices.

The AFL formed the Committee for Industrial Organi-
zation to organize mass-production industries. Union
membership quickly grew in the steel, automobile, and
rubber industries. Conflicts resulted with the AFL throw-
ing out CIO union members. The Committee for Indus-
trial Organization then changed its name to the Congress
of Industrial Organizations and established its own league
of unions under the leadership of John L. Lewis.

When the United States entered World War 11, labor lead-
ers agreed not to strike for the duration of the war. Wages
did not increase during this period, but “fringe benefits”
were established. After World War II, unions sought large
wage increases through organized strikes, and the economy
boomed. The TAFT-HARTLEY ACT in 1947 established govern-
ment controls over unions. AFL leader George Meany and
CIO leader Walter Reuther merged the two leagues in 1955,
and they became known as the AFL-CIO.

The league of unions that make up the AFL-CIO has 13
departments, including the Safety and Health Department,
the Organizing Department (which assists in the recruit-
ment and training of union organizers), the Civil and
Human Rights Department, the Field Mobilization Depart-
ment (which coordinates a community services sector and
mobilizes thousands of members across the nation to sup-
port political action), the Corporate Affairs Department
(which assists national unions in collective bargaining),
and the Legislative Department (which promotes equal
pay for women, part-time workers, the minimum wage,
public education, SOCIAL SECURITY, and economic policies).

The AFL-CIO goals remain much the same as they were
when the AFL first was established:

* unionization of workers
* economic justice

e occupational safety and health
e education
* political lobbying

Civil rights and discrimination in all forms are also pri-
orities of today’s AFL-CIO. Through its Committee on
Political Education, the AFL-CIO encourages members to
vote on Election Day. An international department assists
with organized labor in other countries. Under the lead-
ership of John J. Sweeney, the AFL-CIO is committed to
advancing the welfare of its membership, actively cam-
paigns against RIGHT-TO-WORK LAWS, and continues to
attempt to have the Taft-Hartley Labor Act repealed. The
AFL-CIO’s plan for the next century includes a restruc-
tured labor movement, INTERNET access for working fami-
lies, and the preservation of workers’ freedom to choose a
union.

Further reading
Dark, Taylor E. The Unions and the Democrats: An Enduring
Alliance, Updated Edition. Ithaca, N.Y.: Cornell University Press,
2001; Mangum, Garth L., Union Resilience in Troubled Times: The
Story of the Operating Engineers, AFL-CIO, 1960-1993. Armonk,
N.Y.: M. E. Sharp, 1994; Mort, Jo-Ann, ed. Not Your Father’s Union
Movement: Inside the AFL-CIO. New York: Verso, 1998; Tillman,
Ray M. and Michael S. Cummings. The Transformation of U.S.
Unions: Voices, Visions, and Strategies from the Grassroots. Boulder,
Colo.: Lynne Rienner Publishers, Inc., 1999.

—~Cindy L. Halsey

American Industrial Revolution

The American Industrial Revolution (1877-1919) was an
era in which the nation was transformed from its agrarian,
rural roots to an increasingly urban, mechanized, and
innovative power. Marked by the escalating use of
machines to perform work, expansion of transportation
services and available markets, and the birth of labor
UNIONS, the Industrial Revolution shaped the future face of
American business.

During this period, deposit banking was born and deliv-
ered the funds necessary to bankroll technological
improvements in transportation, agriculture, and manu-
facturing, which provided increased production at reduced
cosTs. Profits were reinvested into each sector and paid for
future innovations and technological changes. Meanwhile
the labor movement was born in an effort to keep workers’
needs in balance with big business’s power. In all, five pil-
lars evolved to bring about the foundations of U.S. busi-
ness today.

BANKING
cAPITAL fueled the Industrial Revolution. The roots of
change in the banking industry were planted by the fed-
eral government’s search for Civil War financing, which
led to the National Banking Act of 1863 and the revised
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act of 1864. The 1863 act established a uniform national
currency of federally chartered bank notes, backed by
federal government BONDS to be sold to state banks. The
revised act of 1864 created a tax on state bank-issued
notes and led to the virtual elimination of state bank
notes. However, the currency of national bank notes
failed to adequately provide for the growing nation’s need
for flexible currency. Ten years later, loans in the form of
bank notes gave way to deposit banking, in which banks
delivered loan proceeds by crediting a depositor’s
account. Greenbacks, also known as paper money, were
first issued as non-gold-backed legal tender in 1862 as
part of the federal government’s effort to raise money for
the Civil War. Greenbacks became a permanent part of
U.S. currency with the 1875 Resumption Act as well as
1878 congressional compromise that provided for paper
money to be redeemable in gold and limited resumption
of silver dollars, as proposed in the Bland-Allison Act.
Multiple monetary panics closed the 19th century and
led to the 1913 creation of the FEDERAL RESERVE SYSTEM: 12
regional, relatively independent banks to oversee
regional monetary needs.

The increasing availability of loans allowed the
nation’s railroads to expand and add additional tracks
between important cities and to invest in better equip-
ment and technology. The expansion served to open new
markets for agricultural products and industry, in addi-
tion to enhancing further development of the country’s
natural resources, including gold, silver, pig iron, and
coal.

RAILROADS

America’s first transcontinental railroad was completed by
the Union and Central Pacific railroads in 1869. The
nation boasted of 79,082 miles of railroad in 1877, and
with the addition of five cross-country routes and exten-
sive building of secondary and feeder tracks, railroad
track mileage tripled to 240,293 miles by 1910. When
completed, travel time from New York to Chicago was
reduced from almost a month to two days. England’s
industrial accomplishments heavily influenced America’s
rail industry. Steel rails, available because of the steel
manufacturing improvements by the Bessemer and open-
hearth processes in England, were an improvement over
the pre—Civil War rails. Steam locomotives (made practi-
cal by Englishman George Stephenson), air brakes, and
automatic couplers to link cars together lengthened trains
and, in turn, increased the tonnage each could carry.
Additionally, the introduction of the refrigerated cargo car
allowed for the transportation of perishable goods over
longer distances. These improvements in technology
increased individual freight train cargoes from 20 tons in
the 1880s to 80 tons by 1914.

Farmers’ dependence on railroads to get products to
regional and urban markets led to increasing government
regulation and consolidation of the railroad companies.

AGRICULTURE

While the Industrial Revolution signalled America’s decreas-
ing reliance on agriculture for its WEALTH, agriculture never-
theless remained prominent. Wheat, cotton, flour, and meat
products held the greatest export value for farmers and were
the bulk of U.S. exports, which rose in annual value from
$590 million in 1877 to $1.37 billion in 1900. Technology
again played an important role, as the “sodbuster,” designed
to break up virgin land, allowed farmers to plant crops on
their new western farms, as encouraged by the Homestead
Act of 1862. Refrigerated railcars carried perishables from
local markets into regional markets and urban areas; fruit
and vegetables from the Great Lakes, Florida, and California;
dairy products from Michigan, Minnesota, New York, and
Wisconsin; cattle to Chicago; and meat products from
Chicago. Further mechanization occurred as farmers
ploughed earnings into more land and newer equipment in
an attempt to increase profitability.

MANUFACTURING

Improved railroad transportation allowed inexpensive coal
delivery, which fueled steam-powered factories and freed
factories from waterpower restrictions. As a result, facto-
ries spread throughout the Northeast. Manufacturing
gained the largest benefit from technology, as business
insisted on new processes, machines, products, and distri-
bution methods. New PRODUCTS created new industries, as
the period saw the successful installation of the gasoline
internal-combustion engine (1893); automobile manufac-
turing (1900); aircraft production (1903); the electric
light, patented by Thomas A. Edison (1890); and the tele-
phone, radio, typewriter, phonograph, and cash register.

As productivity grew, the price of producing goods
dropped, and improved mechanization increasingly accel-
erated the process of America’s shift to manufacturing as
a source of wealth. In 1860 leading manufacturing indus-
tries were, in order of rank, flour and meal, cotton goods,
lumber, boots and shoes, and iron founding and machin-
ery. By 1919 technology’s influence had altered the top
five industries to slaughtering and meatpacking, iron and
steel, automobiles, foundry and machine shop products,
and cotton goods. That same year the wealth derived from
manufacturing was three times that of agriculture’s
wealth.

As industries grew so did COMPETITION, as many compa-
nies operated with varying levels of success and product
quality. This situation resulted in overproduction, which
led to lower prices and profits. To better control financial
outcomes, industries began to operate collectively as
TRUSTs. One of the earliest and most famous trusts was John
D. Rockefeller’s Standard Oil Company (1882), which was
created when Rockefeller and associates bought nearly 90
percent of the country’s kerosene industry. Similarly, James
B. Duke invited competitors to join his American Tobacco
Company or watch their markets be taken over by success-
ful American Tobacco ADVERTISING campaigns.
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As big business pooled the resources and interests of
competing parties, by 1919 it was employing 86 percent of
America’s wage earners and created 87.7 percent of the
value of goods manufactured. Additionally, the annual
value of manufactured goods ballooned from $5.4 billion
in 1870 to $13 billion in 1899.

Trusts faced opposition by state and federal govern-
ments. In 1911, the Supreme Court used the 1890 SHERMAN
ANTITRUST ACT to decree Standard Oil and American
Tobacco as monopolies, and further ruled the two compa-
nies be broken into smaller companies.

LABOR

In the face of the overwhelming power of trusts and big
business, the labor movement took root as tensions
between workers and employers increased. The Knights
of Labor was the earliest influential group, founded in
1869 and designed to unify producers’ interests. At its
height (1884-85), the Knights claimed 700,000 members
nationwide and backed successful strikes against the
Southwest System, Union Pacific, and Wabash railroads,
which prevented a reduction in wages and gained public
sympathy. But the union’s influence waned after 1886,
when only half of 1,600 strikes involving 600,000 work-
ers were successful. Additionally, strife within the union
between skilled and unskilled workers weakened the
Knights’ membership and influence. As the Knights’
power declined, the AMERICAN FEDERATION OF LABOR (AFL)
gained the mantle of trade union leadership. Organized in
1881, the AFL had 548,000 members by 1900 and focused
its efforts on economic gain for the membership, includ-
ing better hours, wages, and working conditions. While
the Knights attempted to meet goals through political
influence and education, the AFL used economic means
to meet its goals.

Further reading
Cleland, Hugh G., “Industrial Revolution.” In Encyclopedia
Americana, vol. 15, 122-27. Danbury, Conn.: Grolier Inc., 2002;
Davis, W. N, Jr., “The Age of Industrial Growth, 1877-1919.” In
Encyclopedia Americana, vol. 27, 745-745r. Danbury, Conn.:
Grolier Inc., 2002; Martin, Albro, “Economy from Reconstruc-
tion to 1914.” In Encyclopedia of American Economic History:
Studies of the Principal Movements and Ideas, vol. 1, 91-109. New
York: Scribner, 1980; “United States of America: Industrialization
of the U.S. Economy.” In The New Encyclopedia Britannica, vol.
29, 242-43. Chicago: Encyclopaedia Britannica, 2002.
—XKatrina Reiling

American Institute of Certified Public Accountants

The American Institute of Certified Public Accountants
(AICPA), with over the 330,000 members, is the most
prominent national professional association for CPAs
(whose profession is the practice of FINANCIAL ACCOUNTING)
in the United States.

AICPA qualifies individuals for the practice of public
accounting by awarding its professional designation of
“certified public accountant” (CPA). CPAs perform finan-
cial accounting services for the general public and charge
professional fees for rendering them.

In addition to its professional designation activities,
AICPA also supports its Accounting Standards Team and
publishes The Journal of Accountancy, a monthly publica-
tion focusing on “the latest news and developments related
to the field of accounting.” Objectives of the Accounting
Standards Team are “to determine Institute technical poli-
cies regarding financial accounting and reporting stan-
dards, and generally to be the Institute’s official
spokesperson on these matters; to provide guidance to
members of the Institute on financial accounting and
reporting issues not otherwise covered in authoritative lit-
erature; and to influence the form and content of pro-
nouncements of the FINANCIAL ACCOUNTING STANDARDS
BOARD . . . and other bodies that have authority over finan-
cial accounting or reporting standards.”

Further reading
AICPA website. Available on-line. URL: www.aicpa.org.

American Medical Association

Founded in 1847, the American Medical Association
(AMA), the leading organization representing medical
doctors in the United States, is a powerful force influenc-
ing health-care policy and spending in the country. When
first organized, the AMA focused on developing a code of
ethics for medical practitioners. Later, in 1883, they estab-
lished the Journal of the American Medical Association
(JAMA), a premier medical journal highly quoted and
influential among the medical establishment. In the early
20th century the AMA established its medical school
accreditation program, controlling quality and growth of
the number of physicians in the country.

U.S. health care accounts for over 13 percent of Gross
DOMESTIC PRODUCT annually, significantly more than the
amount spent in other industrialized countries in the
world. Critics of the AMA argue that the organization rep-
resents the interests of the medical industry at the expense
of American consumers. Supporters counter that the AMA
has a long history of ensuring high-quality medical care in
the country. The AMA is a leading POLITICAL ACTION COM-
MITTEE in Washington.

Further reading
American Medical Association website. Available on-line. URL:
WWW.ama-assn.org.

American Society for Quality
The American Society for Quality (ASQ) is the leading
quality-improvement organization in the United States.



16 American Stock Exchange

The ASQ has over 100,000 individual members and over
1,000 corporate sustaining members worldwide. Created
in 1946, the organization is an outgrowth of efforts to
improve production standards during World War 1I. Using
the methods of Walter Shewhart, the War Production
Board—Ilater the American Society for Quality Control
(changed to ASQ in 1997)—sponsored courses to train
people in QUALITY CONTROL.

The ASQ now offers a variety of quality-control pro-
grams, including home study, conferences, certification,
and administration of the BALDRIGE AwaRD (Malcolm
Baldrige National Quality Award). Through its Registrar
Accreditation Board, the ASQ assists with the International
Standards Organization’s ISO 9000 and ISO 14000 accred-
itation and certification. ASQ training focuses on statistical
process control, quality cost management, TOTAL QUALITY
MANAGEMENT, failure management, and zero defects.

As stated on the ASQ website:

e Quality is not a program; it is an approach to business.

e Quality is a collection of powerful tools and concepts
that is proven to work.

e Quality is defined by the customer through his/her
satisfaction.

e Quality includes continuous improvement and break-
through events.

e Quality tools and techniques are applicable in every
aspect of the business.

e Quality is aimed at performance excellence; anything
less is an improvement opportunity.

e Quality increases customer satisfaction, reduces CYCLE
TIME and cosTs, and eliminates errors and rework.

e Quality is not just for businesses. It works in nonprofit
organizations like schools, health care and social serv-
ices, and government agencies.

e Results (performance and financial) are the natural
consequence of effective quality management.

Further reading
American Society for Quality website. Available on-line. URL:
WWW.as(.0Ig.

American Stock Exchange
The American Stock Exchange (AMEX), a self-regulating
organization registered with the SECURITIES AND EXCHANGE
COMMISSION, is the second largest stock exchange in the
United States. The AMEX originated in the late 1700s
and was known as the New York Curb Market. In 1921
the curb market moved indoors in lower Manhattan. In
the 1940s, after struggling through the depression years, the
exchange was renamed the American Stock Exchange.
The NEW YORK STOCK EXCHANGE (NYSE) is the preemi-
nent stock exchange in the country and in the world. The
AMEX is much smaller and less prestigious; in the mid-
1990s AMEX trading volume was only one-twentieth of

NYSE volume. It has survived by being less expensive to
list companies on the exchange and by introducing new
products and services. In the 1950s the AMEX expanded
into “satellite markets,” began trading in commodities and
monetary instruments, and introduced automated trading.
In 1975 options trading was initiated, and in 1995 the
AMEX, in conjunction with STANDARD & POORS, began
offering Standard and Poor’s Depository Receipts, or
SPDRs, referred to as “spiders.”

SPDRs were the first stock exchange—traded muTuAaL
FUNDS. Mutual funds accept funds from savers by selling
them shares and use the proceeds to invest in various
financial securities ranging from short-term debt instru-
ments to long-term BONDS and stocks. Purchasers of
mutual funds own an interest in a pool of stocks or
bonds. Owning an interest in a pool of AsseTs reduces
investors’ risk. Mutual funds are cOrRPORATIONS that man-
age and market their securities, charging investors a
management fee, usually about 1 percent of the assets.
“Load” funds charge investors an up-front fee, anywhere
from 1 to 5 percent of the amount invested to purchase
shares in the fund. By creating exchange-traded mutual
funds, the AMEX allowed investors to buy and sell
mutual fund products without having to go through a
mutual fund.

In 1998 the American Stock Exchange, merged with the
National Association of Securities Dealers (NASD), which
operates the NATIONAL ASSOCIATION OF SECURITIES DEALERS
AUTOMATED QUOTATIONS (NASDAQ) system, a growing,
computer-based stock-exchange system. Since the AMEX
was declining and in danger of going out of business, it
now operates as part of the NASD.

See also COMMON STOCK, PREFERRED STOCK, TREASURY
STOCK.

Further reading
American Stock Exchange website. Available on-line. URL:

www.amex.com.

Americans with Disabilities Act

Enacted in 1992, the Americans with Disabilities Act
(ADA) provides civil rights protections to individuals with
disabilities. These rights are similar to those provided by
the Equal Rights Act (1964). The ADA guarantees equal
opportunity for people with disabilities in public accom-
modations, EMPLOYMENT, transportation, state and local
government services, and telecommunications.

The ADA applies to government agencies and employers
with 15 or more employees, protecting “qualified individu-
als with disabilities.” Disabilities include physical or mental
impairment that limits one or more life activities. Individu-
als with nonchronic conditions of short duration are not
covered under ADA. Those who are covered must have a
substantially limiting and permanent impairment, requiring
employers to provide “reasonable accommodation.”
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“Qualified individuals” is defined by the act as people
who meet legitimate skill, experience, education, or other
requirements of an employment position and can perform
“essential functions” of the position with or without rea-
sonable accommodation. Reasonable accommodation is
modification or adjustment to a job or work environment
that will enable a qualified applicant or employee with a
disability to participate in the application process or per-
form essential job functions.

The phrase “reasonable accommodation” has been the
subject of considerable debate and interpretation. Critics
claimed expensive adaptations to facilities for employees
and customers would bankrupt small businesses. The act
mandated modification of public-accommodation prac-
tices requiring provision for products and services such as
assistive listening devices, note takers, written materials
for people with hearing impairments, and materials in
braille. The ADA requires removal of barriers to people
with disabilities when removal is “readily achievable” and
“easily accomplished without much difficulty or expense.”
The act has influenced the design of public facilities and
fostered a positive change in social attitudes toward people
with disabilities.

Further reading
U.S. Department of Justice ADA website. Available on-line. URL:
www.usdoj.gov/crt/ada/qandaeng. htm.

amortization

Amortization is an accounting term used in three circum-
stances. Its most common use refers to the amortization of
a loan or MORTGAGE. The series of loan payments associated
with a loan or mortgage, along with the amount of each
payment going to interest expense and to repayment of the
principal, is known as an amortization schedule. Thus, to
amortize a loan is to repay (pay off) that loan using a series
of ANNUITY payments (payments of equal dollar amounts
paid over regular intervals of time).

Another use of the term is associated with long-term,
intangible AsseTs. While the systematic transfer of a firm’s
tangible assets from cost to expense over time is deprecia-
tion, the systematic transfer of a firm’s intangible assets
from cost to expense is amortization. One of the most fun-
damental of the GENERALLY ACCEPTED ACCOUNTING PRINCI-
PLES is the matching principle. It requires that a firm’s
expenses be matched with the revenues generated. Thus,
as the intangible assets of a firm generate revenue (or some
benefit), a portion of their costs must be amortized—that
is, systematically transferred to expense, in this case amor-
tization expense.

Amortization is also encountered in the accounting for
non-interest-bearing notes payable. When funds are
obtained with a non-interest-bearing note, the proceeds
from that note are less than the face value of the note,
requiring the creation of an account called Discount on

Note Payable, a contra liability. The account Discount on
Note Payable is amortized over the life of the note as inter-
est expense accrues on the borrowed funds.

See also DEPRECIATION, DEPLETION, AMORTIZATION.

amortized loan

An amortized loan is one in which the principal and
interest are repaid over time via a series of equal pay-
ments made over regular intervals of time. Because all
the payments are equal in value and are due on the same
day of each month over the puratiON of the loan, the
stream of payments is considered an aNNuITY. The most
common amortized loans are those for car and home
purchases.

The payment schedule for an amortized loan typically
includes a listing of each payment, indicating how much of
each payment goes toward the repayment of principal,
how much is interest expense, and the remaining princi-
pal. Especially for long-term loans such as 30-year home
mortgages, most of each monthly payment for the first
couple of years is interest expense, with very little of the
payment remaining for the repayment of principal. How-
ever, with each successive payment, increasingly less of it
is interest expense, leaving more for the repayment of prin-
cipal. This pattern continues over the life of the loan, and
as the end of the loan period approaches, most of each pay-
ment goes to the repayment of principal.

The majority of amortized loans are MORTGAGEs
(secured loans). Mortgages are backed by collateral, pledge
ASSETS, titles, or deeds. With auto loans the lender retains
title to the automobile until the last payment of the AMOR-
TIZATION schedule is made. With the purchase of real prop-
erty, the lender holds the deed to the real estate until the
mortgage has been fully amortized (paid off).

annual report
The annual report is a collection of a firm’s FINANCIAL STATE-
MENTS and other financial information, published yearly. All
firms whose stocks are publicly traded are required by the
SECURITIES AND EXCHANGE COMMISSION (SEC) to publish
annual reports. Annual reports are attractive, well-designed
booklets of financial data about a firm. Among the financial
statements normally included are INCOME STATEMENTs for
the current year and preceding year(s), BALANCE SHEET for
the current year and preceding year(s), and cash-flow state-
ments, all in accordance with GENERALLY ACCEPTED
ACCOUNTING PRINCIPLES (GAAP). Written reports from the
BOARD OF DIRECTORS and key management personnel are
always an integral part of the annual report. When the
report is distributed within a short time before the stock-
holders’ annual meeting, it also includes election, voting,
and PrROXY information for the stockholders.

While annual reports are mailed to each stockholder
within a firm, the annual report is also very useful to firms,
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individuals, creditors, and organizations outside of the
firm being reported. Because of the SEC requirement that
the financial statements be constructed and reported in
accordance with GAAP, the comparison of financial state-
ments among firms is possible when they all measure,
record, and report accounting data in the same fashion and
according to the same rules.

annuity

An annuity is a stream of equal payments (or receipts) of
money over regular intervals of time. The most popular
annuities are car payments and house payments. In these
loans (which are actually MORTGAGEs, i.e., secured loans),
one makes the same payment on a particular day each
month until the principal (the amount borrowed) and the
interest expense have been satisfied according to the loan
agreement.

Lottery and sweepstakes winners are often paid with an
annuity. While the grand prize may be $1 million, it is
common for the winner to receive the money over time—
for instance, $25,000 a year for 40 years. The sum of the
annuity payments over 40 years is $1 million, but the pres-
ent value of such a payoff, the value of the annuity dis-
counted for the time value of money, is less than $1
million.

Holders of long-term BONDs payable receive annuities in
the form of coupon interest payments as stipulated on the
face of the bonds for the life of the bonds or until they sell
the bonds to another investor.

In a very real sense, retirees who receive SOCIAL SECURITY
benefits are annuity recipients, getting a check for a fixed
amount from the Social Security Administration each
month. Unless a cost-of-living adjustment is made, the
monthly payment remains fixed, creating a stream of
income payments to retirees that constitute an annuity.

See also COMPOUNDING, FUTURE VALUE.

antitrust law

Antitrust law is the set of legal rules used to help promote
COMPETITION in the economy. Antitrust law in the United
States is a very distinct subject reflecting American eco-
nomic history and perspectives. It has been borrowed,
with variations, by many other countries around the
world. Most U.S. antitrust litigation involves private
actions taken for punitive remedies with treble DAMAGEs.
Thus, unlike other nations in the world, the United States
does not rely principally upon public law enforcement in
the area of antitrust.

One impact of U.S. antitrust law is its influence on busi-
ness practices and the terms of business agreements. Most
sales representatives’ agreements and distributorships are
drafted to minimize the risk of antitrust action and treble
damages. This is often done by creating “areas of primary
sales responsibility,” a technique allowing control of an

area but approved by the U.S. Supreme Court. Clauses in
many distributorship agreements governing exclusive
dealing, full-line coverage, purchase agreements,
covenants not to compete, resale prices, and termination
are written with careful consideration of avoiding antitrust
actions. Similarly, joint ventures and licensing agreements
are scrutinized for antitrust compliance, and many U.S.
companies conduct “compliance reviews” of any business
proposal.

The earliest antitrust statutes were created by states in
the 1880s, and most adopted antitrust laws in the early
1900s. State antitrust laws typically prohibit TRUSTs (com-
binations in restraint of trade). The antitrust law of each
state applies to activities affecting that state’s commerce,
including interstate or foreign activities.

Three major statutes govern federal antitrust law: the
SHERMAN ANTITRUST ACT of 1890, the CLAYTON ANTITRUST
ACT of 1914, and the FEDERAL TRADE COMMISSION Act of
1914. Federal and state antitrust laws are both applicable
to most U.S. trade and commerce. Under recent antitrust
law, there is very little subject matter covered exclusively
by either state or federal law. This means businesses are
subject to both state and federal interpretations in
antitrust jurisdiction.

Interpretation of federal antitrust laws has varied over
time. The Sherman Act initiated antitrust policy, but
enforcement was minimal. Using the “rule of reason”
standard, the anticompetitive effects of an action must be
demonstrated to prove illegality. Just being a MONOPOLY or
attempting to monopolize was not in itself illegal. The
Clayton Act changed the basis of antitrust law to the “rule
per se,” where actions that could be considered anti-
competitive were considered intrinsically illegal. Under
the rule per se, activities attempting to monopolize markets
were sufficient to be prosecuted. From 1914 until the
Reagan Administration (1980-88), rule per se antitrust
enforcement was used. The Clinton Administration
(1992-2000) tightened antitrust enforcement.

Further reading

Boyes, William, and Michael Melvin. Microeconomics, 5th ed.
Boston: Houghton Mifflin, 2002; Mallor, Jane P, A. James Barnes,
Thomas Bowers, Michael J. Philips, and Arlen W. Langvardt.
Business Law and the Regulatory Environment, 11th ed. Boston:
McGraw-Hill, 2001.

arbitrage

Arbitrage—the practice of buying a product at a low price
in one market and selling it at a higher price in another
market—is as old as trade. A basic business maxim is:
“Buy low and sell high.” Knowledgeable middlemen,
knowing the prices of products in different parts of the
world, would buy from producers in one region and sell
to consumers or merchants in another region. One moti-
vation for the exploration of the New World was the con-
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trol of land-based trade by merchants in the Middle East.
European businesspeople and monarchs knew that new
DISTRIBUTION CHANNELs would reduce the power of arbi-
trageurs.

Arbitrage is based on information. With today’s global
communications systems, the opportunities for arbitrage
are both fewer and greater. In financial markets, arbi-
trageurs simultaneously buy and sell securities, commod-
ity contracts, and currency contracts in two markets, with
profits based on slight differences in prices in the markets.
For example, currency exchanges operate in many coun-
tries around the world. The major currency markets are in
New York (New York Mercantile Exchange—NYMEX)
and London. If the U.S. dollar was being traded at a rate
of $1.4225 dollars per British pound in New York and
$1.4220 in London, an arbitrageur could buy British
pounds in London and sell British pounds for U.S. dollars
in New York, earning a small proFIT ($0.0005) on the
exchange. Five-hundredths of a penny is not much
money, but when trading millions of dollars and British
pounds, there is potential for profit. Increased access to
global markets increases opportunities for arbitrage but
also increases market knowledge, reducing disparities in
market prices.

Arbitrage occurs in more than just financial securities
and international trade. INTERNET auction sites are helping
to bring together buyers and sellers, providing vast
amounts of market information and opportunities for
businesspeople using this resource. For many years classic
cars have sold at a premium in California. Entrepreneurs
often purchase cars in other parts of the country, hoping to
sell them at a premium in the Golden State. Now automo-
biles, boats, and all kinds of products are being sold over
the Internet.

arbitration
Arbitration is a method of business DISPUTE SETTLEMENT
involving neutral “arbitrators.” Arbitration is often
required under business and consumer contracts and is
seen as an alternative to litigation in courts. In most cases
courts will honor arbitration clauses in CONTRACTs and
refrain from entertaining lawsuits covered by arbitration.
The disputing parties typically choose the arbitrators,
often with each side selecting one arbitrator and the two
selected arbitrators choosing a third arbitrator. Alterna-
tively, arbitrators may be chosen from an approved list
through an “arbitration center,” such as the American
Arbitration Association or the International Chamber of
Commerce in Paris. Together the arbitrators are a “panel.”
Arbitrators operate under rules of procedure regarding evi-
dence, testimony, and the like that are more informal than
court rules. Ultimately the arbitrators will render a deci-
sion that is binding upon the disputing parties. The bind-
ing nature of arbitration distinguishes it from mediation
and conciliation, which is nonbinding. Mediators and con-

ciliators act as “go-betweens,” attempting to facilitate res-
olution of the dispute, not decide it.

The decisions of arbitrators are called “arbitral
awards.” Such awards are generally enforceable in courts
under the U.S. Federal Arbitration Act and internation-
ally, in the many countries like the United States that
adhere to the “New York Convention” on judicial
enforcement of arbitral awards. The enforceability of
business-related arbitral awards around the globe is one
of its key attributes.

Further reading
Folsom, Ralph H., Michael Gordon, and John Spanogle. Interna-
tional Business Transactions in a Nutshell, 6th ed. Eagan, Minn.:
West Group, 2000.

assembly line

An assembly line is a manufacturing system where special-
ized workers focus on repetitive tasks, adding efficiency to
the PRODUCTION of a PRODUCT. An assembly line is likely to
be composed of numerous subassembly lines, taking raw
materials and making parts and components, which are
then used in producing the final product.

The idea behind assembly lines is division and special-
ization, which was first articulated by Scottish philosopher
Adam Smith. Considered the father of modern economics
and author of The Wealth of Nations (1776), Smith used a
pin factory to describe assembly line production:

One man draws out the wire, another straightens it, a third
cuts it, a fourth points it, a fifth grinds it at the top for
receiving the head; to make the head requires two or three
distinct operation; to put it on is a peculiar business, to
whiten the pin is another; it is even a trade by itself to put
them into the paper.

As Smith noted, “it is even a trade by itself,” suggesting
the assembly-line system was an alternative to the existing
trade and craft system of production. In the 18th century
most goods were produced by craftsmen who worked
alone or with apprentices, producing small quantities of
specialized products. For example, Paul Revere, before his
famous ride, was a silversmith; Benjamin Franklin was a
printer. As Smith suggested, specialization and division of
labor could be used to increase output.

Assembly-line systems used during the Industrial Revo-
lution in Britain and then during the AMERICAN INDUSTRIAL
REVOLUTION dramatically increased manufacturing output,
decreasing the cost of production. The most famous
American assembly-line system was initiated in 1913 by
automobile manufacturer Henry Ford at his Highland Park,
Michigan, plant. Within two years, by using conveyor
systems to bring materials to workers and dividing tasks,
Ford tripled production and reduced labor time per vehicle
by 90 percent. This allowed him to reduce car prices,
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forcing thousands of small-scale automobile manufactur-
ers to leave the industry.

Modern assembly-line production utilizes computer-
ized coordination of materials and subassembly operations
to maximize output. Managers at automobile factories
know it costs thousands of dollars every minute the assem-
bly line is not moving. Bells and whistles sound, and
repairmen and managers run whenever the system stops.
Assembly-line systems have added just-in-time (JIT) deliv-
ery systems, where suppliers ship parts and components to
factories on an as-needed basis, reducing inventory costs
for assembly-line manufacturers. Today, assembly-line effi-
ciency is achieved in many organizations. Engineers and
production managers constantly look for wasted time and
motion, whether producing automobiles or hamburgers.

One of the problems associated with assembly-line pro-
duction is repetitive stress syndrome. Workers doing the
same task repeatedly often develop physical ailments.

Further reading
Miller, Roger LeRoy. Economics Today. Boston: Addison Wesley,
2001.

assembly plants

Assembly plants are factories located all over the world
that bring together materials and machines to produce
PRODUCTS. They are typically located where there is access
to large numbers of low-cost workers. MAQUILADORAS,
assembly plants located in the northern part of Mexico,
take materials and parts produced around the world and
produce components and final goods primarily destined
for the North American marketplace. The primary manu-
facturer or a local production management company that
agrees to manage PRODUCTION for another firm may own
assembly plants.

Textile factories are another typical example of assem-
bly plants. Textile equipment is relatively easily shipped
and assembled anywhere in the world. Examination of
labels in almost any U.S. clothing store will show that the
clothes are made in Mauritius, Mongolia, Mexico, or the
Northern Marianas. Entrepreneurs shift assembly-plant
textile production based on cheap labor, transportation,
and TARIFFs. Changes in international trade laws and
regional ECONOMIC CONDITIONS frequently result in new,
low-cost centers of assembly-plant production. Often
developing countries initially expand their export produc-
tion based on assembly plants. As market opportunities
and workers’ skills improve, they move into higher, value-
added products for global markets.

assessment center

An assessment center is a tool or a service used in HUMAN
RESOURCES management and designed to assist in career
choice and development. In large organizations, assess-

ment centers are part of a human resources department
and are used to select new personnel, evaluate perform-
ance, and assist in internal promotion decisions.

With the advent of INTERNET technology, many on-line
self-assessment centers assist workers and students with
career path decisions. One on-line service, careers-by
design, offers four self-assessment tools. The most widely
used tool, the Myers Briggs Type Indicator (MBTI), is used
to assist in career change decisions and assess personality
type. Personality type assessment can be used to determine
the “fit” between an individual and the team or organiza-
tion they are considering.

The Strong Interest Inventory (SII) is used to assist in
career change decisions as well as college major and voca-
tion choice decisions. As the title suggests, the SII meas-
ures peoples’ interests, which then can be used to predict
success and enjoyment in various career options.

The Fundamental Interpersonal Relations Orientation-
Behavior (FIRO-B) is used for team building, leadership
style, and management development purposes. FIRO-B
helps assess individual behavior in work environments.
The 16 PF Questionnaire assesses 16 personality factors,
which influence management style. The 16 PF Question-
naire is used in corporate selection and career develop-
ment decisions.

College placement offices and many job placement
companies offer self-assessment tools along with résumé
services, and interview preparation services.

See also PERFORMANCE APPRAISAL.

Further reading
Assessment Center website. Available on-line. URL: www.
careers-by-design.com.

assets

Assets are revenue-generating resources owned by every
firm. It is impossible for a firm to earn (generate) revenues
without owning and using its assets.

Assets are divided into current assets and long-term
assets. Current assets, which are the more liquid assets
that a firm owns, have useful lives of one year or less.
Examples of current assets are cash, ACCOUNTS RECEIVABLE,
merchandise inventory, supplies, various prepaid
expenses such as prepaid rent and prepaid insurance, and
short-term investments.

Long-term assets are less liquid and have useful lives
greater than one year. In other words, their useful lives will
span several, if not many, accounting periods, and they are
expected to generate revenues for the firm over many
accounting periods. There are three classes of long-term
assets: man-made assets (such as plant and equipment);
natural resources (such as timber tracts, mineral deposits,
mines, and oil wells); and intangible assets (legal rights
and privileges such a PATENTS, COPYRIGHTS, TRADEMARKS,
logos, franchises, and GOODWILL). Assets are increased by
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debits to those accounts and decreased by credit entries
(see DEBIT, CREDIT).

In terms of the accounting equation assets = liabilities +
owners equity, the assets are the uses of the firm’s capITAL.
The liabilities and owners’ EQUITY are the sources of the
firm’s capital. Thus, the left and right sides of the account-
ing equation must always be in balance.

Because assets are used in the generation of a firm’s rev-
enues, most are transferred to expense over their useful
life. While supplies reside in inventory, they are classified
as assets (supplies inventory). When those supplies are
used, their cost is classified as an expense (supplies
expense). Likewise, when machinery is used, it is depreci-
ated. When natural resources are used, they are depleted.
When intangible assets help to generate revenue, they are
amortized (see AMORTIZATION).

attention, interest, desire, action concept

The attention, interest, desire, action (AIDA) concept, first
proposed by E. K. Strong in the 1930s, explains the
process that individuals go through when making a pur-
chase decision. The AIDA concept is a tool managers con-
sider when designing their marketing strategies.

Attention, the first step, refers to marketer’s efforts to
make consumers aware that a firm’s PRODUCTs and SERv-
ICES exist. Consumers will not purchase goods or services
they do not know about. Whether through saLEs PRoMO-
TION, PUBLIC RELATIONS, PERSONAL SELLING, OT ADVERTISING,
a first goal of marketers is to gain attention. Attention
can be gained through simple efforts like a press release
or major advertising expenditures like an ad aired during
the Super Bowl. For many retail businesses, billboard
advertising is used to make consumers aware that their
business exists. Sometimes attention messages are
designed to inform consumers of a problem; other times,
of an opportunity.

The second step, interest, focuses on appealing to the
needs and desires of consumers and addresses why they
should care about the product or service. Humor and fear
appeals are often used to capture consumer interest.

Desire, the third step, convinces consumers of the prod-
uct’s ability to satisfy their needs. Before and after adver-
tising and dramatization of results are often used to
increase consumer desire.

Finally, sales presentations, advertisements, and promo-
tions attempt to produce action, hopefully resulting in a
sale or at least providing additional opportunities for the
marketer to continue a dialogue with the potential con-
sumer. “Pick up your telephone now” and “Ask your doc-
tor or pharmacist” promotional messages are calls to
action.

Further reading
Boone, Louis E., and David L. Kurtz. Contemporary Marketing,
10th ed. Fort Worth: Dryden Press, 2001.

attitude, interests, opinions statements

Attitude, interests, opinions (AIO) statements are a type of
market research survey designed to learn about con-
sumers’ attitudes, interests, and opinions. AIO statements
are one method of developing psychographic profiles of
market segments. The survey technique involves creating
a series of statements with which respondents are asked to
agree or disagree.

Market researchers often use AIO research to divide geo-
graphic or demographic groups into smaller segments. Dif-
ferent marketing strategies are then developed for each
segment based on the groups’ attitudes, interests, and opin-
ions. For example, among today’s college students aged
18-25 there are “traditionalists,” people who have generally
accepted the attitudes and opinions of mainstream America.
There are also “experimenters,” young people who are ques-
tioning traditional values and attitudes, exploring new inter-
ests, and open to new products and ideas. In addition there
are “rejecters,” people who are critical about mainstream
opinions and values, often looking to subcultures within
society. Each of these groups has different needs and wants.
If a segment is large enough and has sufficient purchasing
power, marketers will develop distinct marketing mixes to
appeal to their attitudes, interests, and opinions.

Even within organizations there can be subsegments
with different ideas. AIO surveys can be used to define
groups with both common and different opinions and con-
cerns. For example, a small church organization faced a
typical set of problems: Should it expand services to every
Sunday (they were only meeting twice a month), and
should they first hire a full-time minister or build a church
(they were meeting in a rented facility)? Using AIO state-
ments like the ones below, the church group was able to
identify the different “factions” within the organization.

1. The first priority of the church should be to get a full-
time minister.
strongly agree

agree neutral

strongly disagree disagree
2. Meeting twice a month is preferable to me.

strongly agree agree neutral

strongly disagree disagree
3. The first priority of the church should be to get our
own building.
strongly agree

agree neutral

strongly disagree disagree
4. Meeting every Sunday is preferable to me.

strongly agree agree neutral

strongly disagree disagree
5. The current facility meets the needs for our church.

strongly agree agree neutral

strongly disagree disagree
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6. Having different ministers/speakers each Sunday is
interesting.
strongly agree

agree neutral

strongly disagree disagree

See also DEMOGRAPHICS; MARKETING STRATEGY.

auditing

Along with bookkeeping, FINANCIAL ACCOUNTING, and MAN-
AGERIAL ACCOUNTING, auditing is one of the branches of
accountancy. Auditing—the process of examining the
books and records of a business, agency, or organization to
determine the accuracy of the accounts contained
therein—verifies that the accounting system accurately
represents and reports the transactions that have occurred
over the past year.

External auditing is performed by accounting firms or
by accountants who are not a part of the organization
being audited. Fund-raising organizations, charities, and
CORPORATIONs publishing their ANNUAL REPORTs regularly
use external audits to provide impartial, objective reviews
of their accounting systems.

Internal auditing is performed by accountants who are
employees of the firm being audited. Internal audits check
for conformance to a firm’s own policies as well as to
accounting standards. Because internal audits are per-
formed by accountants within the firm or organization,
such audits are not considered to be as impartial and
objective as external audits.

automatic stabilizers (built-in stabilizers)

Automatic or built-in stabilizers are government programs
and policies that cushion the impact of a change in spend-
ing in the economy. Technically automatic stabilizers
reduce the multiplier effect of an autonomous change in
spending.

FISCAL POLICY includes taxation and spending decisions
by government designed to stimulate the economy dur-
ing periods of RECESSION and to slow economic activity
during periods of peak levels of output. In the United
States, personal income taxes are slightly progressive,
meaning the marginal tax rate increases as income
increases. During periods of peak economic activity, the
higher marginal tax rates reduce consumers’ disposable
INCOME, which in turn slightly reduces their consumption
spending. This automatically slows the rate of growth in
the economy, and economists suggest it helps reduce the
potential for INFLATION.

Similarly, during recessions, when economic output is
declining, workers are often laid off or put on temporary
furlough. Most workers in the United States are then eligi-
ble for UNEMPLOYMENT benefits. These benefits allow work-
ers to maintain some of the spending in the economy they
were doing before they lost their job. During the GREAT

DEPRESSION, unemployment and WELFARE benefits did not
exist. When workers lost their jobs, their income dropped
to zero, which in turn dramatically decreased their spend-
ing and reduced national income even further. Unemploy-
ment benefits and welfare benefits automatically offset
some of the lost income and spending during a recession,
cushioning its impact by supporting some level of con-
sumer spending.

During periods of extreme economic decline, like the
Great Depression, the federal government also engages in
discretionary fiscal policy, tax cuts, and/or increases in
government spending to stimulate economic activity when
there is not sufficient consumer spending or private
INVESTMENT. Automatic stabilizers, as the term suggests,
occur without direct intervention of government policy
makers.

Auto Pact

The United States—Canada Auto Pact (1965), formally
entitled the Agreement Concerning Automotive Products
between the Government of Canada and the Government
of the United States, was a bilateral agreement liberalizing
trade in automobiles and original equipment (OEM) parts.
The Auto Pact was an important precursor to the Canadian-
U.S. Free Trade Agreement (CFTA, 1989), which, in turn,
was the “blueprint” for the NORTH AMERICAN FREE TRADE
AGREEMENT (NAFTA).

Prior to the Auto Pact, Canada used British Common-
wealth “content requirements” to impose significant TAr-
IFFs against non-Commonwealth automobiles and parts.
The “Big Three” U.S. automakers (DaimlerChrysler, Ford,
and General Motors) manufactured cars and parts in
Canada on this basis for the small Canadian market. This
significantly reduced the ability of U.S. automobile manu-
facturers’ ability to take advantage of economics of scale
based on U.S. manufacturing, but it also protected
Canada’s small manufacturing industry.

During the 1960s, Canadian tariff refunds linked the
degree of Canadian content of its automobiles and OEM
parts to exports. U.S. manufacturers perceived this as an
unfair trade subsidy and filed a complaint seeking the
imposition of countervailing duties. With a trade war
threatening this important industry, the Auto Pact was
negotiated.

Under the Auto Pact, U.S. manufacturers could import
on a duty-free basis regardless of origin only if 75 percent
of their sales in Canada were manufactured there. In addi-
tion, each existing or subsequent automobile manufac-
turer had to meet “Canadian value-added content
requirements,” generally 60 percent. Manufacturers meet-
ing these requirements attained Auto Pact status. The
result of these requirements was expanded production of
automobiles and OEM parts in Canada.

In the Auto Pact, the United States’ criteria for duty-free
entry were different. The United States required 50-percent
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American-Canadian content, meaning Canadian vehicles
and OEM parts could enter the United States without tar-
iff if 50 percent of their appraised value was of Canadian
or American origin (or both). The U.S. standard was based
on fears of Japanese or other foreign automobile manufac-
turers using Canada as a production platform for entry
into the U.S. market.

Generally, the Auto Pact was a successful industry-
specific, bilateral trade agreement with the United States’

largest trading partner. Under CFTA, the 50-percent
appraised value was replaced with a 50-percent value
based on value of materials plus direct processing costs, a
more demanding standard.

Further reading

Folsom, Ralph H., and W. Davis Folsom. Understanding NAFTA
and Its International Business Implications. New York: Matthew
Bender/Irwin, 1996.



bad debts, aging of accounts

Bad debts, also known as uncollectible accounts, arise from
ACCOUNTS RECEIVABLE that ultimately prove to be bad credit
risks. When an account receivable is determined to be
uncollectible, it should be written off—that is, removed
from the collection of accounts receivable.

Periodically a firm estimates the amount of its bad-debt
expense by an aging of its accounts receivable. This
requires that the accounts and their outstanding balances
be grouped according to their currency (how up-to-date
they are): 0-30 days past due, 31-60 days past due, 61-90
days past due, etc. While it varies from firm to firm, there
is some length of time overdue beyond which a firm will
deem an account to be uncollectible.

An aging of accounts also helps the firm to control the
amount of its INVESTMENT in accounts receivable. Accounts
receivable, which actually represent an investment of a part
of the firm’s cAPITAL, are credit sales waiting to be liqui-
dated; the sales have been made, but the cash has not yet
been received.

If a firm believes its bad-debt expense is too large, it will
tighten its credit policy, thereby decreasing the number of
potential customers to whom it will sell on credit. Thus, a
credit tightening will decrease revenues from credit sales.
A lax credit policy will increase credit sales, but it will
simultaneously increase bad-debt expense, illustrating
the risk/return tradeoff that is prevalent in all business
decisions.

balance of payments

Balance of payments is a summary of a country’s economic
exchanges with the rest of the world for a given period of
time. Typically, countries trade goods, services, and finan-
cial asseTs. The balance of payments shows whether a
country is accruing debits or credits in its trade with other
countries. For a country, exports of goods and services and
investment INCOME from other countries represent credits
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against foreigners, while MPORTS and investment income
paid to foreigners are debits. Debits result in demand for
FOREIGN EXCHANGE; credits generate supply of foreign
exchange. Without offsetting activities, net trade balances
influence foreign EXCHANGE RATES.

There are also unilateral transfers, gifts, and retirement
pensions sent to and from countries for which there is no
exchange of goods or services. Many foreign-born workers
in the United States send money back to their families in
other countries. For the United States there are more uni-
lateral transfers out of the country than coming into the
country.

Balance of payments, by definition, must balance or be
equal, but different components of the balance of payments
can have net positive or negative balances. The three most
important components of a country’s balance of payments
are the merchandise account, current account, and capital
account. The merchandise account records all interna-
tional transactions involving goods. For decades the
United States has run a negative net trade in merchandise.
The merchandise account is also called the balance of
trade. The current account is the sum of a country’s trade
in merchandise, services, investment income, and unilat-
eral transfers. While the United States has a negative bal-
ance in merchandise trade, it has a positive balance of trade
in services, and INVESTMENT income going out of the coun-
try is almost equal to investment income coming into the
country. The United States has had a current account
deficit for many years. In 2000, the U.S. current account
was approximately $435 billion.

When a country like the United States has a current-
account deficit, three things can occur. First, foreigners can
exchange the excess dollars for their own currency. This
increases the supply of dollars as well as the pEmanD for
other currencies, causing the value of the dollar to fall in
world currency markets. A decreasing dollar will make
imports more expensive and exports cheaper to foreigners,
reducing the current account deficit.
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Second, foreigners can use the excess dollars to make
DIRECT INVESTMENTS in the United States. For example, dur-
ing the early 1990s foreign investors bought many visible
symbols of Americana, including the Empire State build-
ing and the Pebble Beach Resort. In both cases they paid
too much for these assets and subsequently sold them at a
loss.

Third, foreigners can use the excess dollars to purchase
financial assets, stocks, and BonDs in U.S. companies and
U.S. TREASURY SECURITIES. These are known as portfolio
investments. For decades foreigners have invested heavily
in U.S. securities. Foreign investors hold almost 20 percent
of U.S. Treasury securities. Alarmists fear this could lead to
economic blackmail, where foreigners threaten to pull
their funds out of the United States if the federal govern-
ment does not follow policies they support. But foreigners,
not foreign governments, are buying U.S. securities, and
foreigners are buying these securities primarily because of
the relative safety of financial investments in the United
States. To try to undermine the authority of the U.S. gov-
ernment would be counter to their investment objective.

Because foreigners have primarily used excess dollars to
purchase U.S. investments and securities, the value of the
dollar has remained stable and even increased, and the
capital account—net investment in the United States ver-
sus outside the country by U.S. investors—has been posi-
tive. This means the United States (businesses and the
government) is selling more bonds and other financial
assets to foreigners than it is purchasing from abroad. The
media therefore portrays the United States as a “net
debtor” nation. Since 1985 the U.S. net debtor status has
grown annually. These financial assets represent claims
against future income and output from the United States.

See also DEBIT, CREDIT.

Further reading
Boyes, William, and Michael Melvin. Macroeconomics, 5th ed.
Boston: Houghton Mifflin, 2001.

balance of trade See TRADE BALANCE.

balance sheet
The balance sheet is a statement of the financial position
and net worth of a firm. Built on the accounting equation
assets = liabilities + owners’ equity, the balance sheet is a
two-columned statement with AsseTs listed on the left side
and liabilities and owners’ EQuiTY listed on the right side.
Because the right side represents the sources of caritaL for
the firm and the left side represents the uses of that capi-
tal, the two sides of the balance sheet must always be in
balance.

On the asset side, current assets are listed at the top, fol-
lowed by the long-term assets. The bottom of the left side
of the balance sheet is called Total Assets.

On the right side of the balance sheet, liabilities—the
firm’s debt—are listed at the top, followed by the equity.
The bottom of the right side of the balance sheet is called
Total Liabilities and Equity. The left and right-side totals
will be equal in dollar amount.

There is a physical significance to the arrangement of
the right side of the balance sheet, with liabilities being
listed above and before the firm’s equity. This signifies and
recognizes that the firm’s creditors (represented by liabili-
ties) have a priority to be paid in the event that the firm
should have to liquidate (due to insolvency or bankruptcy,
for example). The equity owners can receive payment from
liquidation only after all the creditors have been paid in
full. For this reason, the firm’s equity is often referred to as
the residual equity.

The idea of residual equity is also evident in the concept
of net worth. With a simple transposition of the accounting
equation assets - liabilities = owners’ equity, it is evident that
the equity is the firm’s net worth. When debts are subtracted
from assets, the residual, if any, is the firm’s net worth.

Individuals and households can construct balance
sheets, just as firms do. This is most useful if one wishes
to determine his or her net worth. It should be noted that
net worth can be negative when the liabilities (debts)
exceed the assets. If a firm has a negative net worth, it is
insolvent or bankrupt. If an individual or household has a
negative net worth, the expression “living hand to mouth”
describes the situation more aptly.

Baldrige Award
The Baldrige Award—formally known as Malcolm Baldrige
National Quality Award—is an annual award designed to
recognize quality management. It was created in 1987 and
named after former Secretary of Commerce Malcolm
Baldrige, who had died in a rodeo accident that year. Dur-
ing the 1980s the United States was perceived as not hav-
ing products that could compete in world markets. U.S.
products, symbolized by U.S. automobiles, were consid-
ered to be not “world class.” As Secretary of Commerce,
Malcolm Baldrige had led efforts to improve quality and
productivity in U.S. industries.

The National Institute of Standards and Technology
(NIST), part of the Department of Commerce, manages the
Baldrige Award, criteria for which include

¢ leadership

® STRATEGIC PLANNING

¢ customer and market focus
* information and analysis

e human resource focus

e process management

¢ business results

Companies submit applications for the award and are
evaluated by an independent Board of Examiners. Early
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recipients of the Baldrige Award have included Motorola
Inc., Westinghouse Electric, Xerox, and Milliken & Co.
Because of the public recognition associated with the
Baldrige Award, some companies hire consultants and
spend considerable sums attempting to win this symbol of
quality. Winners often use the fact that their company won
the award as part of their ADVERTISING efforts.

Winners are expected to share their organization’s per-
formance strategies and methods. Some state and local
organizations have also created Baldrige Award competi-
tions. The award is in some ways similar to Japan’s Dem-
ing Award, named after American statistician W. Edwards
Deming, who led in the development of TOTAL QUALITY
MANAGEMENT (TQM) strategies in Japan during the 1950s
and 1960s.

Further reading
Malcolm Baldrige Award website. Available on-line. URL:
www.quality.nist.gov.

banking system

A banking system provides financial intermediation, tak-
ing deposits from individuals and households with excess
cash balances and making LOANs to individuals and busi-
nesses wishing to borrow funds for CONSUMPTION or INVEST-
MENT. Banks also provide safekeeping for depositors’ liquid
AssETs. Historically, banking systems evolved from early
goldsmiths and silversmiths who provided depository and
safekeeping services for merchants and traders. Metal-
smiths often charged a fee for storing MONEY and issued a
receipt to depositors. These receipts were often exchanged
in commerce, becoming currency. Over time the receipts
became standardized with respect to value, creating the
first paper currency. Recipients could redeem them for
gold or silver, but frequently held and used the receipts to
make their purchases.

Metalsmiths, observing that not all receipts were
redeemed during any time period, realized they could
issue more receipts than the amount of gold or silver they
had in their vaults. They could, in effect, create money.
Money is anything people will accept as a means of pay-
ment. Since merchants and consumers had always been
able to redeem these receipts for precious metals, they
became accepted as money. Metalsmiths began making
loans in the form of receipts to traders, accepting a note
promising to repay the loan with interest, usually on com-
pletion of the trading venture. In the process, metalsmiths
were engaging in fractional reserve banking, maintaining
less gold or silver in their vaults than the exchange value
of the receipts outstanding.

Today banking systems, as early metalsmiths did, create
money through fractional reserve banking. Of course,
there is the danger that depositors will all demand their
money back at the same time. During the GREAT DEPRESSION
there were many “runs” on banks, causing over 9,000

banks (more than 40 percent of the banks in the country)
to fail during the period from 1930 to 1933.

Because of the risks involved, banking systems in any
country are regulated. The first American bank was the
Bank of North America, established in Philadelphia in
1782. The bank issued banknotes, convertible into gold or
silver coins. Soon commercial banks were established in all
major colonial cities, and the early American banks were
controversial. Merchants and traders supported their cre-
ation as a means of access to credit (previously secured
through British sources), but farmers perceived banking as
a nonproductive activity and a source of INFLATION in the
economy. Also, many colonists had come to North Amer-
ica to escape from their previous experiences with credi-
tors and debtor prisons in Europe.

At the end of the American Revolution, part of the fed-
eralist/antifederalist debate concerned the development
and control of banking. Federalists won the debate, result-
ing in the creation of the first central bank, the Bank of the
United States, in 1791. Charged to regulate the MONEY sup-
pLY in the public’s best interests, the Bank of the United
States operated both as a commercial bank and as a central
bank. Like commercial banks, it took deposits, made
loans, and issued banknotes, but it also controlled the
amount of banknotes (money) state banks could issue and
acted as the banking agent for the federal government.
When its officials thought a state bank was extending too
much credit, the bank would accumulate a large amount of
the state bank’s notes and present them for redemption.
This decreased that bank’s precious metal reserves, forcing
the bank to reduce its lending activity or face bank failure.
Antifederalists decried this policy, and in 1811 Congress
failed to renew the charter of the Bank of the United States.

After a period of inflation, Congress established the Sec-
ond Bank of the United States during the War of 1812. It
operated as the central bank until President Andrew Jack-
son set out to destroy it, and after a protracted period
known as the Bank War, the Second Bank’s charter was not
renewed in 1836. From this time until the establishment of
the Federal Reserve in 1913, the U.S. banking system oper-
ated without a central bank. State chartered banks
expanded during the period after 1836, but not without
problems. Politics and corruption allowed state banks to
operate without regulatory supervision, resulting in
numerous bank failures and widespread distribution of
banknotes of questionable worth; one publication, The
Bank Note Reporter and Counterfeit Detector, reported the
existence of over 1,000 counterfeit banknotes. In addition
to counterfeiting problems, without a central bank the
money supply varied widely, contributing to inflation and
bank panics. States and regions attempted a variety of
remedies, including bank reserves holding agreements,
bank holdings of state BONDs, and state deposit insurance,
but problems persisted.

The federal government’s need to finance the Civil
War resulted in the creation of a national banking system
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(the National Bank Act of 1862). (Readers who have seen
the classic Civil War film Gone With the Wind may recall
the South also created their own banking system. Ashley
Wilkes patriotically exchanged his gold and silver assets
for Confederate currency, but Rhett Butler shrewdly held
his precious metals.) National banks were required to
purchase bonds issued by the federal government, generating
needed resources for the war effort. National banknotes
printed by the U.S. Treasury were redeemable at any
national bank. In addition to establishing nationally
chartered banks and a common currency, the National
Bank Act established capritAL requirements, placed
restrictions on the type and amount of loans that could
be made, set up minimum RESERVE REQUIREMENTS, and
provided bank supervision by the COMPTROLLER OF THE
CURRENCY.

State banks continued to exist, but their banknotes were
driven out of existence by the imposition of a 10-percent
tax in 1865. In response, state banks replaced banknotes
with checks written on bank deposits. As a result, the
United States developed a dual banking system, with both
state chartered and nationally chartered banks but, until
1913, no central bank. After a series of financial panics
that culminated in the panic of 1907, the FEDERAL RESERVE
SYSTEM was created to act as the nation’s monetary authority,
lender of last resort to banks facing liquidity problems,
manager of a bank payment system, and supervisor of
bank operations.

Even with the creation of the Federal Reserve, the U.S.
banking system continued to have problems, resulting in
the creation of the FEDERAL DEPOSIT INSURANCE CORPORATION
in 1934 and similar deposit insurance protection for other
nonbank FINANCIAL INTERMEDIARIES. Historically (much less
so today), commercial banks made loans to businesses but
not to households. This left a need for other financial
intermediaries, leading to the creation of mutual savings
banks, SAVINGS AND LOAN ASSOCIATIONS, CREDIT UNIONS, and
finance companies, all of which provide home MORTGAGEs
and consumer credit loans.

Further reading

Kidwell, David S., Richard L. Peterson, and David W. Blackwell.
Financial Institutions, Markets, and Money, 7th ed. Fort Worth:
Dryden Press, 2002.

Bank of International Settlements

The Bank of International Settlements (BIS) is an interna-
tional organization supporting cooperation among central
banks and other agencies. The Bank’s mission is to ensure
international monetary and financial stability. The BIS
functions as:

e a forum for international central bankers,
e a provider of financial services for central banks,
 a center for monetary and economic research,

e an agent or trustee for implementation of international
financial agreements.

Recently the BIS coordinated antiterrorism financial
monitoring.

One of the major activities of the BIS is operating the
Financial Stability Institute (FSI). The FSI, created in
1998, provides seminars and information programs train-
ing central bank personnel from around the world. As
demonstrated in the CIRCULAR FLOW MODEL of an eco-
nomic system, monetary flows are needed to facilitate the
flow of resources and goods and services. Monetary
authorities must provide the needed amount of funds to
facilitate exchanges, savings, and INVESTMENT. Excessive
or “tight” monetary policies impair economic perform-
ance. Financial stability is necessary for sustained Eco-
NoMIC GROWTH. The FSI trains central bank personnel in
areas concerning promotion of adequate CAPITAL stan-
dards, effective risk management, and transparency
(openness) in financial markets. The best-known BIS
agreement is the 1988 Basel Capital Accord. (The BIS is
headquartered in Basel, Switzerland.) The accord strives
for international convergence in the measurement of the
adequacy of banks’ capital and to establish minimum
capital standards.

The BIS was created in 1930 as part of the Young Plan
from the Treaty of Versailles ending World War I. The BIS
took over responsibility for reparations payments imposed
on Germany and was directed to promote cooperation
among central banks. Responsibility for war reparations
ended with the financial chaos in Germany during the
1930s, focusing BIS efforts toward central bank coopera-
tion. The BIS supported the BRETTON wWOODs system, with a
gold standard and the dollar as the international reserve
currency until the early 1970s, and it managed capital
flows during the oil crises in the 1970s. The organization
also assisted with the international debt crisis in the 1980s
and with financial management associated with GLOBALIZA-
TION in the 1990s.

In addition to providing training and a forum for cen-
tral bank officials’ discussion, the BIS provides banking
services, such as reserve management and gold transac-
tions for central banks and international organizations. At
various times it has acted as the agent for EXCHANGE RATE
agreements among European countries. It also hosts G10
(Group of 10, previously G7) central bank governors
meetings. The G10 leaders attempt to coordinate monetary
polices to stabilize world EcoNnomic conpiTIONS. The G10
includes Belgium, Canada, France, Germany, Italy, Japan,
the Netherlands, Sweden, the United Kingdom, and the
United States.

See also BANKING SYSTEM.

Further reading
Bank for International Settlements website. Available on-line.
URL: www.bis.org.
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bankruptcy See BUSINESS FAILURE; CONSUMER BANKRUPTCY.

barriers to entry

Barriers to entry are restrictions preventing or discouraging
new competitors from participating in a market. Barriers to
entry most often occur in monopolistic and oligopolistic
markets, reducing the number of competing firms and
increasing prices and profits for those firms protected by
barriers to entry. From a social perspective, barriers to
entry generally harm consumers, reducing the number of
choices available as well as price COMPETITION. From a
business perspective, firms attempt to create and maintain
barriers to entry. Economists use the term rent-seeking
to describe the use of resources by firms on lobbying
and influence-buying to acquire MONOPOLY rights from the
government, creating a barrier to entry for future entrants.
The government, particularly the Antitrust Division of the
Justice Department and the FEDERAL TRADE COMMISSION, is
responsible for monitoring anticompetitive practices in
the United States. Potential competitors evaluate the cost
of overcoming existing barriers to entry as part of their
marketing strategy decisions.

Barriers to entry arise from a variety of sources.

e Product differentiation: This is any feature or perceived
value to consumers that increases BRAND loyalty and
reduces consumer consideration of alternatives in the
marketplace. Marketers in the United States spend bil-
lions of dollars annually promoting the differences in
their products, and offering price incentives for repeat
and bulk purchases to existing customers.

* ECONOMIES OF SCALE: Products requiring a high initial
capital cost, but with low variable costs production,
allow existing producers to spread their fixed costs as
output expands. Potential competitors are discouraged
from entering the market because they cannot start
small and later expand as DEMAND grows. Independent
retailers such as hardware stores often join in buying
franchises in order to obtain the economies of scale
in PURCHASING and ADVERTISING of nationally owned
competitors.

 (Capital requirements: Products or services requiring sig-
nificant initial INVESTMENT discourage potential competi-
tors. Existing automobile manufacturers, steel producers,
and communications companies have spent significant
sums creating their enterprises. The investment CAPITAL
required for new competitors is a barrier to entry.

e Access to DISTRIBUTION CHANNELs: Often existing firms
control access to customers, either through ownership
or contractual relationships. Small and new producers
frequently have difficulty getting shelf space in retail
stores and finding representatives to promote and sell
their products through distribution channels.

e Other cost advantages: Through lower rents negotiated
in long-term contracts, experience, access to materials,

and relationships in the industry, existing companies
can often produce at a lower cost than potential com-
petitors, discouraging entry into the marketplace.

e Government policy: LICENSING, PATENTs, safety and pol-
lution standards, and access to distribution create barri-
ers to entry. Patents give a firm a monopoly for a
specified period of time. Licenses create costs and tests
limiting entry. Many industries seek out government
licensing as a way to restrict further entry into their
market. Safety and pollution standards increase paper-
work and initial costs for would-be competitors. Gov-
ernment restrictions on access to distribution act as a
barrier to entry. For example, airline companies fight
for government allocation of boarding space at airports
around the country.

Information and gaining access to information has tra-
ditionally acted as a barrier to entry. Today’s global INTER-
NET technology is changing this and also creating
alternative distribution channels, reducing this barrier to
entry.

See also OLIGOPOLY.

Further reading

Dwyer, E Robert, and John E Tanner Jr. Business Marketing, 2d
ed. Boston: Irwin McGraw-Hill, 2002; Ruffin, Roy J., and Paul R.
Gregory. Principles of Economics, 7th ed. Boston: Addison Wesley,
2000.

barriers to trade See TRADE BARRIERS.

barter

Barter is the exchange of one service or commodity for
another without exchanging MONEY. Barter was used by
primitive peoples and is still practiced in some parts of the
world. A barter economy requires a “coincidence of
needs”—that is, a person having something to trade must
find another who wants it and has something acceptable to
offer in exchange. In a money economy, the owner of a
commodity may sell it for money, which is acceptable in
payment for goods, thus avoiding the time and effort that
would be required to find someone who could make an
acceptable trade. The money economy is considered the
keystone of modern economic life.

Barter is still active, not only in countries with chroni-
cally weak currencies but also in western countries like the
United States, where it made something of comeback with
the onset of the INTERNET. Another reason for its revival is
that barter can be attractive for smaller businesses to save
money. For example, a painting contractor could paint the
exterior of an auto body shop in exchange for car repairs.

Success in bartering requires finding an agreeable trad-
ing partner. Participants must agree on a fair value of the
products or services that are being traded. It is best to put
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all bartering agreements in writing to avoid “he said, she
said” kinds of problems. Bartering has become so accepted
that even federal and state tax collectors recognize its
value. Barter-system deals are included in taxes dollar for
dollar, as if the two participants were simply exchanging
checks for the amount of their trade.

The Internet has opened a vast array of bartering oppor-
tunities. Some sites for consumers to view are
MrSwap.com, WebSwap.com, Switchouse.com, and
SwapVillage.com.

See also COUNTERTRADE.

Further reading
Goff, Robert. “Swap 'Til You Drop . . . Or Drop Out.” Forbes 11
September 2000, p. 62.

—Susan Poorbaugh

benchmarking

Benchmarking is the process of identifying and learning
from the best business practices in a company, an indus-
try, or the world. As stated by C. Jackson Grayson Jr.,
chairman of the American Productivity and Quality Cen-
ter, the essence of benchmarking is, “Why reinvent the
wheel if I can learn from someone else who has already
done it?” The goals of benchmarking typically include
cost reductions, quality improvement, and new product
or process ideas.

Benchmarking involves a variety of considerations,
including processing, legal issues, and limitations. Bench-
marking is a structured analysis, starting with identification
of the business or process to be benchmarked. In addition
to comparing products with the “best in the business,”
companies also compare processes. For example, Wal-Mart
is well known as a leader in inventory management. Many
companies, including Amazon (which was sued for hiring
away Wal-Mart inventory management executives), bench-
mark Wal-Mart as the leading firm in the area of cost
control. Similarly, the United States is perceived by many
nations as a leader in education. Education management
personnel from other countries are often sent to the United
States to study and bring back for adoption educational
practices used in this country.

Once the product or process to be studied is identified,
organizations develop a team to participate in the bench-
marking process. Since benchmarking, by definition, is
designed to create change, who is involved in the process
is an important consideration. Team members must be
knowledgeable, be open to new ideas, be able to analyze
data, and have influence within the organization.

Once the team is formed, the benchmarking process
typically involves data collection. For internal benchmark-
ing, where similar operating units within an organization
are compared, internal data is usually available. For exam-
ple, many national sales organizations are broken down
into dozens or hundreds of regional and local offices.

Sales, cost per sales, gross margins, and other performance
measures can be compared. For competitive benchmark-
ing, where companies compare their performance with
direct competitors, data collection can be more difficult.
Public data, observation, and surveys are often needed to
collect needed information. Quality comparisons are often
conducted using reverse engineering, purchasing and dis-
mantling competitors’ products in order to assess quality,
and production processes.

Using the data collected, the benchmarking team looks
for gaps between the company’s processes and PRODUCTS
and those of the leading unit, firm, or industry. Once gaps
are identified, causes are searched for and hopefully iden-
tified. This leads to the final step in the process: taking
action to change existing practices to match or exceed
those of the benchmarked unit or competitor.

As Dean Elmuti et al. suggest, benchmarking can lead to
legal issues. Especially in competitive benchmarking, copy-
ing the practices or processes of the leading firm in an
industry can generate problems associated with PROPRIETARY
INFORMATION and INTELLECTUAL PROPERTY. Groups of firms
working together to improve industry standards and prac-
tices can violate antitrust and unfair trade practices laws.

Benchmarking peaked as a business management
process in the 1990s. While many companies used the
process to reduce costs and improve quality, bench-
marking has its limitations. First, the focus of bench-
marking is data. If the numbers are not accurate or do
not allow valid comparisons, the process will fail. Also,
focusing on data can distract managers from their need
to address the desires of customers and needs of
employees. With its emphasis on details, benchmarking
can misinterpret the organization’s “big picture,” their
reason for existing.

Typical areas of business practices where benchmarking
is applied include billing and collection, customer satisfac-
tion, distribution and logistics, employee EMPOWERMENT,
equipment maintenance, manufacturing flexibility, market-
ing, product development, QUALITY CONTROL, supply chain
management, and worker training.

Further reading

Elmuti, Dean, Yunus Kathawala, and Scott Lloyd. “The bench-
marking process: assessing its value and limitations,” Industrial
Management 39, no. 2 (July-August 1997): 12-19.

benefits See COMPENSATION AND BENEFITS; EMPLOYEE BENEFITS.

beta coefficient, capital asset pricing model

A beta coefficient is a measure of a stock’s volatility relative
to the market for all stocks. As an integral component of
the theoretical capital AsseT pricing model that is used to
determine the required return for a particular stock, beta
coefficients are measures of a stock’s risk.
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The beta coefficient for all stocks collectively is 1, and
a stock whose returns move with the market has a beta
of 1. Thus, a beta coefficient of 1 indicates average
volatility, and stocks with betas of 1 carry the same risk
as the sTOCK MARKET in general. If a stock’s returns are
more volatile than the average movements in the stock
market, its beta is greater than 1. Stocks whose returns
are less volatile than the average movements in the mar-
ket have betas less than 1. (There are some stocks that
are countercyclical, and their betas are negative.) Beta
coefficients can be easily obtained for all stocks publicly
traded.

The capital asset pricing model (CAPM) is based
on risk aversion, the assumption that investors
require compensation for assuming risk. CAPM is an
equation used to calculate a stock’s required return
based upon the riskiness of that stock as measured by its
beta coefficient:

kg = kpp+ (kyy = kpp)bg

where kg is the required return for some individual stock s,
k. is the theoretic return an investor would require in a
risk-free world, k, is the average return for all stocks in
the market, and by is the beta coefficient of the stock s.

In the model, (k,, — k,p)—the difference between the
average return for all stocks and the risk-free rate of
return—is the stock market’s average risk premium. The
average risk premium is multiplied by a stock’s beta coeffi-
cient to determine the risk premium associated with that
particular stock. For example, when the beta is 1, the stock
will have the same risk premium as the market’s. When
the beta is greater than 1, the stock’s risk premium will
be greater than the market’s average risk premium, and when
the beta is less than 1, the stock’s risk premium will be
less than the markets average risk premium. Thus the
CAPM equation indicates that a stock’s required return
is the sum of the risk-free rate of return and the risk
premium for that stock as determined by that stock’s beta
coefficient.

For example, assume a risk-free rate of return, k, of
3 percent and an average return in the stock market, k,,
of 7 percent. Using the CAPM equation, if Stock A has a
beta of 1, its required return, ky, is [3 + (7 —= 3)1] = 7
percent. Because Stock A is no more and no less volatile
than the stock market in general (indicated by its beta
coefficient of 1), the required return for Stock A is the
same as the average return in the stock market. If Stock
B has a beta of 2, its required return, kg, is [3 + (7 — 3)2]
= 11 percent. As indicated by its beta coefficient of 2,
Stock B is twice as volatile and twice as risky as the aver-
age stock, and higher required return reflects the added
riskiness of this stock’s returns. If Stock C has a beta of
.5, its required return is 5 percent. Stock C is less volatile
and less risky, and as a result it has a lower required
return.

Better Business Bureau

The Better Business Bureau (BBB) is a private, nonprofit
organization with a mission to promote and foster ethical
relationships between businesses and the public. The BBB
is best known for its complaint service, where dissatisfied
consumers contact local BBB offices to resolve disputes
with businesses.

Established in 1912, the BBB today has 132 local
bureaus and over 250,000 members nationwide. The
national organization is the Council of Better Business
Bureaus (CBBB). In 1997 the BBB received over 2 million
complaints from American consumers. The bureau usually
suggests consumers first contact companies directly. If
they are not satisfied with the results, the BBB will inter-
cede. The bureau has no power to force businesses to
resolve disputes with consumers. Instead, it uses the fear
of adverse publicity to pressure businesses to act promptly
and ethically.

The major BBB activities include providing

* business reliability reports

e dispute resolution

e truth in advertising

e consumer and business education
e charity review

Business reliability reports provide consumers with
information about past complaints involving local compa-
nies. Local BBBs collect and disseminate information about
unanswered questions and unresolved complaints. For
consumers the fact that a company has unresolved dis-
putes registered with the local BBB is a signal that there
may be problems. The CBBB plans to reliability report
information on-line.

Dispute resolution services include buyer/ seller media-
tion and ARBITRATION services. The BBB provides specialized
on-line complaint services for auto-related and moving-
and storage-related disputes. In addition it provides a
customer assistance program. Along with auto and moving
disputes, home-improvement and ordered products receive
the greatest number of complaints.

One of the early functions of the BBB was to improve
truth in ADVERTISING. False and misleading advertising by a
few firms in a market hurts the public perception of all
businesses. The BBB’s Code of Advertising includes guide-
lines for ethical use of comparative pricing, savings claims,
free offers, credit, distress sales, warranties, disclosures,
bait and switch advertising, and even use of asterisks. The
use of testimonials, superiority claims, contests, and extra
charges, all issues that can lead to misrepresentation of
products, are addressed by BBB codes.

A fourth function of the BBB is to provide consumer
and business education. Knowledge improves business
practices and consumer satisfaction. The CBBB writes
and produces numerous alerts and press releases designed
to inform businesses and consumers. Many newspapers
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include consumer-alert columns with information dissem-
inated by the BBB. Recently, with the rapid growth of
INTERNET commerce, the BBB established a Code of Online
Business Practices for members. The code calls for on-line
businesses to post privacy policies, protect user’s security,
and resolve consumer complaints promptly.

In conjunction with the Philanthropic Advisory Service,
the BBB provides information about nonprofit organiza-
tions, educating private and corporate donors.

Further reading
Better Business Bureau website. Available on-line. URL:
www.bbb.org.

bill of lading

A bill of lading is a document issued by a shipping com-
pany to acknowledge that the seller has delivered particu-
lar goods to it. Bills of lading are used in both interstate
and international shipments. The Federal Bill of Lading
Act (1916, formally called the Pomerene Act) governs the
transfer and transferability of bills of lading, of which there
are two types: a nonnegotiable or “straight” bill of lading;
and negotiable bills of lading, known as “white” and “yel-
low” bills because of the colors of paper on which they are
printed. Both types usually represent the seller’s CONTRACT
with the shipping company, setting the terms and TARIFFs
of that contract.

In a nonnegotiable bill of lading, the carrier is obligated
to deliver the goods to the designated destination point and
is liable for misdelivery of the goods. Nonnegotiable bills of
lading are sometimes called “air waybills,” “sea waybills,”
and “freight receipts,” depending on the intended method
of transportation. Nonnegotiable bills are used when the
seller is expecting payment upon delivery, not for payment
based on bill-of-lading documentation.

The carrier issues a negotiable bill of lading to a person
(consignee) or “order.” This allows the person to endorse
the bill of lading to “order” delivery of the goods to oth-
ers. Negotiable bills can be endorsed to third parties, buy-
ers or creditors, allowing the “holder” of the bill to receive
the goods at the destination point. The shipping company
is liable to the holder of a negotiable bill of lading for mis-
delivery if it delivers the goods to anyone but the holder.
In this way the negotiable bill of lading is similar to a title
document conferring ownership of the goods. Negotiable
bills of lading are used when sellers are being paid at the
time goods are shipped. In international business letters
of credit are often used, obligating the buyer’s bank to pay
the amount of the contract once bills of lading are sub-
mitted, usually by the seller’s bank to the buyer’s bank.
The banks use negotiable bills of lading to control title to
the goods in their contracts with buyers and sellers. In the
United States, negotiable bills of lading are most often
used, but some countries only allow the use of nonnego-
tiable bills of lading.

Further reading
Folsom, Ralph H., and Michael Gordon. International Business
Transactions, 6th ed. Eagan, Minn.: West Group, (2002).

blind trust

A blind trust exists when a beneficiary, the party for whom
the benefit of a TRUST exists, turns over control of their
ASSETS to a trustee, who is an independent third party, typ-
ically a professional money manager. The trustee is given
broad discretion over the assets. The trust is “blind”
because the beneficiary does not know the exact identity,
nature, and extent of their financial interests within the
trusts holdings. In other words, the beneficiary will
become “blind” to the activity and makeup of the fund.
The beneficiary will only receive a report on how the
investments are performing, but no details on the actual
investments. Blind trusts are typically set up when there is
a CONFLICT OF INTEREST involving the beneficiary and the
investments held in the trust.

The most common individuals to set up blind trusts are
government officials, who arrange their assets this way so
that no one can claim they are acting in their own self-
interest when performing governmental service. All presi-
dents and first ladies since Jimmy Carter have established
blind trusts before taking office, with the exception of Bill
and Hillary Clinton, who did not set up theirs until July
1993, and only then because of pressure due to conflict of
interest. Without a blind trust, the Clintons were fair game
for the media. It was revealed that when Hillary Clinton
headed the health reform committee, her personal portfolio
held more than $1 million in health stocks, and the portfo-
lio was making money from sales of these health stocks.
Soon after the news revelation of this $1 million conflict of
interest, the Clintons created a blind trust naming Essex
Investment Company, a Boston-based firm, as the trustee.

Ever since the Declaration of Independence, citizens
have put their trust in government and have held that pub-
lic officials should perform their duties in the public’s
interest and for the public’s good. The ethics program
within the executive branch of government helps to sup-
port this public trust and ensure that officials perform
their duties impartially and free of conflicts of interest. The
U.S. OFFICE OF GOVERNMENT ETHICS (OGE) was established
by the Ethics in Government Act of 1978. This office over-
sees six major areas, including financial disclosure. Within
the financial-disclosure area the OGE supervises the cre-
ation and operation of blind trusts and compliance with
the Ethics in Government Act of 1978. The act permits
two types of blind trusts: a qualified blind trust (QBT) and
a qualified diversified trust (QDT). The difference between
these two trusts is the level of restriction of the assets
within the trust to the beneficiary’s conflict of interest. In
other words, with the QBT the initial assets may cause the
beneficiary to be subject to conflict of interest, but these
assets would be subsequently disposed of or valued at less
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than $1,000. In a QBT the beneficiary is then only blind to
the subsequent assets purchased by the trustee. In a QDT
the initial assets transferred into the blind trust are subject
to more restrictions than the QBT. In other words, the ini-
tial assets cannot contain securities that may subject the
beneficiary to conflict of interest. Both types of trusts are
subject to rules of filing by the OGE and approval of both
the actual blind trust and the appointed trustee.
Another example of when a blind trust is a remedy for
a potential conflict of interest can be found within the
financial industry. In 2000 the SECURITIES AND EXCHANGE
commissION (SEC) issued the Regulation FAIR DISCLOSURE
(FD) and two new insider-trading rules. The latter rules
(10b5-1 and 10b5-2) create insider-trading liability for
anyone who may buy or sell stock in a company based on
their knowledge of inside company information that has
not been announced publicly. In order to comply with
these new rules and protect themselves from insider-
trading liability, many investment firms have instructed
their traders to transfer their personal portfolios into blind
trusts. Individuals such as CHIEF EXECUTIVE OFFICERS, com-
pany managers, members of a BOARD OF DIRECTORS, or hold-
ers of more than 10 percent of a particular company’s
shares would also establish blind trusts in order to avoid
conflict-of-interest and insider-trading liability.
See also INSIDER TRADING.
—NMaureen Murray

blue-chip stocks

Blue-chip stocks are cOMMON sTOCKs of nationally known
companies that have a proven record of profitability,
increases in stock value, and reputations for being leaders
in their respective industries. Blue-chip stocks typically
sell at a premium compared to other firms in their indus-
try and usually pay moderate DIVIDEND yields. Blue-chip
companies have quality management, products, and serv-
ices. The term blue chip comes from poker, where the blue
chip is the highest-valued chip.

International Business Machines (IBM), General Elec-
tric, General Motors, Dow Chemical, and DuPont are
examples of traditional American blue-chip stocks. In
recent years dominant firms in the technology industry,
such as Microsoft and Intel, have also become known as
blue-chip stocks. Ironically, Enron and MCI WorldCom
were also considered blue chips. Sometimes business
media refer to the Dow Jones Industrial Average (DJIA) as
the blue-chip average. The DJIA, initially an index of man-
ufacturing company stocks, has been reconfigured in
recent years to reflect the growing importance of service
and technology companies in the U.S. economy. Now the
DJIA includes dominant firms from many nonmanufactur-
ing U.S. industries, including McDonalds (fast food), Wal-
Mart (discount retailing), and American Express (credit).
AT&T, once the most widely held stock in the United
States, has lost its blue-chip status to some investors.

Blue-chip stock is also an internationally used term. In
Australia companies such as Australian Gas and Light,
Amcor, National Australian Bank, Rio Tinto, and Qantas
are known as blue-chip stocks.

blue-collar

The term blue-collar refers to workers who traditionally
wear blue work uniforms, including AssemBLY LINE and
other laborers. Laborers typically wear dark-colored cloth-
ing because it does not show dirt or sweat as easily as
lighter colors. Blue-collar contrasts to WHITE-COLLAR pro-
fessionals, administrators, and office workers. Blue-collar
is often used to describe specific locations, groups, or
products.

One news story described efforts to redevelop Warren,
Michigan, a blue-collar city, “with its plethora of factories
and industrial buildings and endless concrete ribbons that
carry traffic.” Blue-collar groups are stereotypically por-
trayed as hard-working people with relatively little educa-
tion and minimal aesthetic tastes, and blue-collar products
appeal to this market segment. Blue-collar workers are
more likely to be unionized and working in manufacturing
rather than in service industries. A blue-collar recession
would be a decline in the manufacturing sector of the
economy.

Further reading
Shine, Kim North. “General Motors Plans to Help Redevelop
Downtown Warren, Mich.,” Detroit Free Press, 16 May 2001.

blue laws

Blue laws are legislation regulating activities associated
with the Sabbath (Sunday). In the Bible, the Sabbath, or
holy day, is a day of rest. Blue laws got their name from
17th-century laws in Connecticut, which were written on
blue paper. Some of the early laws included:

e No one shall cross a river on the Sabbath but authorized
clergymen.

e No one shall travel, cook victuals, make beds, sweep
houses, cut hair, or shave on the Sabbath Day.

e No one shall kiss his or her children on the Sabbath or
feasting days.

e The Sabbath Day shall begin at sunset on Saturday.

Most blue laws have been eliminated based on ques-
tions of their constitutionality, economics, and practicality.
Constitutional challenges are usually based on the First
Amendment, which states, “Congress shall make no laws
respecting the establishment of religion.”

Economic realities and lost sales and tax revenues have
also pressured governments into repealing blue laws. Some
southern states, particularly South Carolina, retain blue-
law restrictions. Title 53, Chapter 1, Section 53-1-40 of the



board of directors 33

State of South Carolina Code of Laws reads in part: “On
the first day of the week, commonly called Sunday;, it shall
be unlawful for any person to engage in worldly work,
labor, business of his ordinary calling or the selling or
ordering to sell publicly or privately or by telephone, at
retail or at wholesale to the consumer any goods, wares or
merchandise or to employ others to engage in work, labor
or business or selling or offering to sell any goods, wares
or merchandise, excepting work of necessity or charity.”
The act does allow the Sunday sale of tobacco, motor fuels,
novelties, souvenirs, undergarments, and the operation of
public eating places, funeral homes, and cemeteries.

Most Americans never encounter blue laws. Those who
do are usually shocked or bemused to find they cannot pur-
chase liquor in some southern states on Sundays. In South
Carolina, counties can vote to overrule blue laws, and in
most regions of the state where tourism is a significant
source of INCOME, blue laws have been repealed or modified.

Further reading

“Blue Laws of South Carolina.” Available on-line. URL:
www.nobluelaws.org; “Connecticut Blue Laws.” Available on-
line. URL: www2.pitnet.net/primarysources/bluelaws.html.

board of directors

A company’s board of directors makes its strategic deci-
sions, including hiring and terminating executives, direct-
ing company policy, and considering proposals from
outside investors or other companies to purchase
or be purchased by the company. In the United States, a
CORPORATION must have a board of directors elected by
its SHAREHOLDERS, whose best interests the board of direc-
tors is charged to represent. (Many nonprofit organiza-
tions also have boards of directors providing similar
functions to the organization but without responsibility to
shareholders.)

A typical corporate board of directors creates at least
three oversight committees: nominating, compensation,
and audit. The nominating committee selects new candi-
dates to be reviewed for positions on the board. The com-
pensation committee determines the executive’ pay. The
audit committee reviews reports from independent audit
firms and internal audits. In addition, some boards of
directors create a finance committee to oversee CAPITAL
investment decisions.

A board of directors can be large or small. Most corpo-
rate management specialists recommend that boards con-
tain no more than 10 members. Larger boards allow for
greater diversity but also slow decision making. Histori-
cally most U.S. corporate board of directors did not aggres-
sively assert the interests of shareholders but instead
generally accepted the recommendations of management.
In the 1990s critics, especially giant pension-fund man-
agers TIAA-CREF and CALPERS challenged the status-
quo “rubber stamping” by corporate boards.

The Council of Institutional Investors (CII), created in
1985, developed a set of standards for board accountabil-
ity and has acted as a “watch dog” group that oversees
practices by boards. The CII developed a detailed set of
recommendations, including core policies, general princi-
ples (shareholder rights, shareholder meeting rights, board
accountability, and director and management compensa-
tion for board of directors), and positions.

CORE POLICIES

1. Confidential ballots counted by independent tabulators
should elect all directors annually.

2. At least two-thirds of a corporation’s directors should be
independent. A director is deemed independent if his or
her only non-trivial professional, familial or financial
connection to the corporation, its chairman, CEO or any
other executive officer is his or her directorship.

3. A corporation should disclose information necessary
for shareholders to determine whether each director
qualifies as independent.

4. Companies should have audit, nominating and com-
pensation committees. All members of these commit-
tees should be independent. The board (rather than the
CEO) should appoint committee chairs and members.
Committees should have the opportunity to select their
own service providers.

5. A majority vote of common shares outstanding should
be required to approve major corporate decisions con-
cerning the sale or pledge of corporate assets, which
would have a material effect on shareholder value.

GENERAL PRINCIPALS
A. SHAREHOLDER VOTING RIGHTS

1. Each share of commON stock, regardless of class, should
have one vote. Corporations should not have classes of
common stock with disparate voting rights.

2. Shareholders should be allowed to vote on unrelated
issues individually. Individual voting issues, particu-
larly those amending a company’s charter, BYLAWS, or
anti-takeover provisions, should not be bundled.

3. A majority vote of common shares outstanding should
be sufficient to amend company bylaws or take other
action requiring or receiving a shareholder vote.

4. Broker non-votes and abstentions should be counted
only for purposes of a quorum.

5. A majority vote of common shares outstanding should
be required to approve major corporate decisions
including:

a. the corporation’s acquiring, other than by TENDER
OFFER to all shareholders, 5 percent or more of its
common shares at above-market prices;

b. provisions commonly known as shareholder rights
plans, or poison pills;
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c. abridging or limiting the rights of common shares;

d. permitting or granting any executive or employee of
the corporation upon termination of EMPLOYMENT,
any amount in excess of two times that person’s
average annual compensation for the previous three
years; and

e. provisions resulting in the issuance of debt to
a degree that would excessively LEVERAGE the
company and imperil the long-term viability of
the corporation.

. Shareholders should have the opportunity to vote on all

equity-based compensation plans that include any

director or executive officer of the company.

. SHAREHOLDER MEETING RIGHTS

. Corporations should make shareholders’ expense and
convenience primary criteria when selecting the time
and location of shareholder meetings.

. Appropriate notice of shareholder meetings, including
notice concerning any change in meeting date, time,
place or shareholder action, should be given to share-
holders in a manner and within time frames that will
ensure that shareholders have a reasonable opportunity
to exercise their franchise.

. All directors should attend the annual shareholders’
meeting and be available, when requested by the chair,
to answer shareholder questions.

. Polls should remain open at shareholder meetings until
all agenda items have been discussed and shareholders
have had an opportunity to ask and receive answers to
questions concerning them.

. Companies should not adjourn a meeting for the pur-
pose of soliciting more votes to enable management to
prevail on a voting item.

. Companies should hold shareholder meetings by
remote communication (so-called electronic or “cyber”
meetings) only as a supplement to traditional in-person
shareholder meetings, not as a substitute.

. Shareholders’ rights to call a special meeting or act by
written consent should not be eliminated or abridged
without the approval of the shareholders.

. Corporations should not deny shareholders the right to
call a special meeting if such a right is guaranteed or
permitted by state law and the corporation’s articles of
INCORPORATION.

. BOARD ACCOUNTABILITY TO SHAREHOLDERS

. Corporations and/or states should not give former
directors who have left office (so-called “continuing
directors”) the power to take action on behalf of the
corporation.

. Boards should review the performance and qualifica-
tions of any director from whom at least 10 percent of
the votes cast are withheld.

. Boards should take actions recommended in share-

holder proposals that receive a majority of votes cast for
and against.

. Directors should respond to communications from share-

holders and should seek shareholder views on important
governance, management and performance matters.

. Companies should disclose individual director atten-

dance figures for board and committee meetings.

. DIRECTOR AND MANAGEMENT COMPENSATION

. Annual approval of at least a majority of a corporation’s

independent directors should be required for the CEO’s
compensation, including any bonus, severance, equity-
based, and/or extraordinary payment.

. Absent unusual and compelling circumstances, all

directors should own company common stock, in addi-
tion to any OPTIONS and unvested shares granted by the
company.

. Directors should be compensated only in cash or stock,

with the majority of the compensation in stock.

. Boards should award CHIEF EXECUTIVE OFFICERS NO more

than one form of equity-based compensation.

. Unless submitted to shareholders for approval, no

“underwater” options should be re-priced or replaced,
and no discount options should be awarded. (Under-
water means option prices below the current market
price of the company’ stock.)

. Change-in-control provisions in compensation plans

and compensation agreements should be “double-
triggered,” stipulating that compensation is payable
only (1) after a control change actually takes place and
(2) if a covered executive’s job is terminated as a result
of the control change.

. Companies should disclose in the annual PrROXY state-

ment whether they have rescinded and re-granted
options exercised by executive officers during the
prior year or if executive officers have hedged (by
buying puts and selling calls or employing other risk-
minimizing techniques) shares awarded as stock-based
incentive or acquired through options granted by the
company.

COUNCIL OF INSTITUTIONAL
INVESTORS POSITIONS

. BOARD SHAREHOLDER ACCOUNTABILITY

. Shareholders’ right to vote is inviolate and should not

be abridged.

. CORPORATE GOVERNANCE structures and practices should

protect and enhance accountability to, and equal finan-
cial treatment of, shareholders.

. Shareholders should have meaningful ability to partici-

pate in the major fundamental decisions that affect cor-
porate viability.
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4. Shareholders should have meaningful opportunities to
suggest or nominate director candidates.

5. Shareholders should have meaningful opportunities to
suggest processes and criteria for director selection and
evaluation.

6. Directors should own a meaningful position in
company common stock, appropriate to their personal
circumstances.

7. Absent compelling and stated reasons, directors who
attend fewer than 75 percent of board and board-
committee meetings for two consecutive years should
not be renominated.

8. Boards should evaluate themselves and their individual
members on a regular basis.

B. BOARD SIZE AND SERVICE

1. A board should neither be too small to maintain the
needed expertise and independence, nor too large to be
efficiently functional. Absent compelling, unusual cir-
cumstances, a board should have no fewer than 5 and
no more than 15 members.

2. Companies should set and publish guidelines specify-
ing on how many other boards their directors may
serve. Absent unusual or specified circumstances,
directors with full-time jobs should not serve on more
than two other boards.

C. BOARD MEETINGS AND OPERATIONS

1. Directors should be provided meaningful information
in a timely manner prior to board meetings. Directors
should be allowed reasonable access to management to
discuss board issues.

2. Directors should be allowed to place items on board
agendas.

3. Directors should receive training from independent
sources on their fiduciary responsibilities and liabilities.

4. The board should hold regularly scheduled executive
sessions without the CEO or staff present.

5. If the CEO is chairman, a contact director should be
specified for directors wishing to discuss issues or add
agenda items that are not appropriately or best for-
warded to the chair/CEO.

6. The board should approve and maintain a CEO succes-
sion plan.

D. COMPENSATION

Pay for directors and managers should be indexed to peer
or market groups, absent unusual and specified reasons for
not doing so.

An important issue in governance of a board of directors
is whether the board member is independent or not. The CII
defines an independent director as someone whose only
nontrivial professional, familial, or financial connection to

the corporation, its chairman, CEO, or any other executive
officer is his or her directorship. The CII’s position on inde-
pendent directors is based on the problems of conflicts of
interest for board members who are also managers; and
interlocking directorships, where board members represent
the interests of shareholders for different corporations.

Further reading
Council of Institutional Investors website. Available on-line.
URL: www.cii.org.

bond market See STOCK MARKET, BOND MARKET.

bonds

Bonds are long-term debt instruments used by both the
private and public sectors to raise funds. They are liabili-
ties for the issuer and can be excellent INVESTMENT oppor-
tunities. In the private sector, corporate bonds are most
common. In the public sector there are Treasury bonds and
U.S. Savings Bonds issued by the federal government and
municipal bonds issued by local governments and munic-
ipalities.

With the exception of bonds issued by the federal gov-
ernment, all bonds have some risk of DEFAULT. Moody’s and
Standard and Poor are the two major firms that rate bonds,
both public and private sector, according to their default
risk. Both organizations use two broad classifications of
risk. Those bonds with ratings of “BBB” or “Baa” and higher
are termed investment grade or investment quality bonds.
These are the bonds with minimal default risk. Bonds with
ratings less than BBB or Baa are termed speculations
because of their considerable risk of default. The more
common name for these speculative bonds is junk bonds.

All bonds have a maturity date and a face value, the
amount that is paid to the bondholder on the maturity
date. Most bonds, especially corporate bonds, also have a
coupon-interest rate. The interest that a coupon bond pays
is determined by multiplying the coupon-interest rate by
the face value of the bond. Bonds may pay coupon interest
annually, semiannually, or quarterly, depending on what is
stipulated on the face of the bond.

The object of the bond issuer who is trying to raise cap-
ITAL is to get as much money for each bond as is possible
while at the same time trying to minimize the interest
expense associated with the bond. To accomplish this, the
issuer sets the coupon-interest rate at the going rate of
interest in the market at the time the bonds are issued. This
helps to ensure that the bonds will sell “at par”—that is, for
their face value. (If one looks in the newspaper at the
reporting for the bond exchanges, one notices that there are
many bonds outstanding, all with different coupon-interest
rates. This is because there are bonds issued every day, and
the various coupon-interest rates reflect the going rates of
interest when the bonds were issued.)
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A bond with a coupon-interest rate lower than the
going rate of interest in the market, ceteris paribus (other
things being equal), will not be viewed as an attractive
INVESTMENT. Why should one purchase this bond when
most any other investment in the market will yield a
higher return? In order for the return on this bond to be
more attractive, investors would only be willing to buy this
bond at a discount (i.e., below its face value). This would
add a cAPITAL GAIN to the bond’s comparatively low interest
yield. (At maturity, a bond will pay its face value, regard-
less of what was initially paid for it.) Thus, for organiza-
tions in need of funds, it makes no sense to issue bonds
with coupon rates that are lower than current market rates.

A bond with a coupon-interest rate higher than the
going rate of interest in the market, ceteris paribus, will be
viewed as a very attractive investment. Investors will
clamor to purchase such a bond, causing it to sell at a pre-
mium, or for more than its face value. Organizations in
need of funds will not offer such high coupon-interest
rates because this increases the interest expense they must
pay on the borrowed funds.

Coupon-interest rates are also determined, in part, by
default risk. Rational investors are risk-averse, and they
demand to be compensated for assuming risk. Thus the
higher the degree of default risk, the higher the bond’s
coupon interest rate, ceteris paribus.

Occasionally, a firm finds that it needs to raise funds dur-
ing a period of high interest rates in the economy. In order
for the bonds it issues to sell at par, the coupon-interest rate
will be set at the current market interest rate. However, the
bonds will most probably be callable. A CALLABLE BOND is one
that will be called in by the issuer for redemption before the
bond reaches it maturity date. The call period is normally
stated on the face of the bond, and investors who own
callable bonds expect not to be able to hold such an attrac-
tive bond until its maturity. The call provision allows firms
to escape the costly interest expense of the high coupon-
interest rates by allowing the bonds to remain outstanding
only until their call dates. Often firms will use the funds
obtained from newer, lower coupon-interest rate bonds to
call in and redeem their callable bonds.

Some bonds are convertible bonds, which may be con-
verted to shares of cOMMON sTOCK (as a fixed price) at the
option of the bondholder. Because they offer the potential
for a capital gain when the stocks are eventually sold, con-
vertible bonds normally carry lower coupon-interest rates
than bonds that are not convertible.

Some bonds have no coupon-interest rates. These are
known as zero-coupon (or deep discount) bonds. When
issued, they always sell at a discount. The return from invest-
ing in such bonds is a capital gain, because the face value
received at maturity is more than the purchase price of the
bond. Treasury bills and U.S. Savings Bonds are examples of
zero-coupon bonds issued by the federal government.

Bonds may be secured or unsecured. Secured bonds
have collateral or pledged asseTs backing them, minimiz-

ing their risk. Unsecured bonds have no such backing and
are known as debentures. Ceteris paribus, secured bonds
are less risky than debentures and, thus, offer lower inter-
est yields than debentures.

Local governments and municipalities often sell bonds
to finance INFRASTRUCTURE and to build schools. The inter-
est earned on a municipal bond, called a muni, is exempt
from federal taxation. Because the interest earnings on
munis are not federally taxable, this allows local and
municipal governments to issue their bonds at lower
coupon-interest rates than other similar bonds, with the
savings accruing to the local taxpayers.

The largest issuer of bonds is the federal government,
selling Treasury securities and savings bonds. When there
is a budget deficit, the federal government is forced to
make up the shortfall by borrowing from the private sec-
tor. It does this by selling Treasury securities: Treasury bills
with maturities up to one year; Treasury notes with one to
five-year maturities; and Treasury bonds with five to thirty
years. With the national debt at approximately $6 trillion,
this is roughly the amount of money the federal govern-
ment has borrowed (bonds outstanding) as a result of
spending in excess of tax revenues in past years.

See also BRADY BONDS; STOCK MARKET, BOND MARKET.

book value (carrying value)

Book (or carrying) value is an accounting term that usu-
ally refers to a net amount, the remainder after a subtrac-
tion has occurred. Book values are commonly encountered
in the accounting for asseTs and liabilities.

For example, assume a firm has ACCOUNTS RECEIVABLE in
the amount of $300,000. The related contra-asset account,
Allowance for BaD DEBTS, has a balance of $25,000. The
asset account has a debit balance, the contra-asset account
has a credit balance, and the difference between the two is
a net debit balance of $275,000. Because not all of the
accounts receivable will prove collectible, the net realiz-
able value of the firm’s accounts receivable is $275,000,
and this is the book, or carrying, value of the accounts
receivable. Paying homage to the principle of conservatism
(one of the GENERALLY ACCEPTED ACCOUNTING PRINCIPLES),
the accounts receivable are being “carried” at $275,000,
the amount that is more likely to be collected than the
amount of $300,000 actually owed to the firm.

Assume Machine No. 3 has a cost of $900,000. The
related contra-asset account, Accumulated Depreciation,
has a credit balance of $350,000. The difference between
the two amounts is a net debit balance of $550,000. This
is the book (carrying) value of Machine No. 3.

For another example, assume a firm borrows money
with a non-interest-bearing note payable. With such notes
the interest rate is implicit, and the proceeds of the note
are less than its face value. When the borrower records this
LIABILITY as a note payable, a contra-liability account, Dis-
count on Note Payable, is also established to record the
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difference between the face value of the note payable and
the proceeds received from issuing the note. This will
allow the book, or carrying, value of the note payable to be
equal to the proceeds received from issuing the note.

See also DEBIT, CREDIT.

Border Environmental Cooperation Commission

The Border Environmental Cooperation Commission
(BECQ), a binational organization created in 1993 as a side
agreement to the NORTH AMERICAN FREE TRADE AGREEMENT
(NAFTA), helps states, localities, and the private sector
develop and find financing for environment INFRASTRUC-
TURE projects along the U.S.-Mexico border. The BECC,
which identifies, evaluates, and certifies affordable envi-
ronment projects with the goal of improving the quality of
life for citizens along the border, is an outgrowth of ideas
put forth by UCLA urban planning professor Raul Hinjosa
and others. The idea for the BECC was adopted by the
Bush Administration in 1992 and superseded the 1983
Agreement on Cooperation for the Protection and
Improvement of the Environment on the Border Area (the
1983 La Paz Agreement).

The Commission maintains offices in both El Paso,
Texas, and Ciudad Juarez, Mexico, and is directed by a 10-
member BOARD OF DIRECTORS, with five board members
from each country. The Director of the U.S. Environmen-
tal Protection Agency is an ex officio member of the BECC
board. Decisions of the board are based on a majority vote,
thus requiring support from members representing both
countries. A major role of the BECC is certifying projects
for financing by the NORTH AMERICAN DEVELOPMENT BANK
(NAD Bank). By 1998 the BECC had certified 16 projects,
mostly water-treatment and municipal solid-waste proj-
ects. Many more projects were yet to be addressed, and
financing problems, particularly for Mexican municipali-
ties lacking authority to enter into public works financing
and taxation agreements, limited the ability of the BECC
and NAD Bank to address long-term problems.

Many U.S.-Mexico border problems stem from rapid
growth of the MAQUILADORAS in Mexico. After the PESO cri-
s1s (1994-95), the reduced cost of Mexican labor for inter-
national firms and NAFTA increased access to the U.S.
market and overwhelmed an already weak infrastructure.
Although the BECC was created to address problems asso-
ciated with border-area growth, it had limited impact in
the 1990s.

Further reading
Folsom, Ralph H., and W. Davis Folsom. NAFTA Law and Busi-
ness. The Hague: Kluwer Law International, 1998.

boycotts
Boycotts are organized attempts to influence a company,
organization, or government through refusal to patronize a

business or other group. Boycotts are frequently used to
affect business practices. Sometimes boycotts are organ-
ized to challenge labor or environmental issues; other
times they are used to sway social practices or policies.

In the United States, possibly the most famous boycott
was organized by the United Farm Workers (UFW). Dur-
ing the 1960s, 1970s, and 1980s, led by charismatic UFW
President Cesar Chavez, the UFW asked American con-
sumers to not purchase table grapes, claiming unfair labor
practices and poor working conditions by grape farmers.
By 1975 an estimated 17 million Americans had stopped
buying grapes. In another agricultural boycott, the UFW
used a DIRECT MAIL campaign asking consumers to boycott
Lucky Supermarkets because they were buying nonunion
lettuce. The campaign targeted ethnic neighborhoods,
areas with high agricultural EMPLOYMENT, and liberal, mid-
dle and high-income groups. After nine months Lucky
agreed to stop buying nonunion lettuce but claimed the
decision had nothing to do with the boycott.

Peace and environmental groups have often attempted
to use boycotts to influence government policy. In 1990
Neighbor to Neighbor initiated a boycott of Folgers coffee,
a Proctor and Gamble product, accusing P&G of prolong-
ing the El Salvadoran civil war by buying Salvadoran
coffee beans. The campaign brought attention to the plight
of El Salvadorans but was actively opposed by the Bush
Administration. (The war ended when the Clinton Admin-
istration withdrew financial support for the El Salvadoran
military.) Similarly, American and other activists have long
supported a boycott of Burma (now called Myanmar)
because of its military rule and abuse of human rights. In
1995 U.S. environmental groups organized a short-lived
protest of French products in reaction to France’s nuclear
tests in the South Pacific.

Boycotts are also used to influence social and political
policies. The Boston Tea Party was one of America’s first
boycotts. Similarly, one of the hallmarks of the civil rights
era was the 1950s boycott of buses in Montgomery,
Alabama. The boycott of South Africa in the 1980s dis-
played the power of economic sanctions to influence social
policies. As one author states, “Boycott. It’s not blackmail.
It's not censorship. What it is is capitalism. A boycott, after
all, is merely a way to vote with our wallets.”

In 1994 the National Organization of Women organized
a boycott against orange juice when the Florida Citrus
Commission decided to advertise on conservative Rush
Limbaugh’s talk show. Limbaugh supporters countered by
increasing their purchases of orange juice. In 1996 Jesse
Jackson threatened a boycott of Texaco stores in an effort
to pressure Texaco to settle a racial discrimination suit.
The next year Southern Baptists attempted to dissuade the
Disney corporation from its gay-friendly employment poli-
cies by declaring a boycott against the company. In 1999
the NAACP organized a boycott of tourism in South Car-
olina because the state continued to fly the Confederate
flag over its state capital. The National Collegiate Athletic
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Association (NCAA) joined the boycott, refusing to bring
collegiate athletic events to the state. Removal of the flag
from the capital to a place on the capital grounds appeased
some groups, but others continue to boycott the state.

Further reading
Kalisher, Jesse. “Art of Noise (Impact of Boycotts),” Brandweek
39, no. 18 (4 May 1998): 66.

Brady bonds

Brady bonds are debt instruments issued by governments
and private lenders in developing countries as a means of
restructuring their debt. Named after Nicholas Brady, sec-
retary of the Treasury during the George H. W. Bush admin-
istration, these BONDs were first issued by the Mexican
government as part of a plan to repackage loans made to
Mexico during the 1980s. Many governments in develop-
ing countries had borrowed billions of dollars but were not
able to pay back the loans. Poor INVESTMENT, management,
and corruption led governments into situations where they
owed significant amounts to foreign lenders and had few
productive ASSETS to use or tax to pay off the loans. Just the
interest due on the loans represented a significant portion
of most government’s budgets. Known as “debt overhang,”
these payments prevented governments from making new
investments in education, INFRASTRUCTURE, and resource
development needed to generate ECONOMIC DEVELOPMENT.

Under Nicholas Brady, a pool of funds from the United
States, WORLD BANK, and INTERNATIONAL MONETARY FUND
(IMF) was used to guarantee new bonds issued by the
developing country government. The new bonds offered to
lenders reduced the amount of debt owed and stretched
payments over a longer period of time. This lowered the
payments of the debtor country, allowing its government
greater financial resources to be used in economic devel-
opment plans. An alternative procedure provided no debt
reduction but lower INTEREST RATES on the new debt than
that paid for the old debt in return for guarantees of pay-
ment of the principal with the proceeds from long-term
bonds provided by the United States and other developed
countries. To lenders who faced DEFAULT by the borrowing
country, the new debt plans, backed by the funds coordi-
nated by Nicholas Brady, were better than default and more
secure than direct loans to the borrowing government.

Brady plan restructurings were used in many develop-
ing countries in the late 1980s and early 1990s. As world
ECONOMIC CONDITIONS improved, some countries, particu-
larly Mexico, paid off their Brady bonds. On the other
hand, in 1999 Ecuador became the first government to
default on its bonds.

Once issued, Brady bonds became part of international
financial debt instruments. A few MUTUAL FUNDS special-
ized in purchasing Brady bonds of various countries at
deep discounts, hoping to profit from the eventual payoff
of these high-risk bonds. These investors recognize the

biggest concern associated with these bonds is political
risk. The Brady plan was an outgrowth of an earlier strat-
egy proposed by then-Secretary of Treasury James Baker,
which emphasized economic reforms as a condition for
new lending to developing countries.

Further reading
Appleyard, Dennis R., and Alfred J. Field, Jr. International Eco-
nomics, 2d ed. Homewood, Ill.: Irwin Publishing, 1994.

brands, brand names

Brands are names, terms, designs, signs, symbols or some
combination that identify a firm’s probucTs. Brands
facilitate easy recognition of a company’s products and
increase consumer loyalty through repeat purchase.
According to MARKET RESEARCH, consumers’ brand loyalty
goes through three stages: recognition, preference, and
insistence.

A marketer’s first objective is to gain brand recogni-
tion—that is, consumer knowledge of a company’s brand.
In ADVERTISING, marketers typically have three objectives:
to inform, persuade, and remind consumers about the
company’s products. Brand recognition is consistent with
informing customers about a brand. Gaining brand recog-
nition in a national market like the United States is expen-
sive. With a large geographic area, over 280 million
people, and tremendous COMPETITION from other firms,
marketers have to work hard to gain brand recognition.
One option used by several small firms is advertising dur-
ing the Super Bowl, the most widely watched television
event in the United States. Super Bowl advertising is very
expensive, but several small firms have successfully used it
as a way to gain national brand recognition.

Brand preference is the stage where consumers select a
particular brand over competing offerings. Typically brand
preference is based on past experiences with a firm’s prod-
ucts. In many categories of consumer products, customers
tend to be very brand-loyal. Often brand loyalty is based
on what peoples’ parents purchased. For decades Sears’s
strongest MARKETING STRATEGY was brand preference and
insistence based on consumers’ past experiences with their
tools and appliances.

Brand insistence is brand loyalty to the point where
consumers refuse alternatives and seek out brands they
most desire. Airlines and, more recently, hotel chains have
successfully built brand loyalty through frequent-flyer/stay
programs.

There are four types of brands: manufacturers, private,
family, and individual. Manufacturers’ brands, also called
national brands, are those owned by the manufacturer.
General Motors, Kodak, and Coca-Cola are all examples of
national brands. Manufacturers protect and support their
brands, often using price competition with private brands
and cooperative advertising and promotion with retailers
to maintain and expand brand loyalty.
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Private brands are brand names created and marketed
by WHOLESALERs and retailers. For example, Sears owns the
Kenmore, Craftsman, and DieHard brand names. Sears
contracts with manufacturers to make products to be sold
under these private names. Traditionally manufacturers
dominated brand marketing, but since World War II,
retailers have greatly increased their control of pISTRIBU-
TION CHANNELS and have used this market power to expand
their use of private brands.

A family brand is a single brand name used to identify
a group of related products. For example, Johnson & John-
son offers a variety of product lines all under one brand
name. Many companies market a variety of individual
brands. Proctor and Gamble’s Tide is one of the longest-
lasting individual brand names in cleaning products, and
Crest Toothpaste is a leading brand in health products.

As previously noted, the goal of brands and brand
names is to increase consumer loyalty. Marketers refer to
this as gaining brand equity, which means pDEmAND for a
firm’s product is less elastic. Loyal consumers are more
likely to continue to purchase a product even when the
price is raised. Brand equity makes it infinitely easier for a
firm to introduce new products, since most consumers
who have had a positive experience with a company’s
products are more likely to try new product offerings from
that firm.

Marketers know developing effective brand equity is
difficult and usually expensive. New brand names gener-
ally should be easy to pronounce, recognize, and remem-
ber. A brand name should also be consistent with the
image a company wants to convey: status, safety, or confi-
dence. TRADEMARKS are brands and brand names owned by
a company.

Further reading
Boone, Louis E., and David L. Kurtz. Contemporary Marketing,
10th ed. Fort Worth: Dryden Press, 2001.

break-even analysis

Break-even analysis is a tool used by managers to estimate
either the quantity they need to sell at a given price to
cover all costs or the price they must charge to cover all
costs for a given quantity of output. Break-even analysis is
often used when managers are considering new INVEST-
MENTS Or new PRODUCTS.

Break-even quantity (BEQ) is estimated using the for-
mula BEQ = FC + (P — AVC), where FC is total fixed costs,
P is price per unit, and AVC is average variable cost per
unit. Break-even analysis assumes a manager can estimate:

o the initial fixed costs (equipment, buildings, licenses;
any cost that is required to get started but does not
change with the level of output),

* the average variable cost (materials, labor, energy) in the
range of output being considered.

If these costs can be estimated, a manager can then deter-
mine how many units must be sold at various prices to
break even. For example, if FC is $1000 and AVC is $10,
then at:

P = $20, BEQ = 100
P = $30, BEQ = 50
P = $40, BEQ = 33.3

Break-even analysis allows a manager to create a hypo-
thetical DEMAND curve. Using the information from the
BEQ analysis, managers then determine whether they
think they can sell at least that quantity at a given price.
Managers may then employ sales forecasting techniques to
compare the results of BEQ analysis with potential market
demand.

In the above formula, P — AVC is often called the con-
tribution margin. For each unit produced and sold, the dif-
ference between price and the average variable cost (if the
difference is negative, the product should not be pro-
duced) contributes to “covering” fixed costs, and when all
fixed costs are covered, ultimately contributes to profit.
Break-even price (BEP) is estimated using the formula BEP
= (FC + Q) + AVC, which says that the BEP equals average
total cost. Using this same example above, if FC are $1000
and AVC is $10 then at:

Q = 50, BEP = $30
Q = 100, BEP = $20
Q = 200, BEP = $15

Managers can use BEP analysis to answer the question,
“If we produce and sell 100 units, what price do we have
to get in order to at least break even?”

Retail store managers frequently use break-even analy-
sis when considering new products. In RETAILING, firms
often “keystone” products—that is, price their products at
twice the cost to the store. If a manager orders 100 spring
shirts at $10 each and prices them at $20 each, then they
must sell at least 50 shirts to break even.

Another way to use break-even analysis is when con-
sidering ADVERTISING options. If a magazine ad costs $500,
the product advertised sells for $10, and the average vari-
able cost is $5, then the advertisement would need to gen-
erate 100 additional sales to break even.

Further reading
Dwyer, E Robert, and John E Tanner, Jr. Business Marketing.
Boston: McGraw-Hill, 1999.

Bretton Woods

Bretton Woods, a small town in New Hampshire, was the
host, in July 1944, for a major economic summit that has
since transformed international economic relations. In
economic discussions, the phrase “ever since Bretton



40 bribery

Woods” means ever since the creation of the INTERNATIONAL
MONETARY FUND (IMF) and International Bank for Recon-
struction and Development (IBRD, also called the worLD
BANK), which were created at the Bretton Woods confer-
ence at the Mount Washington Hotel.

Planning for the conference began in 1942 in the midst
of World War II. Most world leaders agreed that weak-
nesses in the fixed EXCHANGE RATE system had contributed
to the global depression and the rise of fascism. In
response to the depression, governments expanded spend-
ing on public goods. But under the gold standard, where
each countrys currency was convertible to a specified
amount of gold, government spending could over-stimu-
late an economy and result in a BALANCE OF PAYMENTS crisis.
Over-stimulation led to increased mMPORTS and to price
increases for export prODUCTs. This resulted in a larger
trade deficit and balance-of-payments problem. The gold
standard, which was in effect during this time, required a
country to send gold to trading partners, decreasing the
country’s MONEY SUPPLY. This constricted growth in the
economy through higher INTEREST RATES. What was needed
was an international monetary system that would allow
domestic Keynesian economic stimulation without creat-
ing a monetary crisis.

British and American political and economic leaders
proposed changes in the international monetary system.
The British—led by John Maynard Keynes, by then the
most widely acclaimed economist in the world—proposed
a system with an international agency and a new currency,
“bancors.” Bancors would replace gold and U.S. dollars as
the basic reserve currency for all national banks.

The British, and most of the 45 participating nations at
Bretton Woods, recognized that the United States would be
one of the few economically strong countries after World
War II and would have a significant trade surplus with the
rest of the world. Keynes proposed increasing the value of
the dollar as a means of reducing the impending trade sur-
plus and stimulating exports from war-torn countries. U.S.
negotiators, led by Treasury Secretary Henry M. Morgen-
thau and Harry Dexter White, proposed that the trade
deficit countries would have to devalue their currencies
and/or cut government spending in order to balance inter-
national trade.

At Bretton Woods, the American proposal won out,
resulting in the creation of the IME The IMF would assist
countries with short-term problems in their international
debt problems Funds for IMF operations were created by
subscription. The United States, being the largest sub-
scriber, became the dominating force in the organization.

Discussions over the creation of the World Bank were
less controversial. While the IMF would minimize short-
term trade problems, an organization was needed to pro-
vide long-term capriTAL for INVESTMENT, particularly in
developing countries. As envisioned, the World Bank
would finance redevelopment of European economies and
expand into assistance for other areas of the world. Like the

IME the World Bank was established with funds by sub-
scription, and the United States was the largest contributor.
As planned, it would primarily guarantee loans made by
private banks, thus stimulating investment in financially
viable projects. The United States became the major source
of funding for postwar European redevelopment.

Over time the World Bank became a leading source of
funds for EcoNOMIC DEVELOPMENT as well as a symbol of
U.S. dominance in international economic affairs. The
IME while initially created to support government deficit
spending, later became the international “watchdog”
against excessive government spending. The IMF contin-
ues to provide short-term international finance assistance
but with stringent requirements. Countries in need of IMF
assistance are often required to reduce spending and raise
interest rates in order to put their financial affairs in order.
This is usually accepted begrudgingly, adding to develop-
ing countries’ disdain for the power of the United States
and other industrialized countries over their economic
affairs.

Further reading
Geisst, Charles. The Encyclopedia of American Business History.
New York: Facts On File, 2004.

bribery

The crime of bribery is the offer or gift of money, goods, or
anything of value in order to influence federal, state, or
local public officials in the discharge of their duties.
Bribery of foreign government officials may violate the fed-
eral FOREIGN CORRUPT PRACTICES ACT. Commercial bribery in
the business world is an unfair trade practice.

Bribery is as old as civilization. One Egyptian pharaoh
ruled that any priest or official taking a bribe was subject to
the death penalty. One of the most widely reported bribery
scandals involved International Olympic Committee offi-
cials accepting multimillion-dollar payments in exchange
for their vote on locating the Winter 2002 Olympic Games.

Bribery is known by many names. It is called dash in
West Africa, la bustarella (the little envelope) in Italy, rish-
vat in India, and grease in the United States.

The OFFICE OF GOVERNMENT ETHICS (OGE) proscribes
government officials from taking anything of value from
individuals or organizations affected by their government
duties. Under the RACKETEER INFLUENCED CORRUPT ORGANI-
ZATION ACT, predicate offenses that can be used to establish
a pattern of FrRAUD (and thus prosecution under the act)
include bribery.

For businesses or government, detecting bribery is dif-
ficult, but a variety of “red flags” can be used to raise con-
cern and investigation, including

e employee spending that surpasses INCOME
e unusually friendly relationships between an employee
and an outside contractor
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e employees who “stretch” or ignore standard operating
procedures

e employees who repeatedly rationalize deficiencies on
the part of suppliers

e employees who are under pressure due to external
needs (family-member illness, drug or alcohol depend-
ency, or gambling)

In 1999 the ORGANIZATION FOR ECONOMIC COOPERATION
AND DEVELOPMENT (OECD) created a 17-article antibribery
convention, which states:

Each Party shall take such measures as may be necessary to
establish that it is a criminal offence under its law for any
person intentionally to offer, promise or give any undue
pecuniary or other advantage, whether directly or through
intermediaries, to a foreign public official, for that official
or for third party, in order that the official act or refrain
from acting in relation to the performance of official duties,
in order to obtain or retain business or other improper
advantage in the conduct of international business.

Transparency International (TI), an organization that
monitors international bribery, focuses on increasing
awareness and providing information to individuals and
institutions. TI has established an “Integrity Pact” for bid-
ders and procures in government purchasing, creating a
binding agreement among parties to conduct business in an
ethical and legal manner. The organization also publishes a
bribery index, rating countries on how likely bribes are
paid to gain business. In 2002 Russia and China were rated
most likely to pay bribes in developing countries, while
Switzerland and Australia were least likely. According to
The Economist, “Italy, America and Japan score poorly,
despite their anti-bribery laws and conventions.”

Further reading

The Authority. “The History of Corruption.” Available on-line.
URL: www.nznow.net.nz/Authority/1997/1997004.html; “Bribery
Index,” The Economist, 18 May 2002, p. 104; Organization for
Economic Cooperation and Development website. Available on-
line. URL: www.oecd.org; Podgor, Ellen S., and Jerold H. Israel.
White Collar Crime in a Nutshell. 2d ed. Eagan Minn.: West
Group, 1997; Transparency International website. Available on-
line. URL: www.transparency.org.

Buddhist economics
Buddhist economics is the study of maximizing well-being
while minimizing consumpTION. This goal of Buddhist eco-
nomics seems contradictory to modern Western econom-
ics, where increased consumption is perceived as
analogous to improved well-being.

The German-born British economist E. E Schumacher
popularized Buddhist economics in the 1970s. In his clas-
sic book Small Is Beautiful: Economics As If People Mattered

(1973), Schumacher challenged standard assumptions of
modern economic systems regarding labor, consumption,
technology, peace, and the environment.

Labor, in the modern Western economic perspective, is
a necessary evil. For an employer, labor is a cost to be min-
imized for workers, a sacrifice of one’s energy and time.
Employers would prefer output and INCOME without incur-
ring the cost of labor, and workers would prefer the bene-
fits of output and income without having to work. Labor,
in the Buddhist economic perspective is necessary for the
development of character and for overcoming ego. Work
should be organized to benefit the needs of workers to
develop their potential.

Consumption in the modern Western economic per-
spective, represents a better quality of life and therefore
increased consumption is a major goal. According to
Buddhists, consumption should support the goal of maxi-
mizing contentment. Attachment to WeALTH and desire for
material goods are seen as causes of suffering, reducing
contentment.

Technology, in the modern Western economic perspec-
tive, is seen as a source of increasing productivity.
Improvements in technology are viewed as positive contri-
butions to economic systems. Technology, in the Buddhist
economic perspective, should enhance the natural capabil-
ities and skills of workers. (Schumacher, a critic of blindly
exporting industrial technology to developing countries,
established the Intermediate Technology Development
Group (1966).)

Peace, in the modern Western economic perspective,
includes maintaining or increasing control over the
resources needed to preserve a country’s STANDARD OF LIV-
ING. Resource conflicts arise as countries compete for con-
trol. Peace, in the Buddhist economic perspective, is
enhanced through conservation and local control of
resources.

The environment, in the modern Western economic
perspective, is primarily a collection of resources to be
used in maximizing production. Natural systems are per-
ceived as constraints on ECONOMIC GROWTH. The environ-
ment, in the Buddhist economic perspective, is the natural
system within which economic systems operate. Buddhist
economics distinguishes between renewable and nonre-
newable resources, emphasizing use of the first and using
the latter sparingly. Exploitation of the environment is per-
ceived as an act of violence.

Further reading

Schumacher, E. E Small Is Beautiful: Economics As If People
Mattered. New York: HarperCollins, 1973; Schumacher Society
website. Available on-line. URL: www.schumachersociety.org.

budgeting, capital budgeting
Budgeting is the process of developing budgets, or finan-
cial plans that project a firm’s inflows and outflows for a
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future time period. Often budgeting results in the con-
struction of pro forma statements, namely the budgeted
INCOME STATEMENT and the budgeted BALANCE SHEET. Pro
forma, as a matter of form, statements have generally
accepted formats but are based on projections. A budgeted
(pro forma) income statement is one that reflects projec-
tions rather than being based on prior transactions; thus it
represents expectations rather than actual data. Likewise,
a budgeted (pro forma) balance sheet is one that is con-
structed using projections rather than actual data. Pro-
forma statements are important tools used in planning and
decision-making. In banking, pro forma statements are
commonly used as the basis for making loans of VENTURE
CAPITAL and loans to new businesses.

Capital budgeting is the planning for a firm’s fixed
ASSETS in particular. How a firm decides to use its capital
is the most important of all managerial decisions, and
since fixed assets represent the majority of most firms’
assets, capital budgeting is the most crucial of all budget-
ing activities.

While there are infinite uses for a firm’s capital, its
sources are limited, and capital budgeting determines its
best uses. Payback period, net present value (NPV), and
internal rate of return (IRR) are three capital-budgeting
tools commonly used to determine a firm’s most profitable
INVESTMENT opportunities.

Payback period, the first capital budgeting tool to be
developed, is the expected number of years required for a
firm to recoup its original investment in a fixed asset or
project. The decision rule when using payback is that
shorter payback periods are preferable over longer ones.
For example, suppose Project A requires an investment of
$10,000 and will generate cash inflows of $3,000 per year
for the next five years. Assuming that these inflows are
evenly distributed over the next five years, the payback
period for Project A is $10,000/$3,000 = 3.33 years. Sup-
pose Project Z costs $10,000 and will generate cash
inflows of $2,000 per year for the next 10 years. The pay-
back period for Project Z is $10,000/$2,000 = 5 years. If
payback is used to rank these two projects, Project A is the
preferred investment opportunity because of its shorter
payback period.

There are two major shortcomings of payback period as
a capital-budgeting tool. Only the inflows required to
recoup the original investment are considered; the inflows
occurring after the payback period are ignored. For Project
A above, returns continue for an additional 1.67 years
beyond the payback period, but they aren’t considered. For
Project Z, returns continue for another five years beyond
the payback period. Payback is particularly flawed when
used to evaluate investment opportunities where the
returns are slow for the first couple of years, but become
significant in later years.

An even more serious flaw is that payback is not a dis-
counted cash flow technique; it ignores the time value of
money. In Project Z, for example, the $2,000 received in

Year 5 is viewed as just as valuable as the $2000 received in
Year 1. Depending on the DISCOUNT RATE (cost of capital for
the firm) used to determine the present value of the cash
inflows, Project Z may, in reality, be a more profitable invest-
ment. This makes payback period a crude tool for evaluat-
ing and ranking profitable investment opportunities.

To incorporate the time value of money in capital budg-
eting, NPV and IRR were developed. These are discounted
cash-flow techniques and are more valid tools for decision
making than payback period.

NPV is the present value of a project’s future cash
inflows minus the initial cash outflow (original invest-
ment) required. The decision rule is to accept the project
if its NPV is positive but reject if it is negative. If projects
are not mutually exclusive, those with greater NPVs are
ranked more preferable than those with lower NPVs. Sup-
pose a project’s NPV is +$50,000. The present value of the
project’s inflows are $50,000 greater than its initial cost,
and this net return accrues to the firm’s owners.

IRR, also a discounted cash-flow technique, is similar to
NPV except that, while NPV is expressed in dollars, IRR is
expressed in percentages. IRR is the discount rate that
equates the present value of a project’s expected inflows
and its cost. The decision rule to follow when using IRR is
to accept projects where the IRR is greater than the firm’s
cost of capital and reject those opportunities where the
IRR is less than the firm’s cost of capital. For example, if a
project’s IRR is 20 percent for a firm whose cost of capital
is also 20 percent, undertaking and investing in the proj-
ect will add nothing to the firm’s prOFITs; the projects
return exactly offsets the cost of the investment in the
project. Thus the cost of capital is a “threshold” which
must be exceeded when using IRR as a capital budgeting
tool. If projects are not mutually exclusive, projects with
higher IRRs are ranked more preferable than those with
lower IRRs, and projects whose IRR is less than the firm’s
cost of capital are rejected.

See also FEDERAL BUDGETING; ZERO-BASE BUDGETING.

built-in stabilizers See AUTOMATIC STABILIZERS.

Bureau of Economic Analysis
The Bureau of Economic Analysis (BEA) is an agency
within the Department of Commerce that produces U.S.
economic statistics. Each month the BEA estimates GROSS
DOMESTIC PRODUCT (GDP); gross domestic income; and
industry, regional, and international economic statistics.
To make important policy, INVESTMENT, and spending deci-
sions, government officials, business managers, and indi-
viduals use economic estimates produced by the BEA.
GDP and other important measures are usually first
announced as press releases and widely quoted in the busi-
ness media. GDP estimates are first released as a prelimi-
nary estimate followed by a first and second revision as
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more data become available. Financial markets watch GDP
statistics closely, and analysts watch growth (or lack
thereof) in the industries in which they are involved.
Regional economic statistics provide estimates of personal
INCOME, population, and EMPLOYMENT by state. Interna-
tional economic statistics include BALANCE OF PAYMENTS fig-
ures, U.S. DIRECT INVESTMENT abroad, and foreign direct
investment in the United States.

The BEAs monthly journal, Survey of Current Business,
presents detailed estimates, analyses, research, and
methodology used by the agency to measure economic
activity in the U.S. economy.

Further reading
Bureau of Economic Analysis website. Available on-line. URL:
www.bea.gov.

Bureau of Labor Statistics
The Bureau of Labor Statistics (BLS), part of the DEPART-
MENT OF LABOR, is the principal agency providing labor sta-
tistics in the United States. The most important BLS
statistics generated each month are the CONSUMER PRICE
INDEX (CPI), the UNEMPLOYMENT rate, and the PRODUCER
PRICE INDEX (PPI). The CPI is the most widely used and
quoted measure of INFLATION. Changes in the unemploy-
ment rate are a major indicator of strength or weakness in
the economy. The PPI measures prices received by pro-
ducers and is a leading indicator of future price changes
for consumers. In addition, the BLS measures productivity;
average hourly earnings, demographic characteristics of
the LABOR FORCE; and wages, earnings, and benefits by area,
occupation, and industry.

BLS statistics are available through the Occupational
Outlook Handbook and other publications.

Further reading
Bureau of Labor Statistics website. Available on-line. URL:
www.bls.gov.

Bureau of Land Management
The Bureau of Land Management (BLM), an agency in the
Department of Interior, manages over 264 million acres of
public land primarily in 12 western states and Alaska. In
addition, the BLM manages 300 million acres of below-
ground mineral rights throughout the country. (Owner-
ship of land is considered ownership of a “bundle of
rights” to the land. Often, in areas of the United States
where there are mineral deposits [oil, gas, gold, silver,
etc.], developers and homeowners purchase surface rights,
while other individuals or businesses own the right to
extract subsurface minerals, which has led to conflicts.)
The BLM states its mission is “to sustain the health,
diversity and productivity of the public lands for the use
and enjoyment of present and future generations.” On pub-

lic lands the agency manages a wide variety of resources
and their uses, including energy and mineral extraction,
timber, forage, wild horse and burro populations, wildlife
habitats, and archaeological and historical sites.

The BLM’s roots go back to the Land Ordinance of
1785 and the Northwest Ordinance of 1787, laws that
provided for surveys and settlement of land beyond the
original 13 colonies. In 1812 Congress established the
General Land Office to oversee disposition of federal
lands. Homesteading Laws and the Mining Law of 1872
expanded federal efforts to establish settlements in west-
ern territories.

By the end of the 19th century, with the creation of the
first national parks, forests, and wildlife refuges, Congress
withdrew these lands from settlement and also initiated a
change in policy goals for public lands toward resource
use. Acts in the early 20th century authorized mineral leas-
ing, cattle grazing, and timberland management. In 1946
the Grazing Service was merged with the General Land
Office to form the BLM, which operated under more than
2,000 laws, often in conflict with each other, until 1976.
That year the Federal Land Policy and Management Act
(FLPMA) was enacted, and Congress defined the BLM’s
role as “management of public lands and their various
resource values so that they are utilized in the combination
that will best meet the present and future needs of the
American people.”

While directed to achieve “multiple use management,”
the BLM remains a controversial federal agency. Tradi-
tional users of public lands, including grazing, timber, and
mining interests, are often in conflict with increasing pub-
lic calls for conservation, environmental management, and
recreation. Supporters of the BLM point to the many con-
servation and environmental management actions taken
by the bureau, while critics point to status quo practices
subsidizing private development of public resources.

Further reading
Bureau of Land Management website. Available on-line. URL:
www.blm.gov.

business and the U.S. Constitution

The parameters established by the U.S. Constitution affect
business and commerce through federalism, judicial inter-
pretation, and politics. Federalism is the relationship (divi-
sion) of powers between the national government and
state governments and, along with separation of powers
and checks and balances, forms the foundation of the Con-
stitution. Judicial interpretation resolves conflicting con-
stitutional issues between national and state authority over
business, namely through the cOMMERCE cLAUSE (Article 1,
Section 8), which gives Congress the power to regulate
commerce among states. The policies of Franklin Delano
Roosevelt's New Deal in the 1930s and of Lyndon B. John-
son’s Great Society in the 1960s are examples of extending
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national authority over business and commerce. Former
Presidents Richard M. Nixon (1969-73) and George H. W.
Bush (1989-93) supported transferring power from the
national government back to state authority through the
appointment of Supreme Court justices committed to lim-
iting national power.

Although the theories of federalism provide a means of
ensuring a federal system of government, politics ulti-
mately determine the division of power between the
national government and state governments. The two fun-
damental models of federalism are dual federalism and
cooperative federalism. Dual federalism holds that the
powers of the national government are fixed and limited
and that all rights not explicitly conferred to the national
government are reserved to the states. This model was
appropriate for American society (business and com-
merce) from 1789 to 1933. The GREAT DEPRESSION, however,
required a more cooperative relationship between the
states and the national government in dealing with the
social and economic deprivation of that era.

Cooperative federalism theory states that there is no
discernment between state and national powers; their
functions and responsibilities are intermingled. This
model relies on the elastic clause of Article 1, Section 8
that gives Congress the power to “make laws which are
necessary and proper for carrying into Execution the fore-
going powers” and confines the Tenth Amendment to spe-
cific limitations not given to the national government.
Cooperative efforts between the states and national gov-
ernment that influenced business and commerce in the
20th century have now shifted the power back to the states
in the 21st century, limiting the national governments
scope.

Since the 1960s the federal governments use of cate-
gorical and block grants has become prevalent as a means
of shaping its relationships with state governments. Cate-
gorical grants are conditionally given for specific purposes;
they increase national government power and reduce state
governments power, because states must relinquish the
freedom to set their own standards in order to receive
financial assistance. Block grants are given for general pur-
poses and allow greater flexibility in state spending, there-
fore increasing state powers and reducing national power.
Greater discretionary state spending may also increase
business enterprise with additional financial assistance
available to businesses that work in cooperation with state
agencies. Since the late 1960s, presidents have revised cat-
egorical and block grants in order to return business and
commerce regulation to the states. Furthermore, the
courts’ interpretation of policies and society’s social and
economic welfare influence the continued shifting of busi-
ness regulation and responsibilities.

Further reading
Baradate, L. P “The Principles of the Constitution.” In Under-
standing American Democracy, 20—44. New York: HarperCollins

Publishers, 1992; Janda, K., J. Berry, and J. Goldman. “Federal-
ism.” In The Challenge of Democracy, 7th ed., 95-123. Boston:
Houghton-Mifflin, 2002.

—Frank Ubraus and Jerry Merwin

business cycles

Business cycles are the patterns of increase and decreases
in GROSS DOMESTIC PRODUCT (GDP) that occur in an econ-
omy. Most countries’ economies have tended to grow over
time, but within the trend of overall growth there have
been periods of expansion, peaks, contractions, and
troughs, followed again by expansion. The movement of
an economy through periods of expansion and contraction
is called a business cycle.

In the United States the longest period of economic
expansion began with a trough in the first quarter of 1991
and continued until 2001. Since 1929 there have been 12
RECESSIONS, or periods of economic contraction. During
the 1930 election, President Herbert Hoover claimed the
country was not in a recession, just a mild depression.
Since then a severe and prolonged recession has been
called a depression. The longest period of recession
in U.S. history, the GREAT DEPRESSION, lasted from 1929
to 1934. One saying suggested the distinction between
a recession and a depression was that “in a recession
your neighbor is unemployed; in a depression, you are
too!”

During the Great Depression, GDP declined by one-
third and UNEMPLOYMENT rose to 25 percent. Economists
continue to analyze and debate the causes of the Great
Depression and the causes of business cycles. Changes
from economic expansion to contraction are caused by
shifts in aggregate DEMAND, aggregate SUPPLY, or combina-
tions of both. Changes in business INVESTMENT, CONSUMP-
TION spending, government purchases, fluctuations in
EXPORTING, and IMPORTS, and changes in a country’s MONEY
suppLy all impact overall demand and supply in an econ-
omy. Discovery of new resources, wars, political
upheavals, technological innovation, immigration, and
population growth have all been suggested as factors
contributing to business cycles. In the 19th century,
sunspot cycles were suggested to have been similar to
business cycles.

Economists try to predict business cycles. If businesses
can anticipate changes in the economy, they can prepare
for expansion and contractions in economic activity. If
governments can anticipate changes in the economy, they
can intervene with fiscal and MONETARY POLICY changes to
reduce the severity of business cycle troughs and to sustain
periods of economic expansion.

Economists use leading INDICATORS to predict changes in
business cycles. Leading indicators, as the term suggests,
shift in advance of changes in the economy. Changes in
unemployment claims, stock prices, new plant and equip-
ment expenditures, new building permits, and consumer
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expectations all tend to precede changes in economic out-
put. Leading indicators are less than perfect predictors of
business cycles, leaving business managers and policy
makers uncertain about future changes in the economy.

Further reading
Boyes, William J., and Michael Melvin. Macroeconomics, 5th ed.
Boston: Houghton Mifflin, 2001.

business ethics

PROFITS are the “bottom line” for businesses and CORPORA-
TIONS, but should maximizing profits at any cost be the pri-
mary motivation of a business? Should responsibility to
employees, customers, and the community be a concern as
well? Can businesses act in ways that balance the duties
they have to their SHAREHOLDERS with the duties they have
to their STAKEHOLDERS?

Philosophers and other thinkers have contemplated
ethics and ethical issues for thousands of years. However,
it wasn't until the post-Watergate era that the development
of ethical standards in business practices really began to
evolve in response to highly publicized news about ethical
issues in business. Some of these issues are: bribes and
kickbacks, defective and harmful products, workplace dis-
crimination and other unfair EMPLOYMENT practices, INSIDER
TRADING, false ADVERTISING, deceptive accounting and
AUDITING procedures, monopolies, whistle-blowing, haz-
ardous work environments, and environmental pollution.
These acts of misconduct have resulted in the creation and
adoption of ethical standards into the structures of many
businesses and corporations.

Just as individuals are guided by personal ethics when
facing moral and other dilemmas, businesses (which are
based on human activities, after all) also face challenges
when they strive to earn profits and simultaneously try to
maintain integrity in their practices in areas such as
employee rights, workplace safety, and social responsibil-
ity. Therefore “business ethics” may be defined as the
study and evaluation of both the moral implications of
business behaviors and activities as well as the standards
developed that promote moral policy-making at the indi-
vidual, managerial, and organizational level.

Ethical business practices include acting within the
law, providing a safe work environment for employees,
treating employees fairly, giving back to the community
through philanthropy, making safe products, and pro-
tecting the environment. To address these practices,
businesses often codify ethical standards into the form of
MISSION STATEMENTS, credos, or policies. Employees, man-
agers, and executives may then refer to these policies for
guidance when faced with situations that may have
moral implications. Additionally, these policies may be
applicable not only to existing and current problems but
also to anticipated conflicts. These policies are then
communicated to employees through handbooks and

training, with notice that compliance with these policies
is expected of employees, including the management
and executives. Many companies also create ethics hot-
lines, committees, and training programs to further com-
municate their corporate values. Likewise, many
professions and trade associations have their own codes
of ethics developed in response to actual or anticipated
ethical conflicts. These codes serve as guides for the pro-
fessional behavior of members and set the standards of
their profession.

An ideal world is one where businesses self-regulate
according to ethical standards they have set and where cor-
porations would always act ethically. However, external
authority also exists to ensure adherence to legal standards
addressing issues that are ethical in nature. Federal, state,
and local laws, regulations, and codes are in effect to regu-
late business behavior and promote ethical practices. For
example, OCCUPATIONAL SAFETY AND HEALTH ADMINISTRATION
(OSHA) laws protect employees from hazardous work
environments. The EQUAL EMPLOYMENT OPPORTUNITY COM-
MissioN (EEOC) oversees the legal protection of women,
minorities, and the disabled against discrimination,
harassment, and other injustices in the workplace. ENvI-
RONMENTAL PROTECTION AGENCY (EPA) legislation such as
the CLEAN AIR ACTS and the CLEAN WATER ACT serves to pro-
tect the environment from industrial pollutants. The U.S.
CONSUMER PRODUCT SAFETY COMMISSION is established to pro-
tect people from the risks of unsafe products. The SECURI-
TIES AND EXCHANGE COMMISSION (SEC) has many rules and
regulations that govern the financial disclosures of pub-
licly traded companies.

With increasing GLOBALIZATION, business ethics must
also extend internationally. Therefore the U.S. Department
of Commerce has issued its “U.S. Model Business Princi-
ples” as a reference for businesses to use when framing
their own ethical standards and policies—especially appli-
cable in a global economy. Most recently, and in light of
recent corporate scandals, the George W. Bush administra-
tion has initiated efforts to combat corporate FRAUD
through its Corporate Fraud Task Force, to promote
reforms to protect workers’ pensions, and to protect stock-
holders through the “Ten-Point Plan to Improve Corporate
Responsibility.”

Today the media is reporting what seem like endless
examples of unethical, illegal, and fraudulent corporate
behavior by executives at Enron, WorldCom, Adelphia
Communications, Tyco, Arthur Anderson, Qwest, and
ImClone. These corporate scandals are probably the
exceptions to the rule, since most businesses recognize
that it benefits everyone to act ethically. An ethical busi-
ness model will attract and keep high-quality employees,
increase productivity, build a positive reputation for the
business, inspire shareholder confidence, protect the envi-
ronment, and make for good corporate citizenship in the
form of philanthropy. All of these things have a tremen-
dous impact on that bottom line: profits. It is therefore
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possible for businesses to adhere to high ethical standards
and still please both their stockholders and stakeholders.

Further reading
Bender, David, pub. Business Ethics. Opposing Viewpoints Series.
San Diego: Greenhaven Press, Inc., 2001; de George, Richard T.
Business Ethics. Upper Saddle River, N.J.: Prentice Hall, 1999;
Ethics Resource Center website. Available on-line. URL:
http://www.ethics.org; Mauer, John G., et al., eds. Encyclopedia of
Business. New York: Gale Research Group, 1995; Werhane, Patri-
cia H., and R. Edward Freeman, eds. The Blackwell Encyclopedic
Dictionary of Business Ethics. Cambridge, Mass.: Blackwell Busi-
ness, 1997. For an excellent example of a corporate ethics credo,
see the Johnson & Johnson website at http://www.jnj.com/
our_company/our_credo/credo_heading.htm.

—LKaren Brickman Emmons

business failure (bankruptcy)

Business failure or bankruptcy occurs when a firm cannot
pay its debts on time or when liabilities exceed ASSETS.
Bankruptcy is an ancient issue, critical to the development
of an economic and social system. It is addressed both in
the Old Testament of the Bible and the U.S. Constitution.
The Bible states: “At the end of every seven years you shall
grant a release and this is the manner of the release: every
creditor shall release what he has lent to his neighbor . . .”
The Constitution granted Congress the authority to estab-
lish “uniform laws on the subject of bankruptcies through-
out the United States.”

Business failure includes both legal and management
issues. In the United States, The Bankruptcy Act, first
passed in 1800 and amended numerous times since, serves
several purposes:

* to ensure that the debtor’s property is fairly distributed
to creditors

e to ensure that some creditors do not obtain an unfair
advantage

e to protect creditors from actions by the debtor to not
relinquish assets to which the creditors are entitled

e to protect debtors from demands for payment by
creditors

The Bankruptcy Code includes two levels or chapters of
business failure status: straight liquidation (Chapter 7)
and reorganization (Chapter 11). There are also statutes
for FamILY FARM bankruptcy (Chapter 12) and CONSUMER
BANKRUPTCY (Chapter 13). Under Chapter 7, known as
“straight bankruptcy,” a firm must disclose all property
owned and surrender the assets to a bankruptcy trustee.
The trustee sets aside certain assets that the debtor is
allowed to retain and then sells the remaining assets in
order to pay off creditors. Either a voluntary or involun-
tary petition (filed by the debtor or the creditor, respec-
tively) can initiate Chapter 7 proceedings. Individuals,

PARTNERSHIPS OT CORPORATIONS can file voluntary petitions.
Involuntary petitions are sought by creditors seeking to
have a debtor declared bankrupt and have their assets dis-
tributed to creditors. There are numerous legal details and
exceptions in bankruptcy proceedings as well as attorneys
that specialize in bankruptcy law.

Under Chapter 11 of the Bankruptcy Act, a debtor is
allowed to work out a plan to solve its financial problems
under the supervision of a court-appointed representative.
The debtor agrees to a reorganization plan, usually includ-
ing some debt relief from creditors. The goal of Chapter 11
is to allow debtors, primarily businesses, to continue to
exist and return to solvency. During the 1980s and 1990s
many U.S. companies seeking to avoid major liability
claims used Chapter 11 proceedings. Johns-Manville Cor-
poration filed for bankruptcy because of asbestos claims.
A. H. Robins filed for protection because of birth control
device LIABILITY. Some companies have filed Chapter 11 to
get out of COLLECTIVE BARGAINING agreements.

As stated previously, business failure is also a man-
agement issue. As one official of the SMALL BUSINESS
ADMINISTRATION (SBA) stated, “Poor management is the
greatest single cause of business failure.” Some common
management mistakes include hiring the wrong people,
inadequate employee training, trying to do too much,
and misuse of management time. The SBAs Online
Women’s Business Center lists 11 common causes of
business failure:

* choosing a business that is not very profitable

* inadequate cash reserves

e failure to clearly define and understand one’s market,
customers, and customers’ buying habits

e failure to price one’s PRODUCT or service correctly

e failure to adequately anticipate cash flow

e failure to anticipate or react to COMPETITION, technology,
or other changes in the marketplace

e overgeneralization

e overdependence on a single customer

e uncontrolled growth

* believing one can do everything oneself

e putting up with inadequate MANAGEMENT

Further reading

Mallor, Jane P, A. James Barnes, Thomas Bowers, Michael J.
Phillips, and Arlen W. Langvardt. Business Law and the Regulatory
Environment. 11th ed. Boston: McGraw-Hill, 2001; U.S. Small
Business Administration’s Online Women’s Business Center.
Available on-line. URL: www.onlinewbc.gov/docs/starting/
failure.html.

business forecasting

Business forecasting is analysis of past and current situa-
tions in order to anticipate the future. The most widely
used type of business forecasting is sales forecasting,
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predicting future sales, but businesses engage in a variety
of other forecasting efforts. Major forecasting concerns for
businesses include predicting future workforce require-
ments, CAPITAL investment needs, and materials. Forecasts
are typically incorporated in BUSINESS PLANS.

Business forecasting can be either qualitative or quanti-
tative and subjective or objective. Qualitative forecasts are
generalized predictions about the future, while quantita-
tive forecasts result in a specified number, percentage
change in sales, additional workers needed, etc. Subjective
forecasting is based on peoples’ opinions. Subjective fore-
casting techniques include jury of executive opinion, DEL-
PHI TECHNIQUE, sales force composite, and surveys of
buyers’ intentions. Objective forecasting methods include
trend analysis, market tests, and regression analysis.
(These techniques are discussed in greater detail in the
SALES FORECASTING entry.)

Whether quantitative or qualitative, subjective or objec-
tive, businesses use forecasting to make decisions in the
current time period affecting production, sales, and profits
in the future. Anticipating and then meeting the future
needs of customers is critical to MARKETING STRATEGY.

business intelligence See MARKET INTELLIGENCE.

business language

Business language is the combination of slang, jargon,
and acronyms used in the business world. Americans
use a variety of terms and phrases that are not standard
English. Businesspeople are often in hurry. Slang and
jargon are quick and easy ways to communicate. It saves
time for people who know the terms, but for others it
creates the potential for misunderstanding. A major
problem in business communication is bypassing, where
the speaker or writer knows what they want to commu-
nicate, knows what terms mean, and assumes the people
they are communicating with also know the same terms.
For example, a simple acronym AMA has at least three
different meanings in American business: American
Medical, Marketing, or Management Association. Simi-
larly, “acid test” could mean the final decisive test or
proof, or it could refer to a financial test for solvency.
Users of business language need to consider their audi-
ence’s level of understanding and the multiple meanings
of terms and phrases.

Slang is a body of words intelligible to a large portion of
the general public but not accepted as formal usage. Jargon
is the technical vocabulary of a subgroup within the pop-
ulation. Slang and jargon are used more often in speech
than in writing. “Baker’s dozen,” “bait and switch,” and
“bargain basement” are all examples of widely used slang
phrases. “Keystone,” “kicker,” and “puff piece” are exam-
ples of jargon used in marketing but unfamiliar to most
Americans.

Slang and jargon come from a variety of sources, usually
industries or subgroups within society that are particularly
important in a period of time. In the United States many
colorful business language terms are historically rooted in
the military (R&R, boot camp, deep six); sports (batting
average, air ball, on the sideline, full-court press); immi-
grants (el jefe, fait accompli, schmuck, Chinese wall); and
politics (kitchen cabinet, port barrel, brain trust). In recent
years financial markets (zombie BoNDs, dead cat bounce,
elves, zeros) and technology (DOT-coms, chip jewelry, plat-
forms, URLs, desktops) have been the major sources of new
business language in the United States. U.S. business dom-
ination of electronic commerce has often led to worldwide
acceptance of American business-language terms. Business
language is constantly changing, challenging consumers
and industry members alike.

Further reading

American business language website. Available on-line. URL:
www.islc.net/~folsom/language; Chapman, Robert. New Dictio-
nary of American Slang. New York: Harper & Row, 1987.

business logistics (physical distribution)
Originally the term logistics described the strategic move-
ment of military personnel and equipment. During World
War II, General George Patton’s army was stalled by a lack
of fuel. Patton called his problem “the iron grip of logis-
tics.” Transporting a large number of troops and a lot of
equipment quickly and efficiently is often the key to mili-
tary success. The business world now uses logistics (also
referred to as physical distribution) to describe the process
of distributing final goods efficiently to the consumer to
ensure a PROFIT.

Seven elements comprise the logistics (physical distri-
bution) system:

e customer service—to ensure that customers get what
they ask for

* INVENTORY CONTROL—to determine where and how
much inventory should be kept on hand

e transportation—how and from where goods should be
shipped

e processing orders—how long it should take for orders
to be processed

e packaging—how goods should be packaged. Goods
need to be packaged according to their method of deliv-
ery and in a manner that is visually attractive and envi-
ronmentally conservative

e handling of materials—determining whether materials
be kept in a warehouse, where orders will be filled later,
or shipped and transferred to other trucks on the load-
ing dock (cross-docking) and then delivered to stores

* warehousing—determining whether it will be more cost
effective to keep materials in warehouses in different
locations or ship from one location?
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Optimally, these seven elements work together to ensure
the logistics system runs effectively from both the customers’
and the firm’s perspectives. If one element is not working
efficiently, the other elements will not run as smoothly.

U.S. companies spend approximately $700 billion on
logistics yearly. In some cases businesses are able to reduce
distribution costs by hiring third-party logistics firms,
companies that specialize in handling logistics for other
firms. Hiring a third-party logistics firm will allow a com-
pany to focus more on the manufacturing of the product
rather than its distribution. By contracting other compa-
nies to distribute goods, the producer may use less man-
power, leading to greater profits.

In order to make a profit, companies need to find the
most cost-efficient way to produce and deliver their prod-
ucts to customers. Logistics can make or break a company.
Amazon.com, for example, started as an INTERNET bookstore
that was distributed from the house of its creator, Jeff Bezos,
is now one of the largest domains for on-line shopping.

Consumers are more likely to do business with a pro-
ducer who is able to get products to them in a timely man-
ner. Consumers will often pay more in order to get a
product in a shorter amount of time.

See also LOGISTICS.

Further reading
Boone, Louis E., and David L. Kurtz. Contemporary Marketing,
10th ed. Fort Worth: Dryden Press, 2001; Czinkota, Michael R,
et al. Marketing Best Practices. 2d ed. Fort Worth: Dryden Press,
2002.

—]Jessica Lujick

business plan

A business plan is a document that describes a company’s
overall plans. The phrase is sometimes used to describe a
plan for a segment of the company or for a specific initia-
tive. It can also describe the document prepared in an
effort to raise VENTURE CAPITAL.

A business plan describes the current business environ-
ment, the company’s goals, and the progressive milestones
for how those goals will be reached. The plan specifically
reports the marketing, operational, staffing, and financial
steps to be taken to attain each of the goals.

Here is an outline commonly used in business plans:

1. Executive Summary. This section summarizes the rest
of the document. It should be interesting enough to
entice the reader to read the rest of the document.

2. Company Profile. This section, which provides a
description of the business, includes the company’s mis-
SION STATEMENT.

3. Competitive Analysis. This section describes the busi-
ness’s competitive environment, specifies what competi-
tors are currently in the business, and looks at their likely
response to the actions described in the business plans.

4. Marketing Strategy. This section describes the market-
ing strategy to accomplish the company’s goals and
includes discussion of pricing and distribution issues.

5. Operational Strategy. This section tells about the oper-
ational milestones needed to accomplish the com-
pany’s goals. It describes the development of new
processes or technology and the progress being made
in these areas.

6. Staff Qualifications. This section—one of the plan’s most
important—describes the team that has been marshaled
to carry out the plans. Potential investors are often more
interested in the “who” of the plan than the “what.”

7. Financial Information. The business plan needs to
include any financial information that helps describe
(a) the company’s current financial situation, (b) cost
data relative to carrying out the plan, and (c¢) the firm’s
financial condition if the plan is successtul.

8. Appendices. This section contains any support docu-
mentation that makes the business plan more credible.
For example, the financial information section may dis-
cuss the company’s income growth over the past five
years, and thus the appendix could contain the com-
pany’s FINANCIAL STATEMENTS.

The sections described above serve only as an example
of what often appears in a business plan. The more creative
a person is in clearly presenting the plan, the more likely
it is that the plan will get the attention of a potential
investor.

Business Roundtable

The Business Roundtable is an association of CHIEF EXECU-
TIVE OFFICERS (CEOs) of major U.S.-based CORPORATIONS.
The association’s stated goal is “to promote policies that
will lead to sustainable, non-inflationary, long-term
growth in the U.S. economy.” The Business Roundtable
was formed in 1972 through the merger of three organiza-
tions: the March Group (a group of CEOs which had been
meeting informally to discuss public issues), the Con-
struction Users Anti-Inflation Round Table (a group focus-
ing restraining construction costs), and the Labor Law
Study Committee (a group of labor relations executives of
major companies).

The Business Roundtable uses the power and visibility
of major CEOs to influence government policies and regu-
lations. At the annual meeting each June in Washington,
D.C., Roundtable members discuss position papers devel-
oped by Task Forces on topics currently important to the
group. In 2000, Roundtable Task Forces included Civil
Justice Reform, CORPORATE GOVERNANCE, the Digital Econ-
omy, Education, Environment, Technology & the Econ-
omy, Fiscal Policy, Health & Retirement, Human
Resources, and International Trade and Investment.

Roundtable position papers are often used by members
in testimony before Congressional committees, lobbying



business taxes 49

efforts at Congress and the White House, and in media
releases for the general public. The Business Roundtable is
an important network for business executives, providing a
forum for discussion of interests across industries and
among competitors in the marketplace.

Further reading
Roundtable
www.brtable.org.

Business website. Available on-line. URL:

business taxes

Business taxation is a constantly changing and controver-
sial subject covering a wide array of taxes. Some are
imposed by the federal government, others by state and
local governments. Some are paid directly by businesses,
while others are added into the price of products and,
depending on the market, paid by consumers, producers,
or combinations of both consumers and producers.

Taxes have existed as long as organized societies have
existed, and the most powerful people in a society usually
control taxation. For example, the Earl of Mercia in 11th-
century Coventry, England, only agreed to reduce taxes
after his wife, Lady Godiva, agreed to ride through the vil-
lage naked on a horse. In U.S. elementary schools, stu-
dents learn about the early American colonists’ protests
against taxation without representation, dramatized by the
Boston Tea Party.

At its conception in 1781, the federal government was
given no power to tax citizens. When Congress, in 1791,
allowed an excise tax on spirits, it resulted in a revolt by
farmers in western Pennsylvania, known as the Whiskey
Rebellion. In 1798 Congress levied a tax of $2 million,
apportioned among the states based on population, to pay
off part of the debt accumulated during the Revolutionary
War. The tax was levied based on the value of AssETs
including dwellings, land, and slaves.

Throughout the 1800s, TARIFFs were the major source of
federal tax revenue. Tariffs were generally easier to impose,
since most ports were open and visible, and they were less
controversial than PROPERTY TAXES or excise taxes. Tariffs
were imposed for two purposes: to raise money for gov-
ernment and to protect domestic industries against foreign
COMPETITION.

During the Civil War, the federal government imposed
both property and INCOME taxes. After the war, the income
tax was discontinued, but the Bureau of Internal Revenue
continued to collect “sin and vice” taxes on tobacco and
liquor. Tariffs remained the major source of federal tax rev-
enue until World War 1. Income taxation, reimposed in
1913 as a popular response to the concentration of power
and WEALTH among elite industrialists, was expanded and
used to pay for U.S. involvement in the war.

Today, while most of the federal government’s tax revenue
comes from personal income tax and SOCIAL SECURITY pay-
ments, business taxation remains a significant and complex

part of our tax system. Some of the major taxes imposed by
the federal government on businesses include corporate
income tax, excise taxes, Social Security, and Medicare. Cor-
porate income tax is, as the name suggests, a tax on the net
income of companies. It is a progressive tax, or the percent-
age of corporate income paid as taxes, increasing as income
increases. Numerous deductions and allowances reduce the
income subject to taxation. The federal tax laws contain
thousands of special provisions for CORPORATIONS reducing or
eliminating their tax liability. Businesses can also avoid cor-
porate taxation by either electing sub-S classification (for
small businesses) and distributing profits to SHAREHOLDERS,
who then declare the profits as personal income; or by creat-
ing PARTNERSHIPS, which also do not pay corporate taxes and,
like sub-S corporations, distribute income to partners.

Excise taxes are taxes on the manufacture or sale of a
PRODUCT. Businesses pay excise taxes to both the federal
government and state governments. The major excise
taxes in the United States are gasoline, tobacco, and alco-
hol taxes, taxed at a set amount per unit of output. For
example, wine is taxed at $1.07 per gallon (for wine with
less than 14-percent alcohol). Beer is taxed at $18 per bar-
rel. As part of the TOBACCO SETTLEMENT, in 1998 the federal
government significantly raised the excise tax on tobacco.
There are also many obscure excise taxes, including taxes
on coal, recreational vehicles, tires, and the production of
machine guns and destructive devices.

To businesses, excise taxes are a cost of doing business,
and as such they are included in the price of a product.
How much of the tax is paid by consumers in the form of
higher prices and how much is absorbed by businesses as
a cost depends primarily on the ELASTICITY OF DEMAND for
products. Elasticity of demand is consumers’ sensitivity or
responsiveness to price changes. For example, the govern-
ment raised the excise tax on tobacco by 75 cents per pack
in 1998 and settled the liability lawsuit costing the tobacco
companies billions of dollars over the next 25 years. At the
same time, the price of cigarettes went up an amount
almost equal to the combined excise tax and settlement
costs. Because demand for tobacco products is very inelas-
tic (among addicted smokers), the tax was transferred to
consumers. If, instead, consumers had significantly
reduced their purchases of tobacco products in response to
the higher price, much of the tax would have been
incurred by the businesses.

The third major type of tax paid by businesses is Social
Security. Employers and employees each contribute a set
percentage of income, approximately 6 percent to Old Age,
Survivors and Disability (OASDI), up to a limit of about
$80,000 of wages and salaries annually. The limit increases
with inflation. Both employers and employees contribute
about 1.5 percent of wages, with no limit on income to pay
for Medicare. Since these taxes are only paid on wage
income, businesses, especially small businesses, can
legally avoid paying some of these taxes by distributing
income in the form of pIVIDENDs. On the other hand, self-
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employed people pay both the employer and employee’s
share of Social Security taxes.

Most states generate the majority of their tax revenue
using sales, property, and personal income taxes. Business
taxation varies considerably among states, with some
states taxing business inventories and business income.
Most cities impose property taxes on businesses but also
offer tax breaks for companies bringing jobs to the com-
munity. Supporters of these practices call them incentives,
while opponents call them CORPORATE WELFARE.

See also TAX SHELTERS.

Further reading
Legal Information Institute website. Available on-line. URL:
http://taxes.about.com

—Jonathan S. Goldberg

business valuation

A business valuation is an estimate of the fair MARKET VALUE
of a closely held business. There is no distinction between
a valuation and an appraisal, but usually the term valuation
is applied to estimating the value of a business and an
appraisal is used to refer to estimating the value of a spe-
cific AsseT, such as real estate, jewelry, antiques, or art. Fair
market value, an important term in business valuation,
means what a willing buyer and seller would agree upon if
neither had a particular compulsion to buy or sell and both
had reasonable knowledge of all the facts.

Valuations are done for many reasons. The most obvi-
ous is the valuation done to assist in a genuine transac-
tion, when, for example, a prospective buyer or seller
hires a valuation expert to assist them in the process. But
valuations are also done for other reasons. The estate tax
levies a certain amount of tax on the value of property
transferred to an heir, and so an estate must have a valua-
tion of any family business that is inherited by the next
generation. Sometimes the valuation of a family business
is important in divorces. When the assets are being
divided by the spouses, it is a relatively easy matter to
establish a value for such things as cars and houses, but
the value of the family plumbing business is a different
matter. A valuation expert is important to guide the courts
in the division of the assets.

In general there are three approaches used in estimating
the value of a business: asset approach, INCOME approach,
and the market approach. The asset approach is the easiest
to understand: The company’s individual are valued, then
its debts are subtracted to find an overall fair market value.

The income approach estimates the company’s future
income and then uses DISCOUNTING techniques to estimate
its current value. The difficulties with this approach
include estimating the future income and determining an
appropriate DISCOUNT RATE.

The market approach is theoretically very appealing. It
compares certain characteristics of the company being val-

ued to companies that have been sold recently; the person
doing the valuation tries to find a comparable company in
the same industry, with about the same assets and income
size. The difficulty with this method is both in finding a
comparable company and understanding the elements of
the comparable transaction, which may include other con-
siderations besides the company being sold. For example,
the CONTRACT to sell a comparable company may include a
certain amount of work to be done by the previous owner
or some special financing provision. Such things have to
be stripped from the comparable transaction before it is
used as a basis for valuing the business. Finding a compa-
rable company and understanding the transaction makes
the market approach most difficult to apply.

The American Society of Appraisers and the AMERICAN
INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS have specialty
designations or valuation credentials that they confer on
members who accomplish certain prescribed training and
testing and have pertinent experience.

Buy American Act and campaigns

The Buy American Act (1933) and traditions favor the pur-
chase of goods and services from domestic suppliers.
Almost every time the U.S. economy begins to decline,
local and national politicians, supported by business lead-
ers, develop campaigns promoting the purchase of Ameri-
can-made products. The Buy American Act requires the
federal government to purchase American products unless
(a) the purchase is for use outside the United States (such
as U.S. military bases abroad), (b) there are insufficient
quantities of acceptable quality products available domes-
tically, or (c) it results in unreasonable costs.

As currently applied, the act requires federal agencies to
purchase domestic goods unless the domestic bids are
more than 6 percent higher than bids from foreign pro-
ducers. Bids from U.S. companies must contain 50-percent
or more American materials to be considered domestic.
These rules apply to civil purchases made by the U.S. gov-
ernment but are suspended for purchasing subject to
WORLD TRADE ORGANIZATION rules.

The U.S. Department of Defense has its own Buy Amer-
ican rules giving preference to domestic suppliers. In addi-
tion, under the Small Business Act of 1953, federal
agencies set aside 30 percent of their procurement for
socially and economically disadvantaged businesses.

Many state and local purchasing requirements also sup-
port preferences for American producers. For example,
California once had a regulation mandating purchase of
American products, and cities in Massachusetts banned
purchases from Myanmar (formerly Burma). These laws
were declared unconstitutional on the grounds that they
encroached on the federal power to conduct foreign affairs.
State laws that copy the federal Buy American Act incor-
porating public interest and unreasonable cost exceptions
have generally withstood legal challenges.



buy-grid model 51

Many countries around the world have preferential buy-
ing laws similar to those of the United States. American
laws can be used to deny procurement contracts to suppli-
ers from countries that “maintain . . . a significant and per-
sistent pattern of practice or discrimination against U.S.
products or services which results in identifiable harm to
U.S. businesses.”

“Buy American” campaigns—business/political initia-
tives to encourage the purchase of American-made prod-
ucts—typically arise during downturns in the domestic
economy. In the mid-1980s, Wal-Mart, the largest retail
chain in the United States, initiated its “Keeping America
Working and Strong” campaign. Led by founder Sam Wal-
ton, Wal-Mart directed buyers to seek out U.S.-made prod-
ucts and encouraged vendors to do business with U.S.
manufacturers.

“Buy American” campaigns generate favorable publicity
and are good PUBLIC RELATIONS strategies. The federal govern-
ment estimates that each additional $1 million spent on U.S.
products results in 23 additional jobs in the country. “Buy
American” campaigns are frequently associated with trade
deficits and efforts to increase protectionism in the country.
Economists have conducted numerous studies showing the
huge cost to consumers for each job saved through TARIFFs
and other competition-reducing trade legislation.

Studies also show that, while Americans prefer U.S.-
made products, they tend to purchase the best price/value
products available regardless of where they are made. A
frequent problem is determining what is American-made.
For example, approximately half of the Japanese-brand
cars sold in the United States are produced in this country.
Similarly, many American-brand cars are produced else-
where. Often consumers have to look on the inside pas-
senger door to determine where their car was
manufactured. In a controversial Harvard Business Review
article entitled “Who Are US?,” former Secretary of Com-
merce Robert Reich argued that if the goal is to create and
maintain jobs in the United States, Americans should also
support the many foreign companies producing products
and employing workers in the country regardless of where
the company is headquartered.

Further reading

“Buy American Campaign Gains Momentum,” Discount Store
News (9 December 1985): 24, 74; Folsom, Ralph H., and Michael
Gordon. “International Business Transactions,” 2d ed. Eagan,
Minn.: West Group, 2002 (1999); Reich, Robert. “Who Are US?”
Harvard Business Review (March-April 1991): 77.

buy-grid model

The buy-grid model is a business model depicting rational
organizational decision making. Business marketers use
the buy-grid model to portray the steps businesses go
through in making purchase decisions. The model
includes two components: buy phase and buy class.

Buy phase represents the logical eight steps businesses
(or consumers involved in extensive problem solving) go

through

e need recognition

¢ definition of PRODUCT type needed

e development of detailed specifications

e search for qualified suppliers

* acquisition and analysis of proposals

* evaluation of proposals and selection of a supplier
¢ selection of an order procedure

* evaluation of product performance

Business-to-business marketers recognize that at each
step in the buying process, business buyers have different
needs, and different groups within the organization may be
involved. Business marketers anticipate which step organi-
zational buyers are in and attempt to provide the needed
information and support for that stage of decision making.
Marketers who can become involved early in the decision-
making process have a greater chance of being considered
in the final selection process. Many organizations, includ-
ing government agencies, have formal purchasing proce-
dures incorporating the buy-grid model. Set-aside
programs targeting small and minority-owned businesses
and bid solicitation requirements for government offices
follow a similar defined procedure for PURCHASING.

Most business-buying situations do not involve all of
the steps in the buy-grip model. The number of steps
varies with the buy-class, the type of buying decision.
There are three buy-class categories: new buys, straight
rebuys, and modified rebuys. While the complete buying
process is typically used for new buys (purchases of prod-
ucts or services never used before), a majority of business
purchasing decisions are either straight rebuys or modi-
fied rebuys. In straight rebuy situations, only the need
recognition (the company almost out of the product) and
reordering steps are used. For business marketers it is
critical for their products or services to be listed as
approved vendors for straight rebuys. Marketers will use
reminder ADVERTISING, relationship-building entertain-
ment and hospitality, and PERSONAL SELLING to maintain
their status as the preferred provider. In modified rebuy
decisions (where a buyer is willing to “shop around”),
the buyer may go through some or all of the purchasing
steps. For marketers desiring to be considered during
modified rebuy situations, comparison advertising and
demonstrations are used to influence business buyers.
Incumbent firms will use relationships, special offers,
and anticipation of or quick response to customer needs
to maintain their status when business buyers are con-
sidering alternatives.

Further reading
Dwyer, E Robert, and John E Tanner, Jr. Business Marketing, 2d
ed. Boston: Irwin McGraw-Hill, 2002.
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buying-center concept
The buying-center concept is the idea that in businesses and
organizations, many people with different roles and priori-
ties participate in PURCHASING decisions. Unlike consumer
buying, where the consumer, alone or with assistance or
influence from acknowledged opinion leaders, makes his or
her own purchase decisions, in business buying a group
often determines which PRODUCTS or SERVICES are purchased.
The typical business buying center will include a vari-
ety of participants:

e initiators: people who start the purchase process by
defining a need

* decision makers: people who make the final decision

o gatekeepers: people who control the flow of informa-
tion and access to individuals in an organization

* influencers: people who have input into the purchase
decision

e purchasing agent: the person who actually makes the
purchase order

 controller: the person who oversees the budget for the
purchase

 users: people who use the product or service

In many situations, people play more than one role in
business purchasing decisions. Sometimes, buying centers
are formal committees created to make a purchase deci-
sion, but more often they are defined by organizational
relationships. Depending on an organization’s structure
and the importance of the decision being made, there
could be many or few layers of management involved in a
buying center. Some members of a buying center will par-
ticipate throughout the decision-making process, while
others will only be involved briefly.

Marketers attempt to define who is involved in buying-
center decisions. For example, in the 1990s it was often dif-
ficult to determine which people made purchase decisions
for business computer systems. In many organizations
there was no formal computer-systems department. Often
important influencers were individuals within an organiza-
tion who had taken the time to learn about and analyze
computers, even though it was not part of their job require-
ments. Influencers were often also initiators of computer-
systems purchases and upgrades but sometimes were
thwarted by gatekeepers resisting changes in technology.
For a marketer of computer systems, it was important to
identify who played which roles in business buying centers.

Marketers have also recognized the importance of
“champions”—advocates for a company’s products or serv-
ices within an organization. During the latter 1990s and
early 21st century, many organizations expanded the use of
OUTSOURCING—contracting for specific products or services
from outside the organization. The jargon term pilot fish
refers to individuals and businesses created by former
employees now providing outsourcing services to the com-
panies they previously worked for. These pilot fish know

the company’s structure and the buying-center process in
the organization and depend on their champions to con-
tinue to influence and send business to them.

Further reading
Dwyer, E Robert, and John E Tanner, Jr. Business Marketing, 2d
ed. Boston: Irwin McGraw-Hill, 2002.

bylaws

Bylaws define the organizational and operational structure
of a CORPORATION. In addition to the articles of INCORPORA-
TION (sometimes called a charter), which state the rights
and responsibilities of the corporation, bylaws provide
greater definition regarding the powers of managers,
SHAREHOLDERS, and the BOARD OF DIRECTORS. Jane P. Mallor
et al. note that a typical set of corporate bylaws cover:

¢ the authority of directors and officers, specifying what
they may or may not do

e the place and time at which the annual shareholders’
meeting will be held

e the procedure for calling special shareholders’ meetings

 the procedures for directors’ and shareholders’ meet-
ings, including whether a majority is required for
approval of specific actions

* provisions for the creation of special committees of the
board of directors, defining their scope and membership

¢ the procedures for the maintenance of records regarding
shareholders

* the mechanisms for transfer of shares of stock

e the standards and procedures for the declaration and
payment of DIVIDENDS

Bylaws are the rules guiding the behavior of sharehold-
ers, management, and the board of directors. Without
them many disputes are likely to arise among owners and
managers, and they provide greater transparency in corpo-
rate business decision making. Even with well-defined
bylaws, corporate disputes and lawsuits frequently arise.
In the 1900s, shareholders in many companies proposed
changes in bylaws, including “shareholder-rights bylaws,”
which would require the company’s board of directors to
“pull the pill” when confronted with a hostile acquisi-
tion—that is, implementing anti-takeover actions to pre-
vent another company from taking control of the company.
Known as POISON-PILL STRATEGIES, shareholder-rights
bylaws would direct specific action by the board of direc-
tors, but many legal scholars question their legality.

Further reading

Goodchild, Seth, and Daniel J. Buzzetta. “Shareholder bylaws: a
threat to the board?” Corporate Board 19 (May-June 1998): 10;
Mallor, Jane P, A. James Barnes, Thomas Bowers, Michael J.
Philips, and Arlen W. Langvardt. Business Law and the Regulatory
Environment, 11th ed. Boston: McGraw-Hill, 2001.



cafeteria plans
Cafeteria plans allow employers to compensate employees
by offering a combination of cash and tax-favored “fringe”
benefits (health/disability INSURANCE, dependent care, or
group term life insurance). Generally, when cash is an
option, it is taxable. However, under a cafeteria plan the
employee can choose a nontaxable benefit and receive it
free of both federal iINcoME and payroll (SOCIAL SECURITY
and Medicare) taxes. Cafeteria plans provide flexibility for
the employee to elect benefits that meet individual needs.
This ability to choose allows the employee to select cash in
the early career years, dependent-care assistance when
children are young, and life insurance when dependent
care is no longer needed. The employer is relieved of offer-
ing the maximum benefits to all the employees, but can
instead offer to fund a minimum level of benefits and
include a contribution to the cafeteria plan, which would
allow the employee to choose which benefits to maximize.
Long-term care insurance is one tax-favored fringe benefit
that is not includable in a cafeteria plan.

—Linda Bradley

callable bond

A callable bond is a bond that the issuer can repurchase
during certain time periods before its maturity date. To be
callable, a bond must have a call feature, which enables the
issuer to repurchase the bond before its maturity date. An
issuer who chooses to call a bond generally pays the bond’s
holder a call premium upon repurchase, which is meant to
compensate the holder for the disadvantage of having to
find another way to invest his or her money.

Issuers like call features for several reasons. First, they
can repurchase BONDs with call features and reissue them at
a lower interest rate. If INTEREST RATES drop significantly,
issuers sometimes need to repurchase and reissue their
bonds to refinance their own debts. For example, if a 20-
year callable corporate bond is issued at an 11.5-percent
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interest rate, and after five years interest rates drop to 8.5
percent, the CORPORATION could potentially waste a great
deal of money if it did not recall the bond and reissue it at
the lower rate. Issuers also sometimes like to recall bonds
when they are rearranging their own capital structures or
expanding. The flexibility afforded to issuers by the call
feature enables them to do this.

A bond’s call provision states whether the bond is non-
callable, freely callable, or deferred callable. If a bond is
noncallable, the issuer cannot repurchase it before the
bond’s date of maturity. Noncallable bonds are attractive to
some investors because the issuer has to pay interest on
them for the bond’s full term, regardless of any prevailing
level of interest rate. The drawback to these bonds for
some investors, however, is that their interest rates are gen-
erally not as high as their callable counterparts. Non-
callable bonds are sometimes referred to as bullets.

In comparison, an issuer can rescind a bond that is
freely callable at any time. These types of bonds offer vir-
tually no protection to investors and can be repurchased
after as little as a few days.

A bond with a deferred call provision offers more pro-
tection to investors than a freely callable bond but less than
a noncallable bond. Deferred callable bonds can be repur-
chased by the issuer, but only after the amount of time
specified in the provision—for example, one, two, or 10
years after the date of purchase.

The only bonds that cannot be called are ones issued by
the federal government. Other bonds, including state,
municipal and corporate bonds, can be called when issuers
are not able to meet interest rates, according to their own
call provisions. Of the major types of bonds, corporate
bonds are most likely to be called.

Further reading

Fabozzi, Frank J. The Handbook of Fixed Income Securities, 5th ed.
New York: McGraw-Hill, 1997; Faerber, Esme. All About Bonds
and Bond Mutual Funds, 2d ed. New York: McGraw-Hill, 2000;
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“Investing Basics: Bonds.” Available on-line. URL: http://www.
motleyfool.com; “Other Types of Bonds: Callable Bonds.” Avail-
able on-line. URL: http://www.cnet.com; “A Stock Buyer’s Guide
to Investing: Fourth Quarter 2001.” Available on-line. URL:
http://www.salomonsmithbarney. com; Woelfel, Charles J. Ency-
clopedia of Banking and Finance, 10th ed. Chicago: Probus
Publishing Company, 1994; Wright, Sharon Saltzgiver. Getting
Started in Bonds. New York: John Wiley & Sons, 2003.
—~Carolyn McKelvey

capital

Along with labor, natural resources, and ENTREPRENEURSHIP
(managerial ability), capital is one of the four factors of
PRODUCTION. The sources of capital for a firm are repre-
sented by the items on the right-hand side of its BALANCE
SHEET; debt, preferred stock, COMMON sTOCK, and retained
earnings. Capital is a major determinant of a firm’s size.
Since it is relatively more abundant for firms organized as
CORPORATIONS than it is for PROPRIETORSHIPS and PARTNER-
sHIps, the largest firms are corporations.

When various forms of debt, BONDs, and other liabilities
are sources of capital, the cost of this borrowed capital is
interest expense. When EQuITY (preferred and common
stocks) and retained earnings are sources of capital, the
cost of this capital is the return on equity to stockholders.
On the other hand, the owners of capital earn interest
income if they are creditors or bondholders; they earn piv-
IDENDs and CAPITAL GAINs if they are stockholders.

Financial intermediation, the flow of capital from those
who have to those who need, is necessary for EcoNOmIC
GROWTH. The more efficiently capital flows, the greater will
be economic growth. A system of well-developed FINANCIAL
INTERMEDIARIES is the cornerstone of all advanced
economies, whose growth is attributable in large part to
well-organized financial markets. Conversely, the lack of
well-organized financial systems hinders economic growth.
Lesser-developed countries are characterized by a paucity
of financial intermediation. When financial intermediation
is absent, capital is extremely scarce for those who need it.

See also VENTURE CAPITAL.

capital asset
MODEL.

See BETA COEFFICIENT, CAPITAL ASSET PRICING

capital budgeting See BUDGETING, CAPITAL BUDGETING.

capital expenditure, revenue expenditure

When a firm spends money; it is either for the purchase of
an ASSET (a CAPITAL expenditure) or the payment of an
expense (a revenue expenditure). Capital expenditures are
recorded by debiting some asset account, and as a result,
capital expenditures are reflected on the BALANCE SHEET.

Revenue expenditures are recorded by debiting some
expense account, and as a result, revenue expenditures are
reflected on the INCOME STATEMENT.

Ordinary repairs to equipment or other assets are nor-
mal expenses—that is, they are revenue expenditures.
However, extraordinary repairs, such as overhauls and
rebuilds, are capital expenditures. Rather than debiting an
expense account for the extraordinary expenditures, the
asset account for the item being overhauled or rebuilt is
debited. Thus ordinary repairs are revenue expenditures
and show up on the income statement as normal expenses,
and extraordinary repairs are capital expenditures and
show up on the balance sheet.

In accounting, “extraordinary” means both unusual and
infrequent. Changing the oil and buying tires for the deliv-
ery truck are normal, usual expenses—that is, revenue
expenditures. However, overhauling the delivery truck’s
engine is both unusual and infrequent. This is a capital
expenditure, and when this is added to the asset account
for the delivery truck, this will increase the BoOk VALUE of
the delivery truck.

capital gain, capital loss
CAPITAL gain (or loss) is the result of the purchase and sub-
sequent sale of a capital asseT. If a stock, bond, or piece of
real estate is sold for more than was paid for it, a capital
gain on the sale of that asset is realized. If that asset has
been held for less than a year, it is a short-term capital gain.
If the asset has been owned for more than one year, it is a
long-term capital gain. If less is received from the sale of a
capital asset than was paid for it, this incurs a capital loss.
For tax purposes, short-term capital gains are treated as
ordinary INCOME and taxed along with an individual’s other
income. However, preferential tax treatment is given to
long-term capital gains, on which there is a tax cap (limit),
which may be lower than an individual’s marginal income
tax rate. Currently, the maximum tax rate applicable to
long-term capital gains is 20 percent. Tax caps on long-
term capital gains are especially beneficial to taxpayers with
high marginal income tax rates. For example, an individual
paying a 36 percent marginal income tax rate will have his
or her income from long-term capital gains taxed at only 20
percent. There is no benefit to taxpayers with lower
marginal income tax rates. A taxpayer in the 15 percent
marginal income tax bracket will have his or her long-term
capital gains taxed at 15 percent. The long-term capital-
gains tax cap is a maximum limit and becomes relevant
only when an individuals marginal income tax rate rises
above the 20 percent tax cap. Changes in capital-gains laws
affect investor behavior.

capitalism
Capitalism is a social and economic system based on
private property rights, private allocation of capitaL, and
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self-interest motivation. Capitalism is often referred to as a
free enterprise or market system. Capitalism contrasts with
SOCIALISM, in which most RESOURCES and industrial-
PRODUCTION systems are state-owned or controlled; and
with communism, in which most resources are state-owned
and most decisions regarding output are made through
central planning.

In the 18th century, capitalism replaced feudal control
and MERCANTILISM as the primary basis for economic organ-
ization. Scottish philosopher Adam Smith described the
benefits to society of rational self-interest, where produc-
ers would attempt to maximize their well-being by achiev-
ing the highest profit possible, and consumers would
maximize their well-being by achieving the highest level of
utility or satisfaction from the resources they controlled.
Smith suggested that with private control and allocation of
resources, ECONOMIC EFFICIENCY would result.

The distinguishing force of capitalism is self-interest
motivation. Those individuals in control of capital will
attempt to use it in a manner to maximize their profit,
thereby increasing their wWEeaLTH. Critics of capitalism,
most notably 19th-century philosopher Karl Marx, sug-
gested capitalism contained the seeds of its own destruc-
tion. Marx saw the English Industrial Revolution factory
owners becoming increasingly rich, while workers, who
were being replaced by machinery, were in excess SUPPLY
and therefore were paid only minimal wages. Marx argued
that capitalists, acquiring the “surplus value of labor,”
would add to the disparities between rich and poor, even-
tually leading to crises and social upheavals in which
workers would overturn a minority’s control of capital.

Ironically, the major characteristics of capitalism, private
control and allocation of resources, depend heavily on the
role of government. Many “free market” capitalists speak
disparagingly about government, but without government
laws and regulations defining who owns a resource, anarchy
or dictatorial control would likely ensue. U.S. economic
historians point to the excesses of the “robber baron” and
AMERICAN INDUSTRIAL REVOLUTION eras as examples of the
extremes of capitalism, and they credit the uNION movement
and expansion of government control of resources as
balancing forces in the evolution of U.S. capitalism.

Further reading
Ruffin, Roy J., and Paul R. Gregory. Principles of Economics. 7th
ed. Boston: Addison Wesley, 2002.

capital markets, money markets

capITAL markets are those in which stocks and long-term
debt instruments are traded. Examples of these securities
having maturities of greater than one year are COMMON
stocks and preferred stocks, corporate and government
BONDS, U.S. Treasury notes and bonds, and MORTGAGESs.
Thus capital markets are comprised of both EQuiTY and
debt instruments.

Money markets are those in which short-term debt
securities with maturities of one year or less are traded.
Examples of these securities are consumer loans, U.S.
Treasury bills, COMMERCIAL PAPER, negotiable certificates of
deposit, and MUTUAL FUNDS investing in short-term debt
securities. Thus money markets are comprised entirely of
debt securities.

From the investor’s perspective, money-market instru-
ments are attractive during periods of rising INTEREST RATES.
Investing for the short term allows the investor to contin-
ually replace lower interest-bearing securities with those of
higher interest rates as rates continue to rise.

Conversely, capital-market investments are more attrac-
tive when interest rates are falling. Being able to “lock in”
a high interest with a long-term security protects the
investor better than a series of short-term money-market
instruments.

carrying value See BOOK VALUE.

cartel
A cartel is an organization comprised of members of an
industry who once competed against each other. Cartel
members usually agree to set production quotas, reducing
total output available to the market, based on the percent-
age market share each participant had when the cartel was
formed. By collectively reducing output, the market price
for the cartel’s output will rise and cartel members’ profits
will increase. Cartels, which can exist on local, regional,
national, and international levels, are essentially formal
agreements to restrict output, divide markets, or restrain
price COMPETITION among firms in a market. As such they
are illegal in the United States under the SHERMAN
ANTITRUST ACT (1890).

Certain market conditions are necessary for creating
and maintaining a cartel.

o few participants in the industry

* significant BARRIERS TO ENTRY

e similar PrRODUCTS produced

* few opportunities to keep individual actions secret
e 1o legal barriers to production control agreements

Cartels are not easy to coordinate; if there are many
members, it is difficult to gain consensus and coopera-
tion. If new firms can enter the market once price has
been driven up, the benefit of creating a cartel will
quickly disappear. Likewise, if there are similar products
that can be substituted for the cartel’s product, the cartel
will not be able to raise price because consumers will
substitute other products. If members can cut special
deals with customers, subverting the cartel agreement,
the organization will quickly fall apart, and it will also
disband or become an informal agreement if the agree-
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ment is deemed illegal in the markets where the cartel
members participate.

Collusion, a secret agreement to restrict competition,
has the same impact as a cartel and is also illegal in the
United States. Most firms belong to industry associations
and meet regularly to examine common issues. Frequently
these meetings lead to discussion of prices. One industrial
manufacturing lawyer cringed each time his company’s
executives went to annual industry gatherings, fearing
they would return with secret agreements made with other
executives in the industry.

The most famous cartel, ORGANIZATION OF PETROLEUM
EXPORTING COUNTRIES (OPEC), is a group of countries
(rather than firms) which coordinates oil production.
When OPEC was formed in the 1960s, oil-producing
countries were receiving $1-$2 per barrel of oil. In the
1970s OPEC members restricted suppLY while DEMAND was
increasing, thereby raising oil prices to over $30 per barrel.
(QOil prices vary slightly depending on the quality of the
crude oil produced in different regions of the world.) Gen-
erally cartels contain the seeds of their own destruction,
because members are reducing their output below their
existing potential production. Once the market price
increases, each member of the cartel has the capacity to
raise output relatively easily. The tendency is for cartel
members to “cheat” on their quota, increasing supply to
the market and lowering the market price.

Most cartels are unstable agreements and quickly dis-
band, returning the market to more competitive conditions.
In the 1980s, OPEC began to fall apart, and the price of oil
fell to $12 per barrel, when Saudi Arabia, the largest
oil-producing country in OPEC, expanded output back to
their agreed-upon OPEC quota. For most of the 1970s and
1980s, Saudi Arabia had cut its output below its quota to
compensate for overproduction by other OPEC countries.
This allowed OPEC to achieve the goal of higher prices but
reduced Saudi Arabia’s revenue. Frustrated with cheating by
other members of the cartel, Saudi Arabia increased supply,
and market prices plummeted. Reduced output due to the
Irag-Kuwait war in 1990, reduced cheating by OPEC mem-
bers, and increased global demand brought oil prices back
up over the $30-a-barrel level during most of the 1990s.

Over the years, many other cartels have been formed in
tin, chrome, coffee, and diamonds. DeBeers controls the
distribution of uncut diamonds, keeping prices high by
restricting and coordinating supply to the market. Stan-
dard Oil—which in the 1890s gave John D. Rockefeller a
near-monopoly in oil production and refining—created a
cartel in petroleum distribution, shifting oil distribution
among participants in the railroad cartel at agreed-upon
levels. The railroads charged non-Standard Oil producers
higher rates for oil distribution, facilitating Standard’s
acquisition of competitors and preventing new competi-
tors from entering the oil-refining market. The Sherman
Antitrust Act was a response to Standard Oils monopo-
lization activities.

While cartels are generally illegal in the United States,
they are often legal in other countries and are sometimes
sanctioned in the United States. The National Collegiate
Athletic Association (NCAA) is a cartel of colleges and
universities that sets athletic rules and behavior, deter-
mines distribution of television revenue from college
sporting events, and penalizes institutions that violate
NCAA rules. Many agricultural COOPERATIVES are legal
cartels, raising prices for members’ products or reducing
costs through collective purchasing power. During
bumper-crop years, one of the largest cooperatives in the
United States, Sunkist, reduces market supply by mandating
that members reduce production of citrus fruits. Coopera-
tives are legal in the United States.

Further reading
Boyes, William J., and Michael Melvin. Microeconomics, 5th ed.
Boston: Houghton Mifflin, 2002.

case law  See COMMON LAW.

cash-flow analysis

Cash-flow analysis is a planning device that looks at the
cash flows into and out of a new project, new venture,
equipment purchase, new product, etc. The manager ana-
lyzes the cash-flow predictions to determine the relative
desirability of doing the new activity.

One method of analyzing the cash flow is called the
“payback period.” This simple technique evaluates the
wisdom of carrying out a project by looking at the relative
time it takes to pay back the initial INVESTMENT in the proj-
ect. With this method, projects that pay back their original
investment the quickest are considered superior to those
that take longer. The major disadvantage of this method,
which is often used by business and criticized by academ-
ics, is that it ignores cash flows after the payback period.
Thus one project that brings in large cash flows after its
payback period may be discarded in favor of a project that
pays back the original investment rapidly. On the other
hand, many business managers rightly want to minimize
the time they are “at risk” with the investment, so they
prefer projects that give them back their original invest-
ment rapidly.

More sophisticated techniques involve discounted cash-
flow analysis. These techniques look at the time value of
money and the effect of interest compounding, using rela-
tively simple mathematical calculations to convert future
cash flows to their “present value,” which is the present
worth of future cash flows given a specified interest rate.
Financial calculators do these calculations.

The project that produces the highest present value is
considered superior to those that produce a lower present
value. Another way to use the same concept is to calculate
each projects internal rate of return—that is, the interest
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rate that the original investment earns in producing the
project’s resultant cash flows. Often a company has a target
internal rate of return that it demands from its projects and
approves those projects that surpass the target or those
with the highest internal rate of return.

These cash DISCOUNTING techniques add a disarming
degree of mathematical rigor to the cash-flow analysis,
leading the unwary manager to ignore the underlying
uncertainty of the cash flows themselves. To try to deal
with this, some cash-flow analyses include analyzing the
probabilities of the resulting cash flows prior to their
being discounted. This produces an expected value of the
cash flows.

cash-flow statement See FLOW OF FUNDS.

cash management

Cash management is the cash collection, payment, and
INVESTMENT activities involved in managing a business.
This is done with the deliberate goal of minimizing the
amount of cash the company has to borrow and maximiz-
ing its return from investments. Managers look for ways to
hasten the collection of their ACCOUNTS RECEIVABLE, delay
the payment of ACCOUNTS PavaBLE, and maximize the
investment return of the resultant extra cash.

Hastening the collection of accounts receivable entails
invoicing customers in a timely and accurate way, upon
which the collected cash is hurried into investments. This
happens in many different ways. The company must have
an efficient way to process deposits. Banks offer a full array
of services to speed cash into investments, such as bank
lockboxes and sweep accounts. With a lockbox, a com-
pany lists the bank’s address on its return envelopes used
by its customers. The bank then directly receives all the
payments on behalf of the company and immediately
records these collections into the company’s bank
accounts, making copies of the collected checks and
accompanying payment advices available to the company.
This is now often done via an INTERNET site to which the
company can, at its leisure, do its normal accounting for
collections. Lockboxes are especially useful when the com-
pany’s customers are widely dispersed. Strategically placed
lockboxes minimize the amount of time the company’s
MONEY is tied up in the postal system instead of their bank
account.

Another service offered by banks to maximize the
amount of money in investments is a sweep account. The
bank monitors needed cash levels in a cash account and
then “sweeps” any excess into investments. Often this is
done to sweep the account empty each night to get invest-
ment income on the otherwise idle cash.

To delay cash payments, the company maintains an
accurate accounts payable system that carefully schedules
payment dates and watches vendors’ grace periods for

taking cash discounts and avoiding late service charges.
The payment is then made at the last possible moment.

At the heart of any cash management system is its cash
accounting system and cash budget. Previously the cash
account might be reconciled to the bank on a monthly
basis, but today’s accountants can download bank state-
ments and reconcile them to the cash account almost daily.
This close tracking of the cash account allows the com-
pany to keep a smaller cash safety cushion. As part of this
focus on cash management, companies have dramatically
reduced the number of bank accounts they maintain. This
reduces the amount of cash that is tied up as safety bal-
ances for all of the accounts, and it allows the accounting
staff to focus on the main accounts for the company.

Usually a cash budget is prepared as a part of a com-
prehensive BUDGETING process for the company. The cash
budget predicts the inflow and outflow of cash and the
resultant cash balances. This enables the company to min-
imize what it borrows and maximize the amount available
for investments, but it involves more than just the simple
scheduling of receivables and payables. Instead a good
cash management system carefully studies each cash-flow
item and determines the best strategy for its effective
management.

International companies have developed an interesting
cash management tool called netting. Instead of settling
each transaction individually, where the receivable col-
lected from the international client is collected, translated
into the company’s currency, and transmitted back to the
company’s main office, the company sets up a netting cen-
ter where the company’s collections for receivables in a
certain currency are used to settle payables in the same
currency. A version of this involves a joint-venture netting
center where the receipts of one company are used to set-
tle the payables of another. The resulting inter-company
receivable/payable is settled between the two companies
back in the home country. This solves some currency
exchange and currency repatriation problems.

Center for Science in the Public Interest

The Center for Science in the Public Interest (CSPI) is an
independent nonprofit organization focusing on food
safety, nutrition, and alcohol abuse. Founded in 1971 by
Michael Jacobson and headquartered in Washington, D.C.,
the CSPI has over 800,000 members and publishes Nutri-
tion Action Healthletter, a widely read and respected source
for information on health and nutrition.

In addition to disseminating information, the CSPI lob-
bies to pass health and nutrition legislation. The organiza-
tion led efforts to pass the 1990 Nutrition Labeling and
Education Act, which required all packaged and processed
food sold in the United States to carry labels with nutri-
tional information. Many food-industry leaders opposed
the CSPT’s efforts, arguing that the requirements would be
expensive to comply with and were not necessary. The
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Center also assisted with efforts to require warning labels
on alcoholic beverages and to educate the public regarding
the health dangers associated with fat, salt, and other
substances in food.

In recent years the CSPI has gained widespread public-
ity for its efforts to educate consumers about high fat con-
tent in movie-theater popcorn and the questionable
nutritional value of fast food and ethnic food restaurants.
The CSPI is credited with gaining passage of the law
requiring “Nutrition Facts” to be posted on packaged and
processed foods sold in the United States. The center also
has lobbied for increases in excise taxes on alcoholic bev-
erages as a means to reduce alcohol consumption.

The CSPI has also influenced congressional legislation
appropriating funds to reduce the risk of food-borne ill-
nesses and to require safe-handling notices on meat and
poultry products. The Center is currently assessing dangers
associated with antibiotic resistance and biotechnology.

The CSPI informs consumers regarding improvements
and advances in nutrition and safety. With their newsletter
and publicity, the CSPI significantly influences Americans’
eating habits and government regulation of the food indus-
try. Products criticized for deceptive labeling or given neg-
ative reviews in the Nutrition Action Healthletter can expect
to see their demand decrease.

Further reading
Center for Science in the Public Interest website. Available on-
line. URL: www.cspinet.org.; Johanna T. Dwyer. “Center for Sci-
ence in the Public Interest,” World Book Online Americas Edition.
Available on-line. URL: http://www.aolsvc.worldbook.aol.
com/wbol/wbpage/na/ar/co/102850; Nutrition Action Newsletter.
Available on-line. URL:http://www.cspinetorg.nah/index.htm.
—Leah Kninde Frazier-Gaskins

centrally planned economy

A centrally planned economy is an economic system where
the factors of PRODUCTION (RESOURCES) are controlled by the
state. Resource allocation plans and decisions are made by
the central government and then promulgated through
government agencies. Regional managers allocate
resources to production managers and collective farms,
which are given output goals. Centrally planned
economies require significant government bureaucracies
to control resource allocation, coordinate information
flows, and measure performance.

Centrally planned economies are considered synony-
mous with communism but are also associated with fas-
cism and sociaLisM. Centrally planned economies contrast
with capitalism, where most resources are controlled pri-
vately. Many U.S. politicians equate capitalism with
democracy. CAPITALISM is an economic system, while
democracy is a political system. Dr. David Korten of Stan-
ford University, a critic of GLOBALIZATION, argues that,
“Contrary to its claims, capitalism’s relationship to democ-

racy and to the market economy is much the same as the
relationship of a cancer to the body whose life energies it
expropriates.” Korten suggests the American democratic
political system has been overrun by rogue capitalism,
focusing on “money and materialism over life itself.”

Like capitalism, centrally planned economies are asso-
ciated with a political system—in this case a single-party
system—yet most European countries have a social demo-
crat political party, advocating democracy but greater col-
lective control and allocation of resources. There are
probably no purely capitalist or centrally planned
economies. The differences among countries are a matter
of the degree of control and allocation of resources made
privately versus centrally.

As of 2004, the major centrally planned economies in
the world are Cuba and North Korea. In both countries,
powerful leaders direct and control a central government
making most decisions regarding resource allocation.
Because of its international isolation, much less is known
about North Korea than Cuba. In 2003 there were reports
of severe food shortages in North Korea and fears of wide-
spread starvation.

In 2002 Jimmy Carter became the first former American
president to visit Cuba. In his farewell address, President
Carter called for ending the American economic blockade
of Cuba and increasing the freedom and rights of Cuban
citizens. Cuba is a good example of the problems associ-
ated with centrally planned economies. When Cuban pres-
ident Fidel Castro came to power in the early 1960s, he
and his supporters overthrew the corrupt and dictatorial
but pro-American Battista regime. Cuban resources, pri-
marily land and tourism, were controlled by a wealthy
elite, whereas communism advocates collective control of
resources for the benefit of all of society. Castro had wide-
spread support among Cuban citizens, because the vast
majority of Cubans had few resources and a poor STANDARD
OF LIVING.

After taking control of the government, Castro nation-
alized major industries in Cuba, mostly sugarcane
plantations and rum factories. This infuriated the owners
of these resources, in particular the Bacardi Rum family
and the Boston-based United Fruit Company. Wealthy
Cubans fled the country, and as the government seized
control of the factors of production, many poor Cubans
saw improved access to health care, education, and,
initially, food supplies. But the major problem with cen-
trally planned economies is efficiency. Private enterprise
provides incentives for owners and managers to use
resources efficiently and manage resources for long-term
viability. If a business prospers, the owners profit, so
efficient planning and allocating is desirable.

In a state-run enterprise, managers are given goals. If
they achieve those goals, they may get some small bonus,
a vacation at a government-run resort, or a larger apart-
ment, but they do not get a share of any profit from
achieving or exceeding the goal. Numerous stories report
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state farms being incredibly inefficient, but workers on
the farms, given small plots of land for their own use,
generate significant output which they then sell crops for
their personal benefit. State-run enterprises also create
rigidity. The Wall Street Journal once reported about the
instructions given to a greenhouse manager near Moscow
for his winter crop. He told the reporter he could grow a
lot of cabbage but instead was told to grow tomatoes—so
he did, using huge amounts of energy to heat the green-
houses.

Similarly, it was not long before the Cuban economy
declined due to inefficiency, government bureaucracies,
and U.S. sanctions. (Until 1961 Cuba was a larger trading
partner with the United States than Mexico.) To support
the Cuban economy, Castro entered into a BARTER agree-
ment with the Soviet Union, trading sugar cane for oil.
Before long the Soviet Union was subsidizing the Cuban
economy for as much as $5 billion annually. In return,
Cuba allied itself politically with the Soviets and provided
troops in cold war-era regional conflicts.

With the collapse of the Soviet Union in 1989, Soviet
subsidies ended and the Cuban economy plummeted.
Declining world sugar prices also hurt Cuban efforts, and
before long the Castro government began allowing various
private enterprises, but this meant attracting investors, one
of the problems with centrally planned economies. Since
Cuba had nationalized private enterprises in the 1960s and
not compensated the owners, foreign investors were reti-
cent about dealing with the Castro government. Eventu-
ally Spanish investors led hotel and tourism investments,
and individual Cubans were allowed to create some private
businesses, including transportation and other services. At
first Cuban college graduates were not allowed to partici-
pate, based on the argument that they had benefited from
an education provided by the state and therefore should
contribute their services to the state. Desperate for foreign
exchange earnings, the Cuban government allowed all cit-
izens to create private enterprises.

Centrally planned economies replace market systems
with government systems. Market systems are chaotic,
often ruthless, and impersonal, but they send signals to
produce more of this and less of that. Private control,
rather than collective control, provides incentives for busi-
ness owners to manage their resources effectively and effi-
ciently. While Cuba and North Korea remain the major
examples of centrally planned economies, the Central
European countries of the Warsaw Pact provide numerous
examples of the problems involved in transitioning from a
centrally planned economy to a market-based system.

The change from central planning to a market system
requires addressing many issues including

e removal of price controls on necessities, usually food,
housing, transportation, and utilities

o transfer of control of state-run enterprises to private
enterprise

e changes in the legal system defining and enforcing
property rights

* UNEMPLOYMENT and underemployment

e control of MONETARY POLICY

e privatization of finance and credit

e promises made by the state to retirees, military and
others

e educating consumers and citizens about private
enterprise

As the list suggests, the task is daunting. Some coun-
tries have adjusted better and more rapidly than others.

Further reading

Korten, David C. “Life after Capitalism.” International Institute
for Sustainable Development website. Available on-line. URL:
http://iisd.ca/pcdf/1998/capitalism.htm.

certificates of deposit See TIME DEPOSITS.

Certified Public Accountant

A Certified Public Accountant (CPA) is an individual who
performs FINANCIAL ACCOUNTING services for the general
public for a fee. While all CPAs are accountants, not all
accountants are CPAs. Over 30,000 CPAs in the United
States are members of the AMERICAN INSTITUTE OF CERTIFIED
PUBLIC ACCOUNTANTS (AICPA). The AICPA was established
in 1887 in New York City and originally had 31 members.

The AICPA Values and Vision Statement reads:

The AICPA is the premier national professional association
in the United States. Our employees are a diverse, unified
team who:

e Are committed to member service and the public inter-
est, providing the highest quality products, services and
support possible.

e Listen and respond to the needs and expectations of
members, prospective members, the public and one
another.

e Serve members with excellence.

e Act with the highest ethical behavior, performing with
integrity and professionalism.

e Are committed to learning and using new or existing
tools and technology to its maximum potential.

e Are responsive to others in a respectful and courteous
manner.

¢ Embrace change and approach challenges with “can do”
enthusiasm and creative thinking.

e Constantly seek opportunities to attract and retain
members, offer additional products or services, reduce
costs, and improve productivity.

e Are empowered to problem-solve and make decisions
with the expectation of support by the AICPA.
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The AICPA is committed to providing its employees with:

e Timely training to acquire the knowledge and skills
needed for current and future jobs.

e Opportunity for professional and personal growth
through job enlargement, rotation and education.

¢ A team environment that fosters participation, diversity,
differences of opinion and a commitment to excellence.

e A system that recognizes and rewards outstanding per-
formance, ongoing contributions and innovations of
individuals and teams within the AICPA.

* EMPOWERMENT to problem-solve and make accountable
and responsible decisions.

e A process that respects and utilizes contributions from
staff throughout the Institute.

e Opportunities for promotion from within, when quali-
fied and possible.

e Above all, a professional environment that values open
and candid communications based on honesty, trust,
respect, health compETITION and conflict resolution.

An accountant must earn the professional designation
of CPA from the AICPA. As of 2002, the requirements to
become a CPA included completing a program of study at
a college or university with at least 150 hours of study;
passing the Uniform CPA Examination; and completing
required work experience in public accounting.

Further reading
American Institute of Certified Public Accountants website.
Available on-line. URL: www.aicpa.org.

chain-of-command principle

The chain-of-command principle refers to the relationship
of the reporting mechanism within an organization. A
chain of command establishes the line of authority within
the organization—i.e., who reports to whom and how all
employees are linked within the company.

There are essentially two components that constitute a
chain of command, namely unity of command and the
scalar principle. “Unity of command” means that each
individual reports to one (and only one) boss or supervi-
sor. This is a vital issue in that all employees need to
know from whom to accept commands and to whom they
are directly accountable. Unity of command establishes
the legitimate authority that a supervisor has over his/her
workers. In reality, it legitimizes the right of the supervi-
sor to make decisions, to allocate resources, and to direct
an employee in his/her job. It gives authority to the
supervisor to give an employee orders and then hold that
person accountable in carrying out those orders. This
legitimate authority is vested in the position and not the
person.

Upholding unity of command in the organizational
design provides structure and clarity for employees in the

workplace. In MANAGEMENT, one organizational structure
breaks the unity-of-command rule—specifically, the
matrix design, which imposes a lateral reporting relation-
ship on top of the traditional vertical reporting relation-
ship that results from unity of command. Thus, a dual
reporting relationship emerges, and the employee is
accountable to two bosses or supervisors. A major disad-
vantage of the matrix is that it can result in inefficiency
and discord if the two supervisors do not coordinate the
employee’s time. A major advantage is that the talents of
one employee can be utilized more fully, resulting in
greater efficiency in the use of a company’s HUMAN
RESOURCES. Ultimately, however, when an unresolved dis-
pute arises between the two supervisors, the matrix
design collapses to unity of command, with the one
supervisor over the two disputing supervisors resolving
the issue.

The second component in chain of command is called
the scalar principle. This term means that an unbroken
line can be traced from the lowest employee on the orga-
nizational chart to the CHIEF EXECUTIVE OFFICER (CEQ).
This unbroken line represents the line of authority and
reporting relationship within the company.

Referring to the organizational chart, formal lines or
channels of communication can be identified. Information
within an organization is often passed through formal
channels. This is especially the case with paperwork that
needs approval to conform to company policies.

—Leanne McGrath

Chamber of Commerce

The U.S. Chamber of Commerce is federation of busi-
nesses and business organizations coordinated at local,
state, regional, and national levels. A voluntary organiza-
tion, its goal is to promote business interests. At each level,
Chamber members typically include corporate, civic, and
small-business owners.

The Chamber of Commerce grew out of a 1912 presi-
dential commission review of the FEDERAL BUDGETING
process. President William Howard Taft, in the first issue
of Nation’ Business, the official publication of the Chamber
of Commerce, stated the need to “set forth periodically
affirmative information and thought regarding our
progress as a nation.” Taft also cited the need for a single
entity through which American businesses and govern-
ment could deal with each other on a national level.

The most broadly represented business association in
Washington, the Chamber of Commerce is an important
voice in political, regulatory, and civil affairs affecting busi-
ness. It has numerous committees that analyze and initiate
policy positions in areas ranging from ANTITRUST LAwW to
taxation. The Chamber influences legislation through con-
gressional testimony, lobbying, and the grassroots efforts
of local and state chambers. One of its more effective
mechanisms is its “action call,” a memorandum outlining
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its position on an issue and urging members to contact
their representatives.

During the 2000 election, the U.S. Chamber of Com-
merce spent $21 million supporting pro-business candi-
dates. In the same year, it advocated normal trade relations
with China and pressured Congress for regulatory relief for
small businesses. In 1999 Chamber president Tom Dono-
hue led a U.S. business mission to Cuba.

Local chambers of commerce provide members with
information about business issues, resources, and oppor-
tunities to meet other businesspeople in their areas. The
Chamber of Commerce is an important source of business
information ranging from employee issues to taxes and
money management. In many U.S. communities, the local
chamber’s “After Hours” receptions are an important
chance for networking, exchanging ideas, and building
relationships.

Further reading

“Affirmative information and thought regarding our progress as a
nation,” Nations Business 80, no. 20 (September 1992): 83;
Chamber of Commerce website. Available on-line. URL:
www.chamberbiz.com.

Chicago Board of Trade

The Chicago Board of Trade (CBOT) is a market exchange
where commodity and financial FUTURES and OPTIONS con-
tracts are bought and sold. Created in 1848, the CBOT is
used primarily by investors, managers, and broker/dealers
to reduce risk in business transactions. Initially the CBOT
focused on grain trade, allowing farmers and other agri-
cultural-industry members to hedge or reduce their risk of
price changes by using futures contracts.

Futures contracts—agreements to buy or sell a specific
amount of a commodity at a particular price on or before
a stipulated date—allow sellers to secure a price for their
output and buyers to control the future cost of their
inputs. If, in the time between their sale of the futures con-
tract and when their products are ready for market, the
commodity price goes down, farmers will be able to buy
back their futures contract at a lower price. They profit by
the difference and thus offset the lower market price for
their product. If the price goes up, they will lose money on
the futures contract but will profit from the higher price in
the marketplace. Likewise, for a food-products company
buying a futures contract, if prices rise in the interim, the
value of their contract rises, offsetting the higher market
price for their inputs. If prices decline, the food-products
company’s contract declines in value, but the cost of the
inputs also declines in the marketplace.

Unlike stocks, which convey an ownership interest in a
CORPORATION, futures contracts are standardized agree-
ments defining the quantity, quality, delivery date, and
location for a commodity or security. The CBOT estimates
only 4 percent of all contracts result in delivery. The pri-

mary purpose of futures contracts is to provide protection
against price changes for a specified period of time. As the
maturity date of a futures contract approaches, traders
who are “long” (having bought a futures contract) or
“short” (having sold a futures contract) close their posi-
tion by doing the opposite of their initial trade.

The CBOT is regulated by the COMMODITY FUTURES TRAD-
ING COMMISSION (CFTC), created to oversee the CBOT and
other exchanges. In the last two decades, the CBOT,
CHICAGO MERCANTILE EXCHANGE, Chicago Board of
Exchange, NEW YORK MERCANTILE EXCHANGE, and other
smaller regional markets have competed in providing new
options and futures contracts to meet the needs of finan-
cial markets and managers. In addition to grains, the
CBOT trades in U.S. Treasury bond futures, pow JONES
AVERAGES, silver, gold, and energy futures. In 1999 over 254
million contracts were traded on the CBOT.

Where futures contracts obligate the buyer and seller to
a specified agreement, options contracts provide the buyer
or seller the right to buy or sell at a specified price. If the
option is not exercised by the maturity date, it expires with
the buyer losing the amount of money they paid for the
option. Prices of futures and options can be quite volatile.
In addition to being used by managers to reduce risk, spec-
ulators add liquidity to commodity and futures markets
and profit when they correctly anticipate price changes in
the market.

There are over 85 commodity exchanges around the
world. Most, like the CBOT, are colorful places where
traders in a “pit” shout and use hand signals to communi-
cate their buy and sell orders. Pit activity can be quite
physical. Professional football players have been known to
find second careers working in the pits of the CBOT and
Chicago Mercantile Exchange.

Further reading
Chicago Board of Trade website. Available on-line. URL:
www.cbot.com.

Chicago Mercantile Exchange
The Chicago Mercantile Exchange (CME) is a market
exchange where commodity and financial FUTURES and
OPTIONS contracts are bought and sold. Created in 1898 as
the Chicago Butter and Egg Board, the CME is used pri-
marily by investors, managers, and broker/dealers to
reduce risk in business transactions. Traditionally farmers
and other agricultural-industry members used futures con-
tracts—agreements to buy or sell a specific amount of a
commodity at a particular price on or before stipulated
date—to hedge their risk. Initially the CME specialized in
butter-and-egg markets, while the Chicago Board of Trade
focused on grain markets. Today both exchanges compete
in offering a wide array of futures contracts.

Farmers sell futures contracts for commodities they
produce, thereby assuring themselves of a price for their
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products. If, in the time between their sale of the futures
contract and when their products are ready for market, the
commodity price goes down, farmers will be able to buy
back their futures contract at a lower price. They profit by
the difference, offsetting the lower market price for their
product. If the price goes up, they will lose money on the
futures contract but will profit from the higher price in the
marketplace.

The CME is regulated by the COMMODITY FUTURES TRAD-
ING COMMISSION (CFTC), created to oversee the CME and
other exchanges. In the last two decades, the CME,
CHICAGO BOARD OF TRADE, Chicago Board of Exchange, NEw
YORK MERCANTILE EXCHANGE, and other smaller regional
markets have competed, providing new options and
futures contracts to meet the needs of financial markets
and managers.

Where futures contracts obligate the buyer and seller to
a specified agreement, options contracts provide the buyer
or seller the right to buy or sell at a specified price. If the
option is not exercised by the maturity date, it expires with
the buyer losing the amount of money they paid for the
option. Prices of futures and options can be quite volatile.
In addition to being used by managers to reduce RISk, spec-
ulators add liquidity to commodity and futures markets
and profit when they correctly anticipate price changes in
the market. In 2000, 231 million contracts valued at $155
trillion were traded on the CME.

Today the Chicago Mercantile Exchange facilitates trad-
ing in a wide array of agricultural, currency, interest rate,
and indexes including butter, cheese, frozen pork bellies,
Australian dollars, Japanese Yen, Euros, 90-day U.S. Trea-
sury Bills, 10-year Japanese Government BONDS, STANDARD
& poor’s 500 Index, Russell 2000 Stock Price Index, and
even heating and cooling degree indexes.

Further reading
Chicago Mercantile Exchange website. Available on-line. URL:
WWW.CIme.Com.

chief executive officer
The chief executive officer (CEO) is the primary leader in
an organization. Though he or she may be known by many
other names, such as president, executive director, and
chief administrator, the CEO’ role is more or less the
same. The CEO’s scope of authority varies, depending on
whether the organization is a CORPORATION, PARTNERSHIP,
sole PROPRIETORSHIP, or nonprofit organization. In corpora-
tions or nonprofit organizations with a BOARD OF DIREC-
TORs, the board has controlling power of the corporation.
The CEO reports to the members of the BOARD OF DIREC-
TORs and sometimes the CEO also serves as the president
or chairman of the board.

There are no standardized lists of the major functions
and responsibilities of a CEO, though there are some
things almost every CEO is expected to do. A CEO is

expected to be a visionary, information bearer, and deci-
sion maker. As a leader, the CEO advises the board of
directors, identifies and promotes changes, and is chief
motivator of the people within the organization. While the
CEO rarely oversees day-to-day operations, he or she is
responsible for overall design, promotion, and delivery of
products and services to achieve the organization’s objec-
tives. The CEO is also expected to be a visionary, looking
forward and anticipating changes needed for long-term
survival and growth. CEOs are sometimes the major com-
munity spokesperson for an organization.

As a decision maker, the CEO is expected to oversee
operations of the organization, implement plans, and man-
age HUMAN RESOURCES as well as financial and physical
resources. The CEO recommends yearly budgets to the
board of directors and manages resources with the guide-
lines determined by the board. Most CEOs are energetic,
articulate, and creative thinkers and leaders, with the abil-
ity to quickly comprehend information and solve prob-
lems. Depending on the nature of the organization, CEOs
may also require a technical background in addition to a
sound understanding of business practices.

Further reading
“Free Management Library,” The Management Assistance Pro-
gram. Available on-line. URL: http://www.managementhelp.org.
Downloaded on February 23, 2002; Carter McNamara.
“Founder’s Syndrome: How Corporations Suffer—and Can
Recover.” Available on-line. URL: http://www.mapnp.org/library/
misc/founders.htm. Downloaded on February 23, 2002; “Organi-
zation Management Theory,” Academy of Management. Available
on-line. URL: http://www.aom.pace.edw/omt. Downloaded on
February 27, 2002.

—Leah Kninde Frazier-Gaskins

chief financial officer
The chief financial officer (CFO), the highest-ranking
financial executive of an organization, is responsible for all
financial operations. The CFO oversees the preparation of
budgets, treasury, internal AUDITING, forecasts, and qualita-
tive information analysis for MANAGEMENT decisions; pro-
vides leadership to the financial services group; and
contributes to the objectives of firm. The financial func-
tion includes internal and external reporting, treasury and
tax matters, CAPITAL financing; contractual relations; the
development of sound financial management systems and
the management of investor/Wall Street relations.
Reporting to the CFO are the controller and treasurer,
key leaders in the financial services group. The controller
is the chief accounting executive who directs internal
accounting programs, including cost accounting, systems
and procedures, data processing, acquisitions analysis, and
financial planning. The treasurer is concerned with the
receipt, custody, INVESTMENT, disbursement, and protection
of corporate funds and determines the ultimate cash posi-
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tion for the company. In smaller firms there may be an
overlap of CFO and controller/treasurer responsibilities.
While the CFO oversees the financial aspects of a business,
the Chief Operating Officer (COO) oversees the company’s
production of goods and services. The CFO reports
directly to the cHIEF EXECUTIVE OFFICER (CEO), the highest-
ranking official of the company.

Typically the CFO position requires a bachelor’s degree
in accounting; an MBA, CPA, or equivalent postgraduate
work; and a minimum 10 years of relevant, progressive
experience. The experience may include numerous acqui-
sitions, equity investments, divestitures, and JOINT VEN-
TURES, both domestically and internationally.

Today’s CFO requires a much broader knowledge base
than just accountancy. The CFO job description is moving
away from the super-accountant stereotype and towards
someone more akin to a deputy chief executive officer. The
changing global business environment has driven the
trend towards diversification. In addition to being a finan-
cial manager, a CFO must be a strategic thinker, commu-
nicator, and team player, and must have an understanding
of information technology (IT) systems.

The CFO must have the ability to clearly articulate the
financial and operational results and strategic plans of the
organization in a manner appropriate to a variety of audi-
ences, including employee groups, the financial commu-
nity, members of the BOARD OF DIRECTORS, and the corporate
CEO. As a strategic planner, the CFO needs to understand
the interrelationships between marketing, products, and
production processes as well as understand the industry
(market segment) in which the business operates.

The CFO’s job has become more complex and demand-
ing, and there are few general guidelines as to what one
can expect when stepping into such a position. This will
depend on the company—the nature of its business and its
corporate structure, management style, strategic objec-
tives, and executive resources.

—Asta Vaichys

churning

Churning is excessive trading in an investor’s portfolio to
generate commissions for the stockbroker. Sometimes bro-
kers or INVESTMENT advisors are given discretionary author-
ity over an investor’s account. Many investors do not want
to or do not have the knowledge necessary to actively man-
age their investments. These investors will often entrust
their investment CAPITAL to a broker, giving him or her gen-
eral instructions about their investment objectives. With
discretionary authority a broker can move a client’s funds
into different investments in order to take advantage of
market opportunities. During the DOT-coMm era of the 1990s,
many brokerage houses allocated shares of INITIAL PUBLIC
OFFERINGS (IPOs) to only their best customers. Some
investors gave discretionary authority in order to get their
broker to include them in these hot-issue stocks.

Churning is illegal; SECURITIES AND EXCHANGE COMMIS-
sION Rule 10b-5 can be the basis for claims for state and
federal securities FRAUD, COMMON LAW fraud, NEGLIGENCE,
breach of coNTRACT, and breach of fiduciary duty. Churn-
ing usually involves a large number of trades, but large is a
debatable term. Courts often use turnover ratios, the num-
ber of times the value of the account is traded in a given
time period, as a basis for determining that churning has
occurred. Because churning is defined as trading that is
done to benefit the broker rather than the investor, even
one trade can be considered churning if it has no legiti-
mate purpose. For example, if a broker moves a client’s
money from one family of MUTUAL FUNDs to another, he or
she must have a good reason for doing so. This is why
most brokers use written confirmation that the customer
wants to switch funds in spite of the fees that will be
incurred.

Brokers who churn accounts often use frequent in-and-
out trades of the same stock and “wash” transactions
(simultaneous or roughly simultaneous buy-and-sell
transactions that nullify each other). When adjudicating a
churning claim, the courts evaluate whether the broker or
advisor had control over the account in the form of either
discretionary authority or practical (“de facto”) control.
The broker or advisor has de facto control when, as a
practical matter, the investor lacks the knowledge and
sophistication to make his or her own independent
investment decisions and instead always follows the bro-
ker’s recommendations. Bruce D. Fisher and Michael ]J.
Phillips describe a case where the broker engaged in 147
separate purchases and sales for a customer’s account,
resulting in over $24,000 in commissions, fees, taxes, and
margin interest against an account that started with only
$25,000.

In addition to churning, the other major investor com-
plaint against stockbrokers is inappropriate recommenda-
tions. Unethical brokers often convince unsophisticated
investors to purchase high-risk (and high-commission)
investments ranging from real estate scams to shares in
obscure foreign companies.

See also STOCK MARKET, BOND MARKET.

Further reading

Fisher, Bruce D., and Michael J. Phillips. The Legal, Ethical and
Regulatory Environment of Business, 8th ed. Cincinnati: Thom-
son/South-western, 2003; Investor Recovery website. Available
on-line. URL: www.investorecovery.com.

circular flow model

A circular flow model is a diagram illustrating how the
major sectors in a mixed-CAPITALISM economy fit together.
Circular flow models show how the value of output equals
INCOME in an economic system. The model also demon-
strates the MUTUAL INTERDEPENDENCE of the various partici-
pants in an economy.
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The five sectors in the model are households, firms,
FINANCIAL INTERMEDIARIES, the government, and foreign
countries. Households own and determine how to allocate
RESOURCES—human, capriTaL, and natural. For example,
household members decide where and how to use their
labor resources; control the use of any equipment like a
computer or a machine; and control the use of land, min-
erals, or other natural resources they own. In a noncapi-
talist economic system, households control only a small
percentage of resources, while the government controls
most resources.

In capitalist economies, households receive payments
for the use of their resources from firms or the govern-
ment, depending on who purchases the resource. Gross
household income is the sum of resource payments
received. Households with greater resources receive more
income than those with fewer resources. The quality of
resources also influences the amount of income received.
Education, an improvement in human capital, typically
results in greater income. Likewise, land with minerals,
beautiful views, or a lakeside site is more valuable than
barren or polluted natural resources.

Households take the resource payments they receive
and primarily use this income for CONSUMPTION spend-
ing—payments to firms for products and services. Some
household income is saved, usually by depositing a sum
with financial intermediaries, and of course some house-
hold income is taken by government in the form of taxes.

A circular flow model shows that firms complement
the actions of households. Firms purchase or rent
resources, paying wages, interest, DIVIDENDs and PROFITS to
households, and use the resources to produce goods and
services, which are then sold to households, the govern-
ment, and foreign buyers. Firms that produce goods and
SERVICES most desired by consumers will receive a greater
portion of the flow of payments, allowing these firms to
purchase more resources, produce more goods, and, in
essence, grow. Those firms that produce prODUCTS con-
sumers do not want or only will purchase at lower prices
see their revenue decline and eventually will be forced out
of business.

In a mixed-capitalism circular flow model, the govern-
ment plays many roles. The government purchases
resources from households and provides goods and serv-
ices to both households and firms. Employing teachers is
an example of a government resource purchase to provide
services to households. The government taxes portions of
income from both households and firms. Changes in taxa-
tion redistribute the burden of paying for government
goods and services among households and between house-
holds and firms.

Financial intermediaries primarily aggregate savings
from many households and provide INVESTMENT capital to
firms. In the process financial intermediaries reduce
investor risk through knowledge of investment alterna-
tives and portfolio diversification. Intermediaries also

adjust for the diverse needs of savers. Households have
many different levels of savings and periods of time they
are willing to lend their savings. The savers’ time frame
and dollar amount preferences are unlikely to mesh with
the needs of firms borrowing funds for investment. Finan-
cial intermediaries smooth the process of lending and bor-
rowing in financial markets.

Foreign countries, through relationships with U.S. busi-
nesses, sell products and services to American consumers
and purchase products and services from U.S. firms. TRADE
BALANCES measure the net impact of EXPORTING and import-
ing in the circular flow model.

Close inspection of a circular flow model shows that for
each “real” flow of resources or goods and services, there
is an opposite MONEY flow. One of the major roles of MON-
ETARY POLICY is to provide the “right” MONEY SUPPLY to facil-
itate exchange of resources and goods in an economy. The
“right” money supply is subject to debate and constant
change as an economy grows or declines.

As stated earlier, one of the uses of circular flow models
is to show how the value of output equals income in an
economic system. Measuring either the flow of payments
(income) or the value of goods and services (output)
results in an estimate of the level of economic activity in
an economy (GROSS DOMESTIC PRODUCT).

The circular flow model is analogous to the circulatory
system in the human body. In the economy, the efficient
flow of money between savers and borrowers is provided
by financial intermediation, the process of bringing bor-
rowers and savers together via financial intermediaries.
Payments for goods and services (business revenues) flow
in one direction, and payments for the factors of produc-
tion (household incomes) flow in the opposite direction.
One’s spending becomes another’s income. In the human
body, blood flows from the heart via arteries and to the
heart via veins. Just as leakages in the human circulatory
system will cause declining performance, leakages in the
circular flow model hamper the spending/income process,
causing declining economic performance.

Civil Aeronautics Board

The Civil Aeronautics Board (CAB) regulated the U.S. air-
line industry until 1984. The CAB is most widely known
as the first in a series of efforts toward government DEREG-
ULATION, reducing government rules and regulations affect-
ing American business.

The Civil Aeronautics Act (1938) mandated govern-
ment regulation to promote “adequate, economical, and
efficient service by air carriers at reasonable charges, with-
out unjust discrimination, undue preferences or advan-
tages, or unfair or destructive competitive practices.”
When passed, the U.S. airline business was similar to the
pharmaceutical industry before creation of the FOoD AND
DRUG ADMINISTRATION (1906); anyone with an airplane
could and did establish an airline, flying wherever he/she
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wanted to, charging whatever the market would bear, and
using equipment he/she deemed air-worthy. It was a clas-
sic “free market” industry.

Concerned over the airline industry’s instability, safety
record, and fierce price competition, Congress chose to
regulate the industry. For almost 40 years the CAB regu-
lated prices, routes, antitrust disputes, and CONSUMER PRO-
TECTION. In the 1960s and 1970s, led by economic
theorists, particularly Alfred Kahn, U.S. politicians began
to question the role of government control of transporta-
tion industries. In response, in 1978 President Carter
signed the Airline Deregulation Act, phasing out the CAB’s
role of controlling airline routes and prices by 1984.
(Other roles of the CAB were transferred to the Justice and
Transportation departments.)

Airline executives fought deregulation, arguing the
United States had the strongest and safest airline industry
in the world. Although they predicted chaos and disaster,
the CAB was dismantled, and the U.S. airline market saw a
surge in COMPETITION. Many new firms jumped into the
market, and existing firms expanded into new service
areas. There were both winners and losers as airlines
learned how to compete and customers saw choices
expand and prices decline.

Some areas with small populations saw airline service
eliminated. Travel agencies, who were supported under
CAB commission-fixing agreements, saw their fees cut by
the airline companies. Throughout the industry, a new
emphasis on marketing arose. American Airlines created
the first frequent-flyer program, a practice emulated by
other airlines and service industry providers. Southwest
airlines is the low-cost leader and a model for many new
airlines.

Further reading
Daube, Scott. “From Precept to Practice (History of Deregulation).”
Travel Weekly 47 (30 September 1988): 47.

Civilian Conservation Corps
The Civilian Conservation Corps (CCC) was one of the
most popular “New Deal” programs initiated by the
Franklin Roosevelt administration during the GREAT
DEPRESSION. Begun in 1933, the program eventually
involved over 3 million unemployed Americans in plant-
ing trees, controlling forest fires, and building state and
national parks. At the time, almost 25 percent of Ameri-
can workers were unemployed. The CCC and the Works
Project Administration (WPA) were one of the govern-
ment’s stimuli to a failing economy. The idea of govern-
ment stimulating economic activity during a RECESSION
challenged the prevailing doctrine of cLasSICAL ECONOMICS
but was strongly supported by KEYNESIAN ECONOMICS in
1936.

The CCC was operated by existing federal agencies.
The DEPARTMENT OF LABOR selected participants, mostly

young men and women who were unemployed. (This
broke traditional barriers of engaging women in the work-
force.) The Departments of Interior and Agriculture
planned the work projects. Participants were provided
clothing, housing, and food and paid $30 per month but
were required to send home $25 of their monthly earnings.

The CCC was the model for subsequent state conserva-
tion programs as well as the National and Community Ser-
vice Trust Act enacted by President Clinton in 1993. The
CCC was disbanded in 1942 due to U.S. involvement in
World War II and the need for labor associated with the
war effort. The results of its programs can be seen today in
many state and federal parks.

Further reading
Pagan, Kathleen Waltson. “Viewpoint (Civilian Conservation
Corps).” Planning 59 (November 1993): 46.

civil procedure

Civil procedure refers to the rules by which civil (as
opposed to criminal) legal proceedings are conducted. The
Federal Rules of Civil Procedure apply throughout the FED-
ERAL COURTS. The rules of civil procedure in state courts
can vary considerably. In general, rules of civil procedure
concern pretrial “discovery” of evidence, including docu-
ments, answers to interrogatories (questions), and deposi-
tions (pretrial taking of testimony under oath) of witnesses
and experts. The allowance of extensive pretrial discovery
in civil proceedings is almost unique to the American legal
system.

Civil-procedure rules also concern the pleading (filing)
of complaints, answers to complaints, motions to dismiss
complaints, requests for summary judgments (pretrial
judgments on the merits of the case), and rules for the
conduct of civil trials by judges or juries. Since the vast
majority of business disputes are settled in advance of
trial, pretrial discovery is the primary point of contact for
businesspeople involved in civil proceedings. Common
business-law civil proceedings include products liability,
CONTRACTs disputes, and EMPLOYMENT matters.

Further reading
Kane, Mary K. Civil Procedure in a Nutshell, 4th ed. Eagan, Minn.:
West Group, 1996.

Civil Rights Acts

As defined in Black’s Law Dictionary (7th ed.), Civil Rights
Acts are “several federal statutes enacted after the Civil
War (1861-1865) and, much later, during and after the
Civil Rights movement of the 1950s and 1960s, and
intended to implement and give further force to the basic
rights guaranteed by the Constitution, and especially
prohibiting discrimination in EMPLOYMENT and education
on the basis of race, sex, religion, color, or age.”
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The Civil Rights Acts, which are often called the most
important U.S. laws on civil rights since Reconstruction,
were a highly controversial issue in the United States when
President John E Kennedy proposed them. Although
Kennedy was unable to secure passage of the bill in Con-
gress, a stronger version was eventually passed by his suc-
cessor, President Lyndon B. Johnson, who signed the first
bill into law in July 1964.

The Civil Rights movement of the 1960s resulted in
some of the most significant civil-rights ruling and legisla-
tion in U.S. history. There had already been many civil-
rights court cases tried in state and federal courts by
mid-century, but the Supreme Court decision in Brown v.
Board of Education of Topeka Kansas (1954) set the tone for
new legislation by directly challenging the “separate but
equal” principle established by the 1896 Plessy v. Ferguson
ruling. In Plessy the Supreme Court had authorized sepa-
rate facilities for blacks and whites as long as the facilities
were equal. In the Brown decision, the Court challenged
the earlier ruling by declaring that segregation in public
schools was unconstitutional.

Beyond crucial court decisions like Brown, the Civil
Rights movement also resulted in and benefited from new
legislation in the 1960s that expanded the social and polit-
ical rights of minorities and women. The Civil Rights Act
of 1964 prohibited discrimination in public facilities and
schools on the basis of race, religion, or national origin
and mandated equal opportunities for all workers irre-
spective of race, religion, national origin, or gender. The
Voting Rights Act of 1965 guaranteed the right to vote for
all citizens who were qualified by age, thus striking down
literacy requirements that had been used effectively to dis-
enfranchise many blacks. Three years later the Civil Rights
Act of 1968 outlawed racial discrimination in housing and
jury selection.

The Civil Rights Act of 1964 contained specific titles
with specific applications. Title I of the act guaranteed
equal voting rights by removing registration require-
ments and procedures biased against minorities and the
underprivileged. Title II prohibited segregation or dis-
crimination in places of public accommodation involved
in interstate commerce. Title III banned discrimination
by trade UNIONS, schools, or employers involved in inter-
state commerce or doing business with the federal gov-
ernment. This section also applied to discrimination on
the basis of sex and established a government agency, the
EQUAL EMPLOYMENT OPPORTUNITY COMMISSION (EEOC), to
enforce the provisions. Title IV called for the desegrega-
tion of public schools. Title V broadened the duties of
the Civil Rights Commission. Title VI assured nondis-
crimination in the distribution of funds under federally
assisted programs. Title VII prohibited employment
decisions based on stereotypes and assumptions about
abilities, traits, or the performance of individuals of cer-
tain racial groups. Title VII also prohibited both inten-
tional discrimination and neutral job policies that

disproportionately exclude minorities or are not job-
related.

Title 28 of the U.S. Code Sec. 1343, Civil rights and
elective franchise, states that “the district courts shall have
original jurisdiction over any civil action authorized
by law to be commenced by any person (1) to recover
DAMAGES for injury to his person or property, or because of
the deprivation of any right or privilege of a citizen of the
United States, by any act done in furtherance of any
conspiracy mentioned in section 1985 of Title 42; (2) to
recover damages from any person who fails to prevent or
to aid in preventing any wrongs mentioned in section 1985
of Title 42 which he had knowledge were about to occur
and power to prevent; (3) to redress the deprivation, under
color of any state, law, statute, ordinance, regulation, cus-
tom or usage, of any right, privilege or immunity secured
by the Constitution of the United States or by any Act of
Congress providing for equal rights of citizens or of all
persons within the jurisdiction of the United States; (4) to
recover damages or to secure equitable or other relief
under any Act of Congress providing for the protection of
civil rights, including the right to vote.”

—]Joi Patrice Jones

Further reading

Civil Rights and Elective Franchise States, U.S. Code, vol. 28, sec.
1343; Encyclopaedia Britannica, 2002, “Civil Rights Act”; Garner,
Bryan. ed. Blacks Law Dictionary, 7th ed. Eagan, Minn.: West
Group, 1999; “Race Discrimination,” Equal Employment Oppor-
tunity Commission. Available on-line. URL: http://www.eeoc.gov.
Downloaded on May 27, 2003.

class-action lawsuits

A class action is a device where large numbers of individ-
uals whose interests are sufficiently related may bring suit.
Thus it is more efficient to adjudicate their rights or liabil-
ities as a group in a single action than to do so in a series
of separate individual suits. Most class actions are called
“plaintiff class actions,” although in some cases the action
may be brought against a defendant class as a defendant
class action.

Most class-action lawsuits are filed for compensatory
(money) DAMAGES. Class actions may also be filed to
resolve disputes over a “limited fund,” where the money
available is inadequate to fully compensate all class mem-
bers. A class action may seek injunctive relief, e.g., it may
be filed to request that the court order the police or other
authorities to discontinue an unconstitutional practice.
Another type of class action is one that seeks a declaratory
judgment, a court decision in a civil case telling the parties
what their rights and responsibilities are without awarding
damages or ordering any action be taken.

Generally, before a court certifies a class action (deter-
mines that the suit may proceed as a class-action suit), it
must conclude that there are too many class members for
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them all to be named as parties in the lawsuit. The claims
of the “class representatives” must arise from facts or law
common to the class members. In most cases, class mem-
bers do not technically join in the litigation but decide to
participate by not “opting out.” If the constitutional and
procedural protections required for fairness are met in the
underlying action, all absent class members are bound to
the judgment or settlement of the case. However, if the
action is primarily for compensatory damages, absent class
members are entitled to notice and an opportunity to opt
out (exclude themselves) from the proceedings. If a person
opts out, he or she is not bound by any judgment or set-
tlement of the class action.

The complex nature of many class actions and the dan-
ger of violating the DUE PROCESS rights of absent class mem-
bers have led many rule-makers to provide the trial judge
with authority to control and manage numerous aspects of
the lawsuit. Further, in order to provide additional protec-
tion for absent class members, class-action provisions typ-
ically require court approval of any settlement or
compromise of the class claims entered into between the
class representatives and the defendant.

In recent years the subject of class actions has received
more attention from the legal community and the media
than any other area of CIVIL PROCEDURE, and it has even
inspired film producers to make award-winning movies
about them. Several high-profile cases involving tobacco
litigation, asbestos claims, cases involving securities
FRAUD, etc., have evoked public concern and stirred con-
siderable debate. Some individuals claim that class actions
should be used with greater frequency to spur major social
change, to make CORPORATIONS pay up for their follies, and
to provide recourse for those who otherwise would not
find it economically feasible to litigate their grievances.
Others argue that class actions are being brought not to
defend the public interest but to enrich attorneys, force
corporations into settlement with the threat of bigger jury
awards, and waste the courts’ valuable resources. They
point to the fact that many of the suits have been
extremely burdensome and expensive for litigants, and
only a few have reached the stage of judgment.

Further reading

Friedenthal, Jack H., and Arthur R. Miller. Civil Procedure: Sum &
Substance. 4th ed. Encino, Calif.: Herbert Legal Series, 1988;
Klonoff, Robert H. Class Actions and other Multi-Party Litigation
in a Nutshell. Eagan, Minn.: West Group, 1999.

classical economics

Classical economics is the macroeconomic school of
thought that suggests that real GROSS DOMESTIC PRODUCT
(GDP) is determined by aggregate suppLy, while the EQuI-
LIBRIUM price level is determined by aggregate DEMAND.
Classical economics was the predominant theory from
1776 to the introduction of KEYNESIAN ECONOMICS in 1936.

Classical economics is also defined as the study of an econ-
omy operating at full EMPLOYMENT, while Keynesian analy-
sis portrays economies operating naturally at less than full
employment.

According to classical theory, a major part of the self-
correcting mechanism in an economy is flexible wages and
prices. With this assumption, classical economists suggest
real GDP is determined by the price of resources, technol-
ogy, and expectations (the factors influencing aggregate
supply). Prices would adjust depending on the overall
level of demand. The assumption of flexible wages and
prices distinguishes classical economics from Keynesian
economics.

Classical economists believe economies tend to operate
at or near full employment. Using Say’s law (named after
French economist Jean-Baptiste Say), supply creates its
own demand; hence, desired expenditures will equal
actual expenditures. According to classical economics,
people produce goods and services because they desire to
purchase other goods and services. The act of producing is
based on their desire to trade their goods and services for
other products, creating demand in the economy. From
this reasoning, an economy would tend toward full
employment of labor and other resources. Though tempo-
rary shocks may cause excessive UNEMPLOYMENT, this
would be a temporary phenomenon.

Classical economists saw the GREAT DEPRESSION as a
downturn in the BUSINESs cyCLE that would self-correct.
Some politicians—U.S. president Herbert Hoover, for
example—accepted classical theory. During the 1930 pres-
idential election, Hoover said the current economic condi-
tion was just a mild recession, not a depression, suggesting
this was a temporary situation that would self-correct.
Political cartoonists compared Hoover to the Roman
emperor Nero, famous for supposedly having fiddled while
Rome burned. Hoovers opponent, Franklin Delano Roo-
sevelt, advocated government intervention, a policy sup-
ported by Keynesian economics, leading to the New Deal.

See also MACROECONOMICS.

Further reading
Miller, Roger LeRoy. Economics Today. Boston: Addison Wesley,
2001.

Clayton Antitrust Act

The Clayton Antitrust Act (1914) specified and forbade
activities that reduced cOMPETITION. The act expanded on
antitrust policy efforts initiated by the SHERMAN ANTITRUST
ACT (1890), which was considered by many to be not spe-
cific enough and open to considerable judicial interpreta-
tion. Congress passed the Clayton Act to attack practices
used by monopolists to acquire MONOPOLY power. Along
with the FEDERAL TRADE COMMISSION Act passed in the same
year, the Clayton Act prohibited four kinds of activities
that would tend to lessen competition:
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® PRICE DISCRIMINATION

* exclusive dealing and tying arrangements
 Certain types of MERGERS AND ACQUISITIONS
* Interlocking company BOARD OF DIRECTORS

Section 2 of the act prohibited local and territorial price
discrimination by sellers. This was a practice often used by
monopolists to bankrupt small competitors. A large com-
pany would sell its products at or below cost in markets
where local competitors existed and at higher prices in
markets where no local competitors existed. Small com-
petitors were often driven out of business, allowing the
monopolist to raise prices in markets where local competi-
tors no longer existed. The ROBINSON-PATMAN ACT (1936)
expanded and clarified anticompetitive PRICING STRATEGIES.

Tying agreements occur when a seller refuses to sell
products to a buyer unless the buyer also agrees to pur-
chase other products from the seller. If a firm has a monop-
oly on a critical product or component, it could use its
monopoly power to pressure buyers into purchasing other
products, for which the company does not have a monop-
oly, from them. Tying agreements reduce competition, and
can be challenged under Section 3 of the Clayton Act, or
under the Sherman Act. Exclusive dealing agreements
require buyers of a particular service or product to pur-
chase the product or service only from one seller. Like
tying agreements, this reduces competition.

Section 7 of the Clayton Act bars mergers and acquisi-
tions that may have an anticompetitive effect. To evaluate
the impact of a merger or acquisition requires defining the
market that would be affected. While this might seem sim-
ple, defining the relevant market or line of commerce is
not always easy. Especially as technological advances allow
markets to converge, defining who and how many com-
petitors exist in a market is becoming increasingly diffi-
cult. For example, in the early 1990s the long-distance
telecommunications market included three major firms—
AT&T, Sprint, and MCI. A merger of any of these firms
would have significantly increased MARKET CONCENTRATION.
However, microwave, satellite, and fiber-optic cable com-
pany technologies are redefining telecommunications,
thereby redefining competition in the industry.

Section 8 of the Clayton Act was designed to reduce the
potential for price fixing or division of markets through coor-
dination by INTERLOCKING DIRECTORATESs. Section 8 prohibited
any person from serving as a director of two or more corpo-
rations that were or had been competitors. The Antitrust
Amendments Act of 1990 expanded the limitations on inter-
locking directorates by prohibiting individuals from serving
as officers and/or directors of competing corporations.

See also ANTITRUST LAW.

Further reading

Mallor, Jane P, A. James Barnes, Thomas Bowers, Michael J.
Philips, and Arlen W. Langvardt. Business Law and the Regulatory
Environment. Boston: McGraw-Hill, 2001.

Clean Air Acts

The Clean Air Acts (1970, 1977, and 1990) initiated and
then revised a variety of programs to reduce air pollution
in the country. The acts require the ENVIRONMENTAL PRO-
TECTION AGENCY (EPA) to set national health-based air-
quality standards to protect against ozone depletion, sulfur
emissions, carbon monoxide, lead, and other air-borne
pollutants. The 1990 revisions created the first attempt at
market-based systems, POLLUTION RIGHTS, to address air
pollution.

According to former U.S. senator Edmund Muskie, “the
Clean Air Act of 1970 defined the air pollution control
program we have today. . . . In the 1960s, air pollution was
widely perceived as a Los Angeles smog problem. . . . Earth
Day occurred during the [1970] hearings. That summer,
Washington suffered the worst and longest air pollution
episode in its history. . . . Three fundamental principles
shaped the 1970 law . . . protection of public health . . .
industry should be required to apply the best technol-
ogy . . . American people deserved to know when they
could expect their health to be protected.” The 1970 act
established regulations of the auto industry and allowed
citizens to file lawsuits against violators.

The 1970 act and subsequent revisions have been con-
troversial. Industry groups—including oil companies, coal
producers, service station operators and land developers—
have often opposed the acts. Various groups have inter-
vened to delay and change Clean Air Act statutes.

The acts require states to carry out most of the moni-
toring and permitting of air pollutants. States are required
to develop implementation plans to meet the various crite-
ria defined in the act. Through the EPA, the federal gov-
ernment provides research engineering designs and
financial support for state implementation plans.

Some of the specific measures in the Clean Air Act
include

e Ogzone. The 96 cities failing for ozone are ranked from
marginal to extreme, with the more severe cases required
to institute more rigorous controls but given more time
to attain them. States may have to initiate or upgrade
inspection/maintenance (I/M) programs, install vapor
recovery at gas stations and otherwise reduce hydrocar-
bon emissions from small stationary sources, and adopt
transportation controls that will offset growth in vehicle
miles traveled. Major stationary sources of nitrogen
oxides will have to reduce emissions.

e Carbon monoxide. The 41 cities failing for carbon
monoxide are ranked moderate or serious. States may
have to initiate or upgrade I/M and adopt transportation
controls.

* Particulate matter. The 72 areas failing to attain for par-
ticulate matter (PM-10) are ranked moderate. States will
have to implement reasonably available control tech-
nology (RACT), and use of wood stoves and fireplaces
may have to be curtailed.
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The Clean Air Amendments of 1977 primarily estab-
lished federal standards for various pollutants and regula-
tion of emissions through state implementation plans. The
1977 act also defined Class 1, 1I, and III areas restricting
particulate emissions in the most polluted (Class I) areas.

The 1990 act required all air-pollution-control obliga-
tions of an individual source to be contained in a single
five-year operating permit. States have three years to
develop permit programs and submit them to the EPA,
which has one year to issue regulations describing the
minimum requirements for such programs. Sources must
pay permit fees to the states to cover the costs of operating
the programs. The 1990 act also addresses

o Vehicle emissions. Tailpipe emissions of hydrocarbons,
carbon monoxide, and nitrogen oxides were to be cut
beginning with the 1994 model year, and standards
would have to be maintained over a longer vehicle life.
On-board charcoal canisters to absorb evaporative
emissions may be required.

e Fuels. In 1995 reformulated gasolines having less aro-
matics were to have been introduced in the nine cities
with the worst ozone problems; other cities could “opt
in.” Beginning in 1992, oxyfuel gasolines blended with
alcohol were to have been sold in winter in those cities
having the worst carbon-monoxide problems.

e Clean cars. In 1996 a pilot program was introduce
150,000 cars to California that met tighter emission
limits through a combination of vehicle technology and
“clean” fuels (substitutes for gasoline or blends of sub-
stitutes with gasoline). Other states could “opt in.”

According to the 1990 act, emissions of 189 toxic pol-
lutants—typically carcinogens, mutagens, and reproduc-
tive toxins—had to be reduced within 10 years. The EPA
was to publish a list of source categories within one year
and issue Maximum Achievable Control Standards
(MACT) for each category over a specified timetable.
Companies that initiated partial controls before the dead-
lines set for MACT could receive extensions.

A two-phase, market-based system (pollution rights)
was introduced to reduce sulfur-dioxide emissions from
power plants. Electrical power plants account for approxi-
mately 70 percent of sulfur dioxide emissions. By the year
2000, total annual emissions were to be capped at 8.9 mil-
lion tons, a reduction of 10 million tons from 1980 levels.
Plants are issued allowances based on fixed emission rates
set in the law and on their previous fossil-fuel use. Com-
panies pay penalties if emissions exceed the allowances
they hold. Allowances can be banked or traded. All sources
are required install continuous emission monitors to
assure compliance.

The 1990 act was rooted in the MONTREAL PROTOCOL, an
international air-pollution agreement for restrictions on
the use, emissions, and disposal of chemicals. It phased
out production of chlorofluorocarbons (CFCs), carbon

tetrachloride, and methyl chloride by 2000 and methyl
chloroform by 2002; and it limited production of CFCs
in 2015, phasing them out in 2030. Companies servicing
air conditioning for cars were required to purchase certi-
fied recycling. The act mandated warning labels on all
containers and products (e.g., refrigerators, foam insula-
tion) that enclose CFCs and other ozone-depleting
chemicals.

The Clean Air Acts have significantly impacted business
in the United States and air quality in the country. Accord-
ing to the Clean Air Trust, a nonprofit organization estab-
lished by former U.S. senators Edmund Muskie (Maine)
and Robert Stafford (Vermont), the Clean Air Acts have
been a “tremendous success.” Lead emissions have been
reduced by 98 percent primarily through removal of lead
from gasoline in 1978. Emissions of sulfur dioxide (acid
rain) and carbon monoxide emissions both decreased by
37 percent between 1987 and 1996.

Businesses have been required or motivated through
pollution rights to change technology, production meth-
ods, disposal practices, and emissions levels. Changes in
automobile technology, emissions from production
processes, and smokestack emissions are examples of busi-
ness responses to Clean Air act requirements. While not all
goals have been achieved, as Senator Muskie stated, “[I]t
was an ‘experimental law.’ It used innovative approaches to
achieve the desired results on a more timely basis than pro-
vided under any previous law.”

Further reading

“The Clean Air Act Amendments of 1990.” Available on-line.
URL: www.epa.gov/oar/cac/overview.text; Edmund S. Muskie.
“NEPA to CERCLA The Clean Air Act: A Commitment to Public
Health,” Clean Air Trust website. Available on-line. URL:
www.cleanairtrust. org./nepa2cercla.html.

Clean Water Act

Growing public awareness of water pollution and concern
for controlling it led to enactment of the Federal Water
Pollution Control Act Amendments of 1972. After being
amended in 1977, this law became commonly known as
the Clean Water Act, which established the basic structure
for regulating discharges of pollutants into U.S. waters. It
gave the ENVIRONMENTAL PROTECTION AGENCY (EPA) the
authority to implement pollution-control programs such
as setting wastewater standards for industry. The Clean
Water Act continued requirements to set water-quality
standards for all contaminants in surface waters, making it
unlawful for any person to discharge any pollutant from a
point source into navigable waters unless a permit was
obtained under its provisions. It also provided billions of
dollars for the construction of sewage treatment plants
under a construction-grants program and recognized the
need for planning to address the critical problems posed by
non-point source pollution.
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Subsequent laws modified some of the earlier Clean
Water Act provisions. Revisions in 1981 streamlined the
municipal construction-grants process, improving the
capabilities of treatment plants built under the program.
Changes in 1987 phased out the construction-grants pro-
gram, replacing it with the State Water Pollution Control
Revolving Fund, more commonly known as the Clean
Water State Revolving Fund. This new funding strategy
addressed water-quality needs by building on EPA-state
partnerships. Other provisions in the 1987 revisions cre-
ated programs to protect estuaries and focused attention
on urban runoff issues.

For many communities, funding through the Clean
Water Act facilitated needed construction of wastewater
treatment centers both for community health and Eco-
NOMIC DEVELOPMENT potential. When businesses look to
create or relocate production facilities, wastewater treat-
ment infrastructure is often a necessary component in
those decisions.

Further reading
Environmental Protection Agency website. Available on-line.
URL: www.epa.gov.

closely held corporation

A closely held or closed CORPORATION is a firm whose com-
MON STOCK is owned by only a few individuals (often man-
agement) and is not publicly traded. PROPRIETORSHIPS and
PARTNERSHIPs that eventually adopt the corporate form of
organization often remain as closely held corporations
with the original owners as the only stockholders. LEVER-
AGED BUYOUTs also result in firms being closely held.

In contrast are publicly owned corporations, large com-
panies whose stocks are widely owned and are traded pub-
licly. Usually closed corporations and publicly owned
corporations are subject to the same state corporation
laws. Many states, however, allow closed corporations
greater autonomy in the operation of their business affairs
than is granted to public corporations. For example, a
closely held corporation may be allowed to operate with-
out a BOARD OF DIRECTORS and be managed as if it were a
partnership. The Close Corporation Supplement to the
MODEL BUSINESS CORPORATION ACT (MBCA) allows SHARE-
HOLDERS in closely held corporations to have the same dis-
solution powers as partners in a partnership.

Closely held corporations may also institute superma-
jority voting requirements and restrictions on managerial
discretion of the board of directors. Since most closely held
corporations involve owner-managers, with some owners
having more voting rights than others, sometimes closely
held corporations establish rules such as requiring a three-
fourths majority, unanimous approval to terminate owner-
employees, or restricting management from reducing
company DIVIDENDS.

See also STOCK MARKET.

Further reading

Mallor, Jane P, A. James Barnes, Thomas Bowers, Michael J.
Philips, and Arlen W. Langvardt. Business Law and the Regulatory
Environment, 11th ed. Boston: McGraw-Hill, 2001.

Coalition for Environmentally Responsible Economies
The Coalition for Environmentally Responsible
Economies (CERES) is a group of environmental, investor,
and advocacy groups coordinating efforts to promote sus-
tainable development practices. (Ceres was the name of
the Roman goddess of fertility and agriculture.) CERES is
most known for its 10 principles, a 10-point code of envi-
ronmental conduct. Companies that commit to these prin-
ciples agree to “an ongoing process of continuous
improvement, dialogue and comprehensive, systematic
public reporting.” Following are CERES’ 10 principles.

Protection of the Biosphere We will reduce and make
continual progress toward eliminating the release of any
substance that may cause environmental damage to the air,
water, or the earth or its inhabitants. We will safeguard all
habitats affected by our operations and will protect open
spaces and wilderness, while preserving biodiversity.

Sustainable Use of Natural Resources We will make sus-
tainable use of renewable natural resources, such as water,
soils and forests. We will conserve non-renewable natural
resources through efficient use and careful planning.

Reduction and Disposal of Wastes We will reduce and
where possible eliminate waste through source reduction
and recycling. All waste will be handled and disposed of
through safe and responsible methods.

Energy Conservation We will conserve energy and
improve the energy efficiency of our internal operations
and of the goods and services we sell. We will make every
effort to use environmentally safe and sustainable energy
sources.

Risk Reduction We will strive to minimize the envi-
ronmental, health and safety risks to our employees and
the communities in which we operate through safe tech-
nologies, facilities and operating procedures, and by being
prepared for emergencies.

Safe Products and Services We will reduce and where
possible eliminate the use, manufacture or sale of products
and services that cause environmental damage or health or
safety hazards. We will inform our customers of the envi-
ronmental impacts of our products or services and try to
correct unsafe use.

Environmental Restoration We will promptly and
responsibly correct conditions we have caused that endan-
ger health, safety or the environment. To the extent feasi-
ble, we will redress injuries we have caused to persons or
damage we have caused to the environment and will
restore the environment.

Informing the Public 'We will inform in a timely man-
ner everyone who may be affected by conditions caused by
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our company that might endanger health, safety or the
environment. We will regularly seek advice and counsel
through dialogue with persons in communities near our
facilities. We will not take any action against employees for
reporting dangerous incidents or conditions to manage-
ment or to appropriate authorities.

Management Commitment We will implement these
Principles and sustain a process that ensures that the
BOARD OF DIRECTORS and CHIEF EXECUTIVE OFFICER are fully
informed about pertinent environmental issues and are
fully responsible for environmental policy. In selecting our
Board of Directors, we will consider demonstrated envi-
ronmental commitment as a factor.

Audits and Reports We will conduct an annual self-
evaluation of our progress in implementing these Princi-
ples. We will support the timely creation of generally
accepted environmental audit procedures. We will annu-
ally complete the CERES Report, which will be made avail-
able to the public.

CERES was established in 1988 when the Board of the
Social Investment Forum, an association of investment
firms and pension funds supporting SOCIALLY RESPONSIBLE
INVESTING, formed an alliance with environmental organi-
zations. A year later the group created the 10 principles
and began asking CORPORATIONS to endorse them.

Initially only environmentally friendly companies
adopted the principles, but in 1993 Sonoco became the
first Fortune 500 company to endorse them. By 2002
over 80 organizations and 70 companies have endorsed
the principles, including 13 Fortune 500 companies, all
of whom have benefited from endorsement of their com-
panies. The coalition monitors the practices of partici-
pating companies to ensure compliance with the
principles. As reported in a Wall Street Journal article, the
relationship between CERES and major companies is not
always harmonious.

The unlikely relationship between General Motors
Corp. and the Coalition for Environmentally Responsi-
ble Economies . . . resulted in GM decreasing pollution
at some of its factories—a step that the company says is
saving money by cutting energy bills and precluding
expensive government-mandated cleanups. The tie also
sheltered the auto giant from some criticism of its envi-
ronmental record. Along the way, the collaboration
became a high-profile example of a growing trend
within the environmental movement: using quiet nego-
tiation rather than noisy protest to change boardroom
behavior.

Further reading

Ball, Jeffrey. “Rocky Road: After Long Détente, GM, Green Group
Are at Odds Again,” Wall Street Journal, 30 July 2002; CERES
website. Available on-line. URL: www.ceres.org.

collective bargaining

Collective bargaining is the process through which repre-
sentatives of UNIONs and management negotiate a labor
agreement. The WAGNER ACT (National Labor Relations Act,
1935) defines collective bargaining as follows.

For the purpose of (this act) to bargain collectively is the
performance of the mutual obligation of the employer
and the representative of the employees to meet at rea-
sonable times and confer in good faith with respect to
wages, hours, and terms and conditions of employment,
or the negotiation of an agreement, or any question aris-
ing there under, and the execution of a written contract
incorporating any agreement reached if requested by
either party, but such obligation does not compel either
party to agree to proposal or require the making of a
concession.

This definition means that both labor and management
are required by law to negotiate wages, hours, and con-
ditions of EMPLOYMENT “in good faith”—that is, both
sides are negotiating, putting forth proposals, and
responding to proposals with counter proposals, though
neither side is required to agree with what is proposed
by the other side. Collective bargaining is seen by some
economists as a countervailing force against the power
of huge CORPORATIONS.

Through much of the early history of the United States,
the few unions that existed had limited power to represent
workers. Courts frequently treated unions as illegal crimi-
nal conspiracies and often sanctioned the use of police to
counter union activity. In the early 20th century, with the
expansion of industrialization in America, union member-
ship grew and federal legislation began to recognize the
rights of workers to organize and be represented by collec-
tive bargaining.

The Wagner Act was the third in a series of acts expand-
ing the power of organized labor. In 1926 Congress passed
the Railway Labor Act, regulating labor relations in the
railroad industry. The NORRIS-LAGUARDIA ACT (1932) limited
the circumstances in which FEDERAL COURTS could enjoin
strikes and picketing in labor disputes and also prohibited
federal-court enforcement of “yellow-dog” contracts
(under which employees agreed not to join or remain a
member of a union). The Wagner Act created the NATIONAL
LABOR RELATIONS BOARD (NLRB), gave workers the right to
organize and bargain collectively, and prohibited certain
labor practices that were perceived to discourage collective
bargaining, including

* interfering with employees’ rights to form, join, and
assist labor unions

e dominating or interfering with the formation or admin-

istration of a labor union

discriminating against employees in hiring, tenure, or

any term of employment due to their union membership
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e discrimination against employees because they have
filed charges or given testimony under the National
Labor Relations Act (NLRA)

e refusing to bargain collectively with any duly desig-
nated employee representative

The NLRB and numerous court decisions have inter-
preted what is good-faith collective bargaining and what
items are mandatory, permissible, and legal in collective-
bargaining negotiations. ARBITRATION and mediation are
often used to resolve collective bargaining disputes. The
TAFT-HARTLEY ACT (Labor-Management Relations Act, 1947)
rewrote NLRA powers, making secondary BoycoTTs an ille-
gal labor tactic, but also increased enforcement of collec-
tive-bargaining agreements.

In the 1980s, changes in the makeup of the NLRB
reduced union power in collective-bargaining agreements.
In the NLRB v. Bildisco (1984) case, the Supreme Court
upheld a decision that employers may file a Chapter 11
bankruptcy petition and immediately break an existing
collective-bargaining agreement without first communi-
cating with the union. Congress then changed the bank-
ruptey code, requiring companies to consult with unions
before using bankruptcy relief from collective-bargaining
agreements. Bruce Fisher and Michael Phillips write “The
Supreme Court has ruled that employers may shut down a
plant permanently without committing an unfair labor
practice, “provided the employer does not have the intent
to discourage unionization elsewhere.” Similarly, court
decisions have addressed whether a successor company is
liable for a collective bargaining agreement reached by the
previous owners. Fisher and Phillips summarize the NLRB
v. Burns International Security Services (1987) case, in
which the NLRB ruled that “although the new employer is
not bound by the substantive provisions of the predeces-
sor’s bargaining agreement, it has an obligation to bargain
with the union so long as it is in fact a successor to the old
employer and the majority of its employees were employed
by the predecessor.”

Employers can be charged with “Boulwareism,” a viola-
tion of the duty to bargain in good faith. Named after a
General Electric executive, Fisher and Phillips define
Boulwareism as “an employer’s careful study of all bar-
gaining issues before meeting the union, and presenting its
best offer to the union immediately on a take-it-or-leave-it
basis.” This process suggests a “closed-mind” attitude that
violates good-faith collective bargaining.

Further reading

Dessler, Gary. Human Resource Management. 7th ed. Upper Saddle
River, N.J.: Prentice-Hall, 1997; Fisher, Bruce D., and Michael J.
Phillips. The Legal, Ethical and Regulatory Environment of Busi-
ness. 4th ed. Eagan, Minn.: West Publishing, 1992; Mallor, Jane
P, A.James Barnes, Thomas Bowers, Michael J. Philips, and Arlen
W. Langvardt. Business Law and the Regulatory Environment. 11th
ed. Boston: McGraw-Hill, 2001.

collusion

Collusion is an agreement between two or more parties in
an effort to fraud or deceive. Collusion is often practiced
to coordinate efforts among firms, effectively lessening the
degree of competition among them. As a result, collusion
can be found in many areas of commerce.

An interlocking directorate, where a director sits on the
boards of competing corporations, is an example of collu-
sion. Because interlocking directorates facilitate the flow of
information between competing firms, this exchange of
knowledge reduces the competition between the two
firms. The result is that the relationship between the two
firms becomes more cooperative and coordinated and less
competitive. Because interlocking directorates lead to
more concentrated (more monopolistic or less competi-
tive) market conditions, they have been made illegal
(Clayton Act, 1914).

Collusion occurs most often in oligopolistic market
structures, where markets or industries are made up of
only a few firms. The output of these markets is concen-
trated in only a few firms, making the actions of each firm
much more significant than if these markets were compet-
itive, that is, comprised of many firms. Oligopoly, the pres-
ence of only a few firms in an industry, provides an optimal
climate for collusion; it is much easier to monitor the
actions of a few competitors than it is to keep an eye on
many firms.

Overt and covert agreements are common in oligopo-
lies. They take the form of social gatherings among the
industry leaders, trade association conventions, and lists of
representative prices. The goal of each of these practices is
to facilitate the exchange of information among the com-
peting firms in the industry. Price leadership is also com-
mon, either in the form of the dominant firm being the
price leader or the more subtle form of collusive price
leadership. As stated by economist E M. Scherer, “industry
members must recognize that their common interest in
cooperative pricing behavior overrides any centrifugal
aspirations toward independent behavior.”

The most overt form of collusion is the cartel. A cartel
is formed when a group of previously competing firms or
countries organizes to set prices and control aggregate
output from its members. Rather than competing against
each other, the members now cooperate and their actions
are coordinated. The United States’ motto is “E pluribus
unum,” translated “from many, one.” It portrays one
nation formed from many states. The same idea applies to
a cartel. Where there once were many competitors, now
there is the cartel of once-competing members. OPEC,
the Organization of Petroleum Exporting Countries, and
De Beers, the diamond cartel, are examples of successful
cartels.

In general, because collusion leads to more market
concentration rather than market competition, most
forms of collusion have been made illegal in the U.S. The
Sherman Antitrust Act (1890) and the Clayton Act
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(1914), and a few other acts outlaw various forms of
cooperation and collusion. These acts attempt to discour-
age anti-competitive practices improve and, thus, market
performance.

Further reading
Scherer, E M. Industrial Market Structure and Economic Perfor-
mance. Chicago: Rand McNally, 1970.

Commerce Business Daily

Commerce Business Daily (CBD) is a federal government
publication that lists notices of proposed government pro-
curement actions, contract awards, sales of government
property, and other procurement information. A daily pub-
lication, CBD usually contains 500-1,000 notices, each of
which appears only once.

The U.S. government is the single largest purchaser of
goods and SERVICES in the nation, buying approximately $1
trillion of products and services each year. Selling to the
government can be an important part of a firm’s business
operations, and the CBD is its major source of information.
Many businesses pay service companies to monitor the
CBD and alert them when procurement notices are listed
in their areas of interest. Selling to the government can be
daunting, since government procurement often involves
considerable paperwork and understanding a distinct cod-
ing system.

The idea behind the CBD is that, by using this form of
public notice, the government increases companies’ access
to its procurement, improving openness and increasing
competition to supply to the government. Only procure-
ment actions and CONTRACT awards over $25,000 are listed
in the CBD. Certain procurement activities are not
reported, including classified services and supplies and
those needed for an emergency. The CBD can be found in
federal depository libraries and on-line.

Further reading
Commerce Business Daily website. Available on-line. URL:
www.cbdnet.gov.

commerce clause

Section 8 of the U.S. Constitution grants Congress the
power to “regulate commerce with foreign nations and
among the several states, and with the Indian tribes.” This
section is referred to as the “commerce clause.” Originally
Congress was given this power in order to block protec-
tionist state restrictions. The original 13 states were, in
many ways, like small, independent countries and, with-
out the commerce clause, could have chosen to restrict
IMPORTS from other states. For example, for over 100 years
New Jersey financed its state government by levying a
transport tax on wagons moving goods from Philadelphia
to New York.

The U.S. Supreme Court has indicated in recent decades
that Congress has broad authority to regulate commerce
under the commerce clause, and that even internal state
commerce affecting interstate commerce can be regulated.
Many federal statutes, including some civil-rights laws, are
constitutionally based on the commerce clause. As a prac-
tical matter, the commerce clause, in conjunction with the
supremacy clause, supports the common economic market
of the United States by minimizing state regulatory TRADE
BARRIERS.

Congressional regulation of U.S. foreign commerce,
which has been much more controversial, is discussed
under EXTRATERRITORIAL JURISDICTION.

Further reading
Engdahl, David E. Constitutional Federalism in a Nutshell. Eagan,
Minn.: West Group, 1987.

commercial law

Commercial law concerns the sale and distribution of
goods, the financing of credit transactions on the security
of goods sold, and legal documents related to such transac-
tions (NEGOTIABLE INSTRUMENTS). In the United States, most
state commercial law is governed by the widely adopted
UNIFORM COMMERCIAL CODE (UCC). The UCC was heavily
influenced by civil law commercial code principles, partic-
ularly from Germany via Professor Karl Llewellyn.

Article 2 of the UCC details the law of commercial sales
contract formation (offer, counteroffer, acceptance), con-
tract excusal (unforeseen circumstances, force majeure),
interpretation of CONTRACTs, and contract-breach remedies
(DAMAGES, performance orders). Article 2A concerns lease
contracts, their formation, effects, performance, DEFAULT,
and remedies. Article 3 of the UCC governs “negotiable
instruments” (transferable documents representing title to
goods). Article 4 deals with bank deposits and collections,
Article 4A with the transfer of funds. Article 5 covers the
LETTER OF CREDIT, a bank-issued financing device common
to international sales transactions. Article 6 governs bulk
sales, Article 7 warehouse receipts and bills of lading. Arti-
cle 8 deals with investment securities and their issuance
and transfer. Article 9 concerns “secured transactions,”
such as when the buyer provides collateral to the seller to
guarantee payment. Typically in sales transactions, the col-
lateral is the goods being sold.

Further reading
Stone, Bradford. Uniform Commercial Code in a Nutshell. Eagan,
Minn.: West Group, 2001.

commercial paper

Commercial paper is a debt instrument—that is, a PROMIS-
SORY NOTE issued by large CORPORATIONS that are also finan-
cially strong. To minimize the risk associated with
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commercial paper, it is traded among only the largest, most
financially stable corporations, MUTUAL FUNDS, INSURANCE
companies, banks, and other large intermediaries. Com-
mercial paper is unsecured and short-term, with maturities
ranging from 30 to 270 days.

For firms with large amounts of excess cash, commer-
cial paper is a convenient, relatively risk-free way of earn-
ing interest on otherwise idle balances for short periods of
time. For example, a corporation may be saving up for the
payment of a cash DIVIDEND or seeking to retire a bond
issue. This pool of cash can be profitably and conveniently
invested for a short term via commercial paper.

For the borrower, commercial paper is a relatively inex-
pensive source of short-term capitaL. The interest rate on
commercial paper is always below the prime rate and, in
recent years, has closely paralleled T-bill rates.

See also INTEREST RATES.

Commodity Credit Corporation

The Commodity Credit Corporation (CCC), a federally
owned and operated entity, was created to stabilize, sup-
port, and protect American farmers’ INCOME and prices.
The CCC aids agricultural producers through LOANS, pur-
chases, payments, and other operations to support PRO-
pUCTION and marketing of agricultural commodities.
Initially a modest and popular government-support pro-
gram, it has recently become part of a controversial agri-
cultural subsidy issue.

When established in 1933, the CCC helped farmers
attempt to attain and maintain PARITY. During the GREAT
DEPRESSION, prices for farm probucTs dropped to near zero.
While farmers’ costs declined, farm incomes were severely
depressed. As portrayed in John Steinbeck’s classic novel
The Grapes of Wrath, many farmers left agriculture in search
of opportunities elsewhere. Initially incorporated as part of
President Franklin Roosevelts New Deal program to com-
bat the depression, in 1939 the CCC was transferred to the
U.S. Department of Agriculture (USDA). In 1948 it was
reincorporated as a federal corporation within the USDA.

The CCC’s programs and policies have changed many
times as U.S. policy toward agriculture and other eco-
nomic support programs has changed. When it was estab-
lished in 1933, a majority of U.S. congressional districts
had large agricultural constituencies. As the United States
has become more urbanized, agricultural political interests
have declined as consumer and taxation political clout has
expanded, and farm lobby power has also diminished.

Major CCC programs include

e Support activities. These include loan, purchase, and
payment programs for wheat, corn, oilseeds, cotton,
rice, tobacco, milk and milk products, barley, oats,
grain sorghum, mohair, honey, peanuts, and sugar.
Farmers may receive nonrecourse commodity loans
on most of these commodities at a designated rate per

unit (price) by pledging and storing a quantity of a
commodity as collateral. When the commodities are
harvested, farmers can choose to either pay back the
loan and sell on the open market or deliver the com-
modity to the government at the support price. In
years when market prices are higher than the support
price, farmers naturally sell on the open market.
When support prices are higher than market prices,
the government winds up owning large quantities of
agricultural commodities.

Two of the more controversial support programs are
sugar and tobacco. Support prices for sugar are frequently
significantly higher than world market prices, creating
subsidies for sugar producers and higher costs for con-
sumers. Tobacco support programs are both expensive and
ethically questionable. Paying U.S. farmers to produce a
harmful product is a dubious role for government.

e Inventory, disposal, and domestic food assistance programs.
When the CCC acquires commodities through either
collateral acquisition or nonrecourse loans, it stores and
processes commodities through contracts with commer-
cial warehouses. Sometimes the CCC will make loan-
deficiency payments to farmers, based on the difference
between the support price and the market price, rather
than having farmers deliver products to the agency. The
CCC sells commodities through its Farm Service Agency
office in Kansas City, Missouri. To reduce inventories, it
donates food commodities acquired through its price
support programs to the Bureau of Indian Affairs and
federal, state, and private agencies. The commodities are
used in school-lunch programs, summer camps, and
assistance of needy persons. Some commodities are pro-
vided to the U.S. military and federal and state prisons.

e Export programs. Through a variety of sales, payments,
export credits, and other activities, the CCC, along with
the Foreign Agricultural Services, promotes and sells
U.S. agricultural commodities abroad. Through the
Export Enhancement Program, the CCC pays cash to
U.S. exporters as a bonus, allowing them to sell in tar-
geted countries at prices matching those of subsidizing
competitors.

In 1996 the Freedom to Farm Bill, amending the CCC,
intended to reduce government subsidies of commodity
producers. Instead, when commodity prices declined to
near-record lows, the CCC was authorized to increase sup-
port for farmers to prevent further foreclosures and bank-
ruptcies among farmers. By 2001 farm subsidies,
distributed primarily through the CCC, amounted to over
$27 billion, but almost two-thirds of those funds went to
wealthy farm individuals and farm CORPORATIONS.

Supporting agricultural producers is a common practice
in both industrialized and developing countries. Many
international trade disputes center on “unfair” subsidies of
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domestic producers. Support for agricultural producers
traditionally has been a politically “sacred cow,” but as the
cost of subsidies and the balance of political power shifts,
programs like the CCC have come under greater scrutiny.

Further reading
Farm Service Agency website. URL:
www.fsa.usda.gov.; John Kelly, “Farm fund rules mean rich get

richer,” Beaufort Gazette, 10 September 2001, p. Al.

Available on-line.

Commodity Futures Trading Commission

The Commodity Futures Trading Commission (CFTC)
regulates FUTURES and OPTIONS markets in the United
States, protecting market participants against market
manipulation, abusive trading practices, and FrRauD. Cre-
ated in 1974, the CFTC was a response to growing use and
changes in futures and options markets. Traditionally, agri-
cultural commodities dominated futures trading, but
beginning in the 1970s, trading expanded to include
FINANCIAL INSTRUMENTS, foreign currencies, U.S. govern-
ment securities, and a variety of new commodity futures
contracts. The CFTC’s major activities include contract
review, market surveillance, and regulation of futures mar-
ket participants.

A futures contract is an agreement to buy or sell in the
future a specific quantity of a commodity at a specified
price. Most futures contracts consider that actual delivery
of the commodity could take place; however, some futures
contracts require cash settlement in lieu of delivery. For
example, the NEW YORK MERCANTILE EXCHANGE offers an
April contract in gold. Each contract is for 100 troy
ounces, which at $300 per ounce represents $30,000
worth of gold. Most futures contracts are liquidated before
the delivery date. An option on a commodity futures con-
tract gives the buyer the right to convert the option into a
futures contract. Futures and options must be executed
through a commodity exchange and almost always
through people and firms regulated by the CFTC.

The CFTC reviews all proposed futures and options
contracts. Before an exchange is permitted to trade a future
and option contract in a specific commodity, it must
demonstrate that the contract reflects the normal market
flow and commercial trading practices in the actual com-
modity. Normal trading practices are usually found in the
“cash” market for a commodity, but if market norms are
not well defined, the exchange must show why a contract
should be structured as they propose.

The CFTC monitors trading in all commodity futures
daily and can halt trading or take whatever action deemed
necessary to restore order in any futures contract being
traded. Trading in specific commodities is often conducted
by relatively few individuals. Hedgers take a position in
order to reduce the risk of financial loss due to a change in
the price of their assets, while speculators hope to profit
by correctly anticipating changes in the price of an option

or futures contract. In any market where there are rela-
tively few participants, there exists the potential for mar-
ket manipulation, raising or lowering prices by a few
powerful individuals. For example, during the early 1980s,
silver prices rose from $5 to over $50 per ounce, only to
quickly fall back to the $5 range. Billions of dollars were
made and lost in the silver market, and individuals were
accused of market manipulation.

Companies and individuals who manage customer
funds or give trading advice must apply to the National
Futures Association, a self-regulating organization
approved by the CFTC. The CFTC also requires registrants
to disclose market risks and performance information to
customers. One of the relatively new roles of the CFTC is
to oversee trading in derivatives, contracts whose value is
based on the value of the underlying financial asset or
security. Derivatives LEVERAGE existing futures contracts,
which in turn leverage the commodity they are based on.
Leveraging allows buyers and sellers to benefit (or lose)
from small changes in market prices while only having to
pay a small percentage of the value of the contract being
traded.

Further reading
Commodity Futures Trading Commission website. Available on-
line. URL: www.cftc.gov.

commodity markets

Commodity markets are markets where basic goods and
materials are exchanged. Commodity markets can be as
small as a local farmers market or as large as the cHicAGO
BOARD OF TRADE (CBOT), the first commodity exchange in
the United States (established in 1848). Generally com-
modity markets are located near historic centers of prO-
DUCTION of major commodities or in major cities like
Chicago and New York.

In the 19th century, the major commodity markets pro-
vided trading opportunities primarily in agricultural
PRODUCTS. Initially the CBOT focused on grain trade,
allowing farmers and other agricultural industry members
to hedge or reduce their risk of price changes by using
FUTURES contracts. Similarly, the CHICAGO MERCANTILE
EXCHANGE (CME), created in 1898 as the Chicago Butter
and Egg Board, allows investors, managers, and
broker/dealers to reduce risk in business transactions. As
ECONOMIC CONDITIONS changed, commodity markets like
the CBOT and the CME expanded their trading to include
currency futures, interest-rate futures, and stock-index
futures.

Most commodity markets determine current market
prices, called the cash price, by the interaction of buyers
and sellers (DEMAND and suppLy). The CBOT and other
commodity exchanges have colorful “pits” where traders,
using hand signals, execute orders to buy and sell com-
modities and futures contracts. Within any major com-
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modity market there is a variety of participants, including
buyers, sellers, hedgers, floor traders, and speculators.
Buyers are representatives of food companies purchasing
commodities for use in production. Sellers are representa-
tives of commodity producers.

Hedgers are firms and individuals who make purchases
and sales in futures markets for the purpose of establishing
a known price, weeks or months in advance, for com-
modities they intend to buy or sell in the cash market.
HEDGING allows them to protect themselves against the risk
of an unfavorable price change in the time before they are
ready to buy or sell in the cash market. To a commodity
producer, a decline in prices between the present and
when the commodity will be available would be unfavor-
able. To a cereal company, where grains are input in pro-
duction, a rise in commodity prices would be unfavorable.
Both buyers and sellers of commodities can protect them-
selves against price changes.

For example, a farmer or farm corporation may plant
1,000 acres of winter wheat in the fall. Winter wheat is not
harvested until the next year. The farmer knows that his-
torically his/her land yields an average of 60 bushels per
acre, so they expect to have 60,000 bushels at harvest time.
The farmer can “lock in” the current price for wheat by
selling 12 wheat futures contracts at the current price, say
$2.90 per bushel. (The standard futures contract for wheat
is 5,000 bushels.) If, in the interim, the price of wheat
rises, the farmer will buy back the futures contracts at a
higher price, losing money in the futures market, but then
sell his or her wheat at the higher price in the cash market.
If the price of wheat declines, the farmer will buy back the
futures contracts at a lower price, profiting in the futures
market, but then sell his or her wheat at a lower price in
the cash market.

In addition to buyers, sellers, and hedgers, many com-
modity markets include floor traders and speculators.
Floor traders are individuals who buy and sell for their
own accounts. Like day traders in STOCK MARKETs, they buy
and sell rapidly, hoping to earn prOFITS based on small
changes in prices. Floor traders also provide liquidity to
commodity markets. Speculators seek to profit based on
anticipated changes in futures prices. Speculators will “go
long,” purchasing futures contracts, or “go short,” selling
futures contracts based on expectation that the price will
decline, and profit by the difference. As one trading com-
pany states, “Commodity trading is risky and is not suit-
able for everyone.”

Historically commodity-markets futures trading was
designed to protect producers and manufacturers using
commodities from price changes. Today commodity
exchanges are used by a variety of nonagricultural buyers
and sellers, such as power companies and airlines
attempting to lock in their cost of fuel, multinational
companies locking in their revenue or costs in other cur-
rencies, and investment companies locking in their cost
or price of capITAL.

Further reading
“Understanding Opportunities and Risks in Futures Trading,”
Association. Available on-line. URL:

National Futures

www.nfa.org.

common law (case law)

Common law, also called case law or Anglo-American law,
refers to the legal system developed in the common-law
courts of England since the Middle Ages and transferred to
much of the English-speaking world and Commonwealth
nations, including the United States. It is distinguished
from the civil-law system used in continental Europe and
in the areas of other continents conquered and ruled by
continental nations.

The common law evolved as a body of customary law
based on judicial decisions and reports of decided cases of
the common-law courts. Decisions by English grand
juries, kings, magistrates and trial juries were written
down and eventually catalogued according to the type of
case. When the courts were called on to decide similar
issues in subsequent cases, they reviewed the earlier deci-
sions, and if they found one that was logically analogous
to the contemporary case, they applied the principle of the
earlier decision. This doctrine is called stare decisis—Latin
for “to stand by decided matters.” The common law thus
consists of court opinions in specific disputes that state
legal principles and must be followed in subsequent court
cases about the same type of dispute.

The principle of stare decisis is the essence of common-
law jurisprudence. Judges are usually reluctant to discard
well-established rules. At the same time, the principles
should reflect contemporary social values, and sometimes
they have to be changed or modified to keep up with the
times. For this reason, judges always attempt to write rea-
soned judgments, especially when their decisions mark a
departure from the established precedent. However, differ-
ent courts apply this general policy with varying degrees of
strictness. The English courts, for instance, are inclined to
be more rigorous than American courts in its application.

During America’s colonial period, most of the English
common-law tradition and many of the English statutes
became firmly entrenched, though modified to some
extent in accordance with the religious and cultural beliefs
of the colonists. At the time of independence, the basic
legal system did not change. The major difference was the
creation of the U.S. Constitution, ratified in 1789. After
that, the laws of Parliament and the edicts of King George
III no longer had any power in the new United States. The
Constitution became the foundation on which the Ameri-
can legal system was built. Both the law inherited from
England and that enacted by Congress and state legisla-
tures eventually had to stand the test of constitutionality in
order to determine their validity.

In the centuries of American history following independ-
ence, the English common-law tradition has been modified
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to some extent. A number of common-law institutions have
been rejected. For instance, in America, on death intestate
(i.e., dying without leaving a will), all of the children
inherited land and not just the eldest son, as was the case
in England. Leaseholds owned by feudal landlords were
replaced by freeholds in the American context, and there
were no ecclesiastical (church) courts in America. Even in
England, modern-day common law is considerably differ-
ent from its feudal roots, and statutory law is widespread.

Especially during the past century, statutes and admin-
istrative regulations have become more important as
instruments to make new law and to codify (put into a
written, prescriptive form) broad principles developed by
the case law. Even so, judge-made law remains an impor-
tant component of American law. The courts in common-
law jurisdictions have the right to interpret statutes, but
they must do so in accordance with the rules of statutory
interpretation. In the United States, the general policy of
the courts has been to attempt to interpret the statute in
the light of the legislature’s intention. In England, on the
other hand, the literal rule of interpretation is the pre-
dominant approach, i.e., the statute should be read liter-
ally, without reference to legislative intent.

Many laws affecting business evolve gradually through
a series of court decisions. Major U.S. businesses closely
watch product-liability, worker rights, environmental, and
other court judgments. Companies and consumers
(through their attorneys) often choose particular court
venues where recent decisions have been advantageous to
their interests.

One of the most widely reported issues involves tobacco
companies’ litigation. After decades of winning court deci-
sions that smokers made the choice to smoke, in the mid-
1990s, with new evidence that the companies knew their
product was addictive, juries began finding in favor of
smokers, creating an avalanche of lawsuits leading to the
1999 TOBACCO SETTLEMENT.

Further reading

Burnham, William. Introduction to the Law and Legal System of the
United States, 3d ed. Eagan, Minn.: West Group, 2002; Meador,
Daniel J., and Frederick G. Kempin, Jr. Historical Introduction to
Anglo-American Law in a Nutshell, 3d ed. Eagan, Minn.: West
Group, 1990.

common stock, preferred stock, treasury stock

Stock is an ownership interest in a corporation. If a COr-
PORATION issues only one type of equity security, it is called
common stock, the kind normally issued by corporations.
The common stockholders are the residual EQuITY in the
corporation and are the only class of stockholders to have
voting rights, one vote for each common share owned.
Most common stock also carries a preemptive right, where
existing stockholders have the privilege to purchase new
issues before they are offered to the public for sale. This

allows current stockholders to maintain the same percent-
age ownership in the corporation after a new issue is sold
as they had prior to the new offering. The preemptive right
is also crucial in preventing a dilution of value for existing
stockholders when a new stock issue is sold at a lower
market price than previous shares.

Par-value common stock and no-par-value common
stock are issued by corporations. Originally conceived to
establish a minimum legal CAPITAL to serve as protection
for creditors, par value has little significance today. How-
ever, it still remains that if a common stock has a par value,
that stock cannot be initially offered at less than its par
value. When common stock is issued at a price above its
par value, the excess of price over par value is recorded in
the equity account: Contributed Capital in Excess of Par
Value, Common Stock.

Preferred stock is also an equity security, but unlike
common stock, it carries no voting rights. Preferred stocks
have par values, a percentage of which is paid to the pre-
ferred stockholders when DIVIDENDs are declared. Preferred
stock is named for the dividend preference that preferred
stockholders enjoy over the common stockholders. The
three types of dividend preference, listed here from the
weakest to the strongest in terms of dividend-earning
power, are current dividend preference, cumulative divi-
dend preference, participating dividend preference.

Current dividend preference requires the preferred
stockholders to receive dividends from a current dividend
being paid and common stockholders to receive dividends
only if there is any current dividend remaining after the
preferred stockholders have been paid in full. In the case
of a small dividend where there are insufficient funds to
pay dividends to all stockholders, the preferred stockhold-
ers will receive dividends, and the residual, if any, will be
shared by the common stockholders.

Cumulative dividend preference operates much in the
same way as current dividend preference, but it is more
powerful. In years when there is no dividend declared by
the BOARD OF DIRECTORS or when the declared dividend
has been so small as to be insufficient to pay in full the
preferred dividends, the dividends which the preferred
stockholders are entitled to but have not yet received are
called “dividends in arrears.” Cumulative dividend pref-
erence requires dividends in arrears to be paid before any
other distributions of a current dividend. After the divi-
dends in arrears are caught up and paid, then current div-
idend preference is applied to the remaining dividends to
be distributed.

Participating dividend preference operates like cumula-
tive dividend preference, except that when the cumulative
dividend preference has been satisfied, the preferred stock-
holders then share the remaining dividends to be distrib-
uted with the common stockholders on a pro rata basis. By
taking a larger share of the declared dividends, these divi-
dend preferences benefit the preferred stockholders at the
expense of the common stockholders.
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Like common stock, when preferred stock is issued for
more than its par value, the excess of price over par value
is recorded in the equity account: Contributed Capital in
Excess of Par Value, Preferred Stock. The issuance of com-
mon and preferred stocks is an important source of capital
for corporations.

For a variety of reasons, occasionally a corporation
will purchase (buy back) its own shares from the open
market. Stock shares that have been previously issued
but repurchased by the issuing corporation are called
treasury stock. Treasury stock has the status of “issued,
but not outstanding.” The custom of “one vote per
share” does not apply to treasury stock as long as it is
held by the issuing corporation. Treasury stock is a con-
tra equity account, has a normal debit balance, and
reduces total stockholder equity as long as it remains not
outstanding.

comparable worth (comparable pay, pay equity)
Comparable worth (also referred to as comparable pay or
pay equity) is the idea that workers should receive equal
pay for work of equal value. Comparable worth is most
closely associated with differences in pay by gender. In the
late 1960s, working women in the United States received
only 59 percent of what working men were earning. Dur-
ing the 1980s, led by women in Oregon, pressure for pay
based on comparable worth became a widely debated
issue. Supporters argued women were shuttled into lower-
paying professions, particularly education and nursing,
and subjected to sex stereotyping, amounting to decades of
undervaluing work done by women. In Oregon, women
working for the state confronted the state legislature and
described their job responsibilities. When asked to guess
their pay, the legislators overestimated women’s pay by at
least 15 percent.

The efforts of women in Oregon led to pay-equity proj-
ects where jobs were evaluated and compared according
to the level of skill, effort, and responsibility required for
the job. This resulted in numeric rankings of jobs and
equalization of pay based on rankings. While comparable-
worth legislation grew in Canada, with most provinces
passing legislation calling for achieving equal pay for
work of equal value, in the United States comparable-
worth laws have been limited to local and state public-
sector workers. The EQUAL PAY ACT of 1963 has been
interpreted in the courts as requiring equal pay only for
workers in the same job and therefore has not affected
efforts to equalize pay for jobs that are dissimilar but of
equal skill and value.

By 1999 women workers in the United States were earn-
ing 75 percent of what men were earning, reflecting their
increasing shift away from traditional, low-paying occupa-
tions. The change also reflects a robust economy that has
raised most workers’ wages, due largely to efforts achiev-
ing pay based on comparable worth.

Further reading
Hallock, Margaret. “Pay Equity: The Promise and the Practice in
North America,” Labour & Industry 10 (December 1999): 53.

comparative advantage

The law of comparative advantage is the principle that
firms, people, or countries should engage in those activi-
ties for which their advantage over others is the largest
or their disadvantage is the smallest. First articulated by
English economist David Ricardo (1772-1823), the law of
comparative advantage demonstrated that both weak and
strong nations benefit from trade by doing those things
they do relatively more efficiently than others. At the time,
Ricardo’s ideas were revolutionary. The predominant eco-
nomic doctrine, MERCANTILISM, espoused accumulation of
WEALTH in the form of precious metals and maintaining a
favorable TRADE BALANCE. The idea of comparative advan-
tage was used to convince the English parliament to
replace protective TARIFFs with a FREE TRADE policy. England’s
success with these changes influenced other countries to
change their policies.

Comparative advantage is based on relative costs and
exchange. Considering the alternative, self-sufficiency,
raises the question whether quality of life would improve
or decline if one had to produce everything one consumed.
There are few people who have the skills and other
resources to come close to matching the quality of life they
currently have in an economic system based on specializa-
tion and exchange.

Relative costs are also critical to the idea of comparative
advantage. If one person (firm or country) can do some-
thing well, the oPPORTUNITY cOST (the value of the output
foregone) of not using those resources in that capacity is
quite high. Meanwhile the opportunity cost of using per-
sonal skills and resources in production of what one does
well is relatively low. For example, Tiger Woods plays golf
exceptionally well and earns significant INCOME doing so.
Knowing golf courses, Mr. Woods could also probably do
an excellent job cutting the grass on the courses he plays.
If he chose to cut grass, his opportunity cost would be the
income foregone from playing and winning on a lot of golf
courses. By playing golf, Mr. Woods sacrifices the income
he could earn cutting grass, but that is quite small com-
pared to his income from playing golf.

The same principal, relative costs, applies to specializa-
tion and trade among firms and countries. In the last
decade, one of the trends in American business has been
OUTSOURCING. Firms are finding it less expensive to pay oth-
ers for skills or products that would be expensive to pro-
duce internally. Advances in communication technology
are allowing firms to contract out a variety of service needs,
including many human resource, accounting, and develop-
ment functions. Increasingly U.S. countries are contracting
for billing, engineering, and technology services with
skilled English-speaking professionals around the world.



compensation and benefits 79

For the last two centuries, economists have studied the
concept of comparative advantage, looking for the sources
of relative-cost advantages. The Heckscher-Ohlim theorem
suggests that relative factor endowments of countries are
the principal determinant of comparative-cost differences.
According to this theory, countries with highly skilled
workers will have an advantage in the PrRoDUCTION of goods
and SERVICES requiring skilled labor. Countries with signif-
icant mineral resources will have a comparative advantage
in the production of those minerals. Empirical studies
have both supported and challenged the Heckscher-Ohlim
theorem. Other research suggests DEMAND considerations,
ECONOMIES OF SCALE, and technology are important sources
of comparative advantage. Governments sometimes
attempt to create comparative advantage through subsidies
to important domestic industries and tariffs placed on
imported products.

Further reading

Folsom, Ralph H., and W. Davis Folsom. Understanding NAFTA
and Its International Business Implications. New York: Matthew
Bender/Irwin, 1996; Ruffin, Roy J., and Paul R. Gregory. Princi-
ples of Economics, 7th ed. Boston: Addison Wesley, 2001.

compensation and benefits

Compensation and benefits comprise the total rewards
package that an employee receives for performing a job.
Compensation is considered direct pay, since it is the
amount of money the employee receives. Benefits are indi-
rect pay, since they are monetary equivalents that can be
converted later into cash or used to pay for selected
expenses. For every dollar paid in compensation, the
CHAMBER OF COMMERCE estimates that 39—40 percent is
spent for indirect compensation, leaving 60-61 percent
for direct compensation. These are composite averages;
individual companies and specific situations may vary
considerably.

Three factors influence the average pay for the organi-
zation and each employee’s specific pay: (1) competitive
pressures from forces outside the organization, (2) the
company’s desire to compensate all of its employees fairly
and equitably, and (3) what the individual employee
brings to the organization.

The primary external pressure affecting pay rates comes
from other companies within the marketplace (the geo-
graphical region in which companies recruit applicants).
Each employer is in competition with other companies for
applicants of similar qualifications. The competition may
group employees within common industries or by level of
knowledge, skills, and abilities. Through area surveys,
companies identify what the collective marketplace pays
and set their pay scales accordingly. Companies can pay
less than others, more than others, or at the market aver-
age. The most common philosophy is to pay competitively
(e.g., “at” the market scale), but a primary factor is the

firm’s ability to pay. Companies that can pay more than
market scale are likely to be able to generate a larger pool
of higher-qualified applicants, which translates to less
required training time and higher operating efficiencies.
Companies that pay less than market scale may be recent
entrepreneurial start-up firms with limited cAPITAL. Some-
times these firms offer stock ownership incentives to
attract highly qualified applicants. Compensation is
directly linked the market’s pEMAND for the products or
services offered and the profits the company earns.

Every employee wants to be paid fairly in comparison
with other employees. However, before pay rates are con-
sidered, each position needs to be studied and compared
with other positions to assure an accurate hierarchy of
jobs. This process assures internal equity, which is the
second force that strongly shapes the company’s compen-
sation philosophy. Assuring internal equity requires that
the company perform a thorough task analysis of each
position. Task analyses look at the actual work performed
by the job incumbent (job content) and the physical
environment in which the work is performed (job con-
text). In addition, the education, experience, knowledge,
skills, and abilities of the desired job incumbent are iden-
tified. Common tasks are grouped and written into
responsibility statements. Responsibility statements,
budgetary responsibilities, reporting relationships, and a
position summary statement are the bases for the job
description. Care must be taken to ensure that essential
job duties are accurately identified. (See EMPLOYMENT for
additional information about this concern.) The job
descriptions are then either compared to each other or to
a predetermined measuring technique to determine their
level of importance to the company. Job evaluations lead
to the creation of a job hierarchy in which positions are
listed in order of importance from most important to
least important. Frequently positions are then grouped
into labor (or salary) grades, and wage ranges are
assigned using market survey data.

Individual considerations that are unique to each
employee influence the actual salary or wage paid to the
employee after the monetary range is defined. Individual
salary determinants include the desire of the employer to
hire the candidate, the level of performance as reflected by
formal PERFORMANCE APPRAISALS, negotiating strength during
the employment process and sometimes after employment,
and suppLY and demand. Supply and demand recognizes the
prevalence of applicants with unique knowledge and expe-
riences in the recruiting area and the extent that the com-
pany needs someone with those unique capabilities.

A major portion of the employer’s compensation
expenses is allocated to pay for benefits that the company
is either required to provide or offers voluntarily. Benefits
that are voluntarily offered by employers are divided into
three primary categories: (1) paid time off, (2) group
INSURANCE, and (3) capital accumulation. Paid time off
includes vacations and holidays but also may include
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work breaks, clean-up time at the end of the shift, sick
pay, and personal time. Group insurance frequently
includes medical, dental, life, and disability coverage.
Capital accumulation includes the employers’ portion of
SOCIAL SECURITY payments and a wide variety of retirement
benefit alternatives. Legally required benefits include
Social Security, UNEMPLOYMENT insurance, WORKERS' COM-
PENSATION, and, in many cases, time off to attend to family
medical needs. In a few states, employers are required to
offer personal disability benefits, but this varies widely
from state to state.
See also EMPLOYEE BENEFITS.
—TJohn B. Abbott

competition

Competition has many meanings depending on the con-
text in which the term is used. Almost all American busi-
nesspeople will say their market is highly competitive.
Such business owners are concerned with both the
actions of current competitors and the threats of poten-
tial competitors.

Companies often develop competitive strategies to dif-
ferentiate themselves from other firms in their competitive
environment. In this context, competition refers to the
marketing strategies, product, pricing, distribution, or pro-
motion strategies a firm uses to distinguish its offerings
from competitors’ offerings. A competitive environment is
influenced by the actions of direct competitors, marketers
of products that are substitutes for one another, and other
marketers competing for the same consumers’ purchasing
power.

Sales managers use competition to motivate employees.
In this context, competition is directed toward achieving a
goal or measuring performance against other employees in
the company. Sometimes sales managers will implement
competitive PRICING STRATEGIES—that is, strategies
designed to neutralize price as a competitive variable. A
price-matching policy is one form of competitive pricing
strategy.

The most common kind of competition is economic or
market competition. This can range from a mMoNOPOLY, a
market with only one seller, BARRIERS TO ENTRY, and no
close substitutes; to PERFECT COMPETITION, a market with
many sellers of similar products and ease of entry into the
market. A market where there are many sellers of differen-
tiated products is called MONOPOLISTIC COMPETITION. Per-
fectly competitive markets have the greatest degree of
competition, while monopolistic markets have the least
competition.

Business managers also use the term nonprice competi-
tion—that is, competing with other firms based on style,
service, quality, availability, credit, or anything other than
price. Nonprice competition is prevalent in markets where
there are only a few firms (oLiGoPOLY).

See also MARKETING STRATEGY.

competitive advantage

Every day American businesses supply myriad products
and services to consumers. The rational consumer is look-
ing for the best value that can be found within his/her
budget. Buyers evaluate products and services based on a
variety of criteria. The primary purchasing criteria is the
product’s ability to satisfy the consumer’s immediate need,
but other decision criteria include price, appearance, qual-
ity, warranty, and service.

Producers understand consumers’ buying habits and try
to design into a product or service some unique character-
istics that similar products from other producers do not
have. Each producer hopes that the uniqueness of his or
her product will induce the consumer to buy it instead of
products made by other companies. This added unique-
ness, intended to increase sales, is known as a competitive
advantage.

Within the economic marketplace, producers also study
products and services that compete with their own. If one
company redesigns a product and includes new features,
improves quality, or increases the product warranty, the
changes are advertised with the goal of increasing the sales
of their product and take potential sales away from the
other producers. The uniqueness of competitive advan-
tages like these, however, can be easily copied and dupli-
cated by other producers. So most competitive advantages,
such as quality, warranty, appearance, and product packag-
ing, are short-lived.

Companies seek a competitive advantage that is not
only unique but also is sustainable over extended periods
of time. If the advantage cannot be easily duplicated, then
it is sustainable over time. Probably the only sustainable
competitive advantage that a company has is its employ-
ees—the human resources of the organization. It is only
through a motivated, challenged, and rewarded workforce
that the continuous stream of innovative new and
improved products, with controlled manufacturing and
distribution costs, can be developed and maintained.

—TJohn B. Abbott

competitive intelligence See MARKET INTELLIGENCE;
SOCIETY FOR COMPETITIVE INTELLIGENCE PROFESSIONALS.

compounding, future value

Compounding is the process of finding an unknown future
value from a known present value. Using a time line, com-
pounding is moving forward in time from the present to
some point in the future. Given the time value of money
(assuming that INTEREST RATES are always positive), future
values are always larger than present values.

For deposits and other INVESTMENTs where interest can,
in turn, earn interest, compounding can be quite powerful,
especially at higher rates of interest. Because INFLATION
builds upon itself—that is, it compounds—uncontrolled
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inflation is quite damaging to the value of money and its
PURCHASING pOWer.

For a lump sum, the future value of some present
amount is determined by the compounding formula FV,, =
PV[1+ir]", where FV, is the future value at some future
point in time n, PV is the present value (the current amount
of the lump sum), ir is the interest rate (expressed in deci-
mal form) applicable to the situation in question, and the
exponent n is the same future point in time for which the
future value is to be determined. For instance, find the
future value in three years of a current deposit of $100 at
10 percent compounded annually: FV3 = 100 [1.10]3. Sim-
plifying the formula reduces this to FV3 = 100[1.331] =
133.10. Notice that 10 percent of $100 is $10, yet the future
value adds more than $10 interest per year for three years
to the lump sum. Compounding (interest earning interest)
added $3.10 to this lump sum over three years.

It is sometimes necessary to determine the future value
of an aNNUITY. While there is a formula for this, it is much
easier to use a commonly published table of interest fac-
tors. For compounding, there are tables of future-value
interest factors for lump sums (FVIFs) and for annuities
(FVIFAs). To find the future value of a lump sum: FV,, =
PV[FVIFLH], where FVIF is the lump-sum future-value
interest factor for some interest rate i and for some time
period n. To find the future value of an annuity: FVA, =
PMT[FVIFA,; ,], where PMT is the regular annuity payment
and FVIFA is the annuity future-value interest factor for
some interest rate i and for some time period n.

While using the published tables of future-value inter-
est factors is easier than manually doing the number-
crunching, it is much more convenient to find future
values for lump sums and annuities using a financial cal-
culator. Remembering that the interest factor tables carry
the interest factors to only four digits to the right of the
decimal, the results obtained from the use of a financial
calculator are more accurate than using the tables. The
published interest factor tables list interest factors only for
whole-number interest rates. A financial calculator can
compound using any interest rate.

See also RULE OF 72.

Comptroller of the Currency
The Comptroller of the Currency directs the Office of the
Comptroller of the Currency (OCC), which charters, reg-
ulates, and supervises all national banks. The office also
supervises the federal branches and agencies of foreign
banks. Headquartered in Washington, D.C., the OCC has
six district offices and an office in London to supervise the
international activities of national banks.

The four objectives of the Comptroller of the Cur-
rency are

e to ensure the safety and soundness of the national
BANKING SYSTEM

e to foster COMPETITION by allowing banks to offer new
products and services

e to improve the efficiency and effectiveness of OCC
supervision, including reducing regulatory burden

e to ensure fair and equal access to financial services for
all Americans

In 1861 Secretary of the Treasury Salmon P. Chase rec-
ommended the establishment of a system of federally char-
tered national banks, each of which would have the power
to issue standardized national bank notes based on U.S.
BONDS held by the bank. In the National Currency Act of
1863, the administration of the new national banking sys-
tem was vested in the newly created OCC and its chief
administrator, the Comptroller of the Currency.

The law was completely rewritten and reenacted as the
National Bank Act (1864), which authorized the Comp-
troller of the Currency to hire a staff of national bank
examiners to supervise and periodically examine national
banks. The act also gave the Comptroller authority to reg-
ulate lending and investment activities of national banks.
Today the Comptroller is appointed by the president, with
the advice and consent of the Senate, for a five-year term.
The Comptroller also serves as a director of the FEDERAL
DEPOSIT INSURANCE CORPORATION (FDIC) and of the Neigh-
borhood Reinvestment Corporation.

OCC examiners conduct on-site reviews of national
banks and supervise bank operations. The agency issues
rules, legal interpretations, and corporate decisions con-
cerning banking, bank investments, bank community
development activities, and other aspects of bank opera-
tions. National bank examiners supervise domestic and
international activities of national banks and perform cor-
porate analyses. Examiners analyze a bank’s loan and
INVESTMENT portfolios, funds management, CAPITAL, earn-
ings, liquidity, sensitivity to market risk, and compliance
with consumer-banking laws, including the Community
Reinvestment Act. They review the bank’s internal con-
trols, internal and external AUDITING, and compliance with
the law. They evaluate the bank management’s ability to
identify and control risk, particularly maturity matching
(DURATION), and maintain collateral documentation.

In regulating national banks, the OCC has the power to

e examine the banks

e approve or deny applications for new charters,
branches, capital, or other changes in corporate or
banking structure

 take supervisory actions against banks that do not com-
ply with laws and regulations or otherwise engage in
unsound banking practices (i.e., remove officers and
directors, negotiate agreements to change banking prac-
tices, and issue cease-and-desist orders as well as civil
money penalties)

e issue rules and regulations governing bank invest-
ments, lending, and other practices
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One of the reasons Congress passed the National Cur-
rency Act was to finance the Civil War. Although national
banks no longer issue currency, they continue to play a
prominent role in the nation’s economic life. Today the
OCC regulates and supervises more than 2,200 national
banks and 56 federal branches and agencies of foreign
banks in the United States, accounting for more than 55
percent of the total AsseTs of all U.S. commercial banks.
Any bank with “national” in its name is chartered under
the OCC. Banks can also choose to be chartered under
state banking laws.

The OCC does not receive any appropriations from
Congress. Instead, its operations are funded primarily by
assessments on national banks. National banks pay for
their examinations, and they pay for the OCC’s processing
of their corporate applications. The OCC also receives rev-
enue from its investment INCOME, primarily from u.s.
TREASURY SECURITIES.

Further reading
Office of the Comptroller of the Currency website. Available on-
line. URL: www.occ.treas.gov.

computer-aided design, engineering, and manufacturing
Computer-aided design, engineering, and manufacturing
(CAD, CAE, and CAM, respectively) are three stages in the
industrial process that utilize computers to aid in the proO-
DUCTION of goods and services. CAD includes designing
and drafting a product for manufacture. Many Americans
have seen CAD systems in architects’ offices, where archi-
tects take customers’ ideas and requirements and create a
computer model of the home or office. In a manufacturing
environment, a client company or marketing division
within the company will develop ideas for products which
are then designed using a CAD system.

CAE is the use of computer systems to define and refine
the tooling needed to produce a product. As Gary S. Vasi-
lach reports, “If you can design for manufacturability, you
are well on your way to minimizing variability and achiev-
ing zero defects. . . . Run the part through more electronic
versions. Do more testing. Get it right. Pack more upfront
engineering into the same time frame.”

CAM, also called computer-integrated manufacturing
(CIM), includes manufacturing engineering tasks such as
programming numerically controlled machine tools and
generating process plans outlining the steps needed to pro-
duce a part. CAM includes links to factory automation
equipment and production management as well. CAM sys-
tems often include quality-control systems, materials and
components testing, and monitoring of final products to
ensure that they are within tolerance specifications.

CAD, CAE, and CAM flourished in the 1980s and early
1990s as computers became more powerful and able to
handle more complex quantitative relationships. As Vasi-
lash states, manufacturers adopted computer-controlled

machine tools to improve efficiency and precision. Their
problem “was being able to feed those machines with data
in a timely manner. At the same time, people were looking
at the ways and means to automate designs, to create draw-
ings faster. Thus, there were two different systems.” Since
then CAD/CAM systems including hardware, software,
networks, and factory floor equipment have been inte-
grated into complete systems. Many computer companies
developed specialized systems for each industry. One com-
pany, Policy Management Systems, Inc., developed soft-
ware systems just for INSURANCE companies, allowing
parent companies and agents throughout their system to
write policies, assess risks, and manage operations. In
some industries, like architecture, standardized, off-the-
shelf CAD/CAM systems are available, while in many
industries customized systems are designed. CAD/CAM
systems are becoming increasing sophisticated and, with
INTERNET communications, allow collaboration among
design and manufacturing teams organized globally.

Further reading

Krouse, John, et al. “CAD/CAM basics,” Machine Design 61, no.
15 (20 July 1989): C16-C22,; . “CAE, CAD, and CAM at
CML.” Production, 102, no. 5 (May 1990): 58-60; Vasilash, Gary
S. “What Manufacturing Managers Should Know about CAD,”
Production 10, no. 1 (January 1989): 55-58.

Conference Board

The Conference Board is an international business organi-
zation headquartered in New York City. As stated on their
website the Conference Board was created in 1916 during
a period of intense criticism of “big business,” and is a
nonprofit group with a twofold purpose: “to improve the
business enterprise system and enhance the contribution
of business to society.” Over 3,000 companies in 67 coun-
tries are members of the Conference Board.

While engaged in a variety of activities, the Conference
Board is most widely known for its Consumer Confidence
Index. Each month it sends a questionnaire to a sample of
5,000 households, with about 3,500 responses received.
Households are asked to respond to five questions regarding

1. current business conditions in their area

2. expectations regarding business conditions in the next
six months

3. current job availability in their area

. expected job availability in the next six months

5. family income in the next six months

N

An index is constructed for each response covering the
present situation and expectations, resulting in an overall
Consumer Confidence Index, which is a leading indicator
of future spending. Consumer confidence is closely corre-
lated with UNEMPLOYMENT, INFLATION, and REAL INCOME
changes.



conflict of interest 83

Each month the index is compared to the previous
month and a press release is issued and reported in the
financial media. The base year is 1985, when the value was
set at 100. In July 2000 the index was 141.7, a higher fig-
ure than the 139.2 rating for the previous month. Along
with the University of Michigan’s Consumer Sentiment
Index, the Conference Board’s Consumer Confidence
Index is a closely watched statistic among STOCK MARKET
analysts and investors. The dismalscientist.com website
posts the current Conference Board index along with many
other economic indicators.

Further reading

Conference Board website. Available on-line. URL: www.
conferenceboard.org; Dismal Scientist website. Available on-line.
URL: www.dismal.com/dismal/ ind_landing.asp.

conflict of interest

A conflict of interest can arise in almost any business situ-
ation where the well-being of individuals and businesses
may differ. In business a conflict of interest exists when an
employee’s interests conflict with those of their employer,
which may make the employee unable to represent the
employer effectively. Employees are agents of the business
they work for; implicitly or contractually, they are obli-
gated to pursue the best interests of their employer. In a
nonbusiness setting, the stereotypical example of a conflict
of interest is the situation where a man or woman asks for
advice about their loved one from a friend who is secretly
in love with the same person.

Business law addresses numerous types of potential
conflicts of interest. Agents are not allowed to deal with
themselves as buyers. For example, a manager for a
company that has a fleet of cars cannot sell a company
car to himself. Similarly, employees in a grocery store
will purchase something to eat from another cashier
rather than themselves. In some situations conflict-of-
interest rules extend to relatives of the agent, business
associates, or other business organizations with which
the agent is associated. If the employer consents to the
sale, employees can sell company property to them-
selves. To avoid a potential conflict of interest, the
employee must disclose all relevant information to the
employer before dealing with the employer on his or
her own behalf.

Another potential conflict of interest exists when an
employee competes with the employer while acting as an
agent for the employer. For example, employees generally
cannot purchase property for themselves if their employer
still desires to purchase the property, nor should they
solicit customers for a planned competing business while
still employed their current firm.

A third conflict-of-interest area exists when an
employee acts on behalf of the other party to a transaction.
Generally, an employee cannot act on behalf of the other

party unless his or her employer knows about and con-
sents to the action. As Mallor et al state, “Thus, one ordi-
narily cannot act as agent for both parties to a transaction
without first disclosing the double role to, and obtaining
the consent of, both principals.”

The potential for conflict of interest exists in many
business situations. The one most Americans encounter is
in real-estate transactions. Only in the last decade have
realtors been required to get signed acknowledgment from
customers that they, the realtors, are agents of the seller.
Also, in real-estate transactions it is common to have one
closing attorney, acting on behalf of both the buyer and
seller.

In recent years, conflicts of interest have become more
important and visible in American business. In 2002,
investment-banking firms were fined for pressuring
company investment analysts to give favorable ratings
to companies the investment-banking company was
soliciting other business from. Investment-banking giant
Merrill Lynch agreed to a $100 million fine and to change
how it monitors and pays stock analysts, without admit-
ting any wrongdoing. Similarly, accounting firms that
audit companies and also provide business-consulting
services to the same company are open to a potential
conflict of interest. Since the Enron-Arthur Andersen case,
many accounting firms have divested themselves of their
business-consulting services, and many CORPORATIONs have
discontinued the use of consulting services from their
AUDITING company.

Part of the legal problems facing Enron Corporation
involves company dealings with PARTNERSHIPS created and
owned by company executives. These partnerships pur-
chased Assets from the company and then sold them for
significant profits for the partnership, not the company.

Contflict of interest may also arise for members of a
company’s BOARD OF DIRECTORS. Most boards include out-
side representatives, people who do not work for the com-
pany but are knowledgeable about the business and
industry in which the company operates. Members of the
board are not agents of the company and thus are not sub-
ject to the same conflict-of-interest rules. Under the MODEL
BUSINESS CORPORATION ACT, board members can avoid con-
flict of interests when

¢ the transaction has been approved by a majority of the
informed, disinterested directors

¢ the transaction has been approved by a majority of the
shares held by informed, disinterested shareholders

¢ the transaction is fair to the corporation.

Further reading

Mallor, Jane P, A. James Barnes, Thomas Bowers, Michael J.
Philips, and Arlen W. Langvardt. Business Law and the Regulatory
Environment, 11th ed. Boston: McGraw-Hill, 2001; Schroeder,
Michael, “Merrill Deal Spurs More Inquiries,” Wall Street Journal,
23 May 2002, p. A3.
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conglomerate

A conglomerate is a business that operates in more than
one market. Usually conglomerates produce and sell many
dissimilar probucTs for different markets. Unlike VERTICAL
INTEGRATION, in which a firm expands by acquiring or
establishing company-owned operations at different stages
of the production process; or horizontal integration, a
combination of firms at the same level of COMPETITION,
conglomerates represent corporate expansion into diverse
areas, levels, and markets. Conglomerates are typically cre-
ated by multiple mergers of previously independent com-
panies.

In the United States, the creation of conglomerates
was quite popular in the 1960s and again in the 1990s. In
the 1960s, the economic logic for creating conglomerates
was that a well-established MANAGEMENT team could effi-
ciently operate many different types of businesses. Man-
agement efficiency would increase PROFITS and
SHAREHOLDER value. During the 1990s, the sudden cre-
ation of cAPITAL by DOT-COM companies via INITIAL PUBLIC
OFFERINGs allowed these companies to purchase many
other similar and dissimilar firms. Company executives
often cite sYNERGY and mutual benefits when creating
conglomerates. Many Japanese corporations, including
Mitsubishi and NEC, are considered conglomerates. U.S.
companies such as Raytheon, United Technologies, and
Disney are examples of conglomerates.

Legal challenges to conglomerates focus on the poten-
tial for reduced competition. Reciprocal trade agreements
among member units in a conglomerate can limit the
access of outside competitors. Conglomerate control of
newspaper, radio, and television companies has raised
fears of corporate censorship of journalists fearful of
reporting negative news about their parent organization.

consent decree

Consent decree refers to a judicial order agreed to by all
parties in a litigation. Thus it typically embodies a litiga-
tion settlement, most commonly the settlement of a public
(government) prosecution. The defendant consents volun-
tarily to a court order mandating certain conduct on his or
her part in order to avoid a court trial on the merits. For
example, businesses charged with violations of U.S. secu-
rities and ANTITRUST Laws often settle with government
prosecutors in advance of trial. The terms of these settle-
ments are embodied in consent decrees, sometimes
referred to as consent orders.

Most consent decrees do not involve an admission of
guilt by defendants. They merely agree to alter their activ-
ities to avoid the risk of being found guilty at trial, the
costs of litigation, and the possibility that an adverse judg-
ment might be used as precedent against them. Consent
decrees are used to settle both criminal and civil prosecu-
tions. The court issuing the decree retains the power to
monitor compliance and sanction any noncompliance.

Further reading

Kane, Mary K. Civil Procedure in a Nutshell, 4th ed. Eagan, Minn.:
West Group, 1996; Cammack, Mark E., and Norman, Garland.
Advanced Criminal Procedure in a Nutshell. Eagan, Minn.: West
Group, 2001.

consignment

Consignment is an arrangement in which the owner (con-
signor) delivers PRODUCTS to a seller (consignee), with the
seller acting as agent for the owner in the sales process.
The seller does not own the products; rather, the owner
retains title to the products until they are sold. At that time
the seller receives a commission for assisting with the sale
of the item.

Consignment is typical in antique malls, art galleries,
musical-instrument stores, and other businesses where an
individual owner utilizes the skills and market contacts of
an experienced businessperson to facilitate the sale of their
possession. Consignment is one of three options within
the category of sales transactions, called sales on trial. A
sale on approval is an agreement in which goods are deliv-
ered to a buyer with the understanding that the buyer may
use or test them to determine whether purchase is desir-
able. In a sale on approval, the title to the good and risk of
ownership are not transferred until the buyer accepts the
good. Because the title and risk of loss remain with the
seller, goods held under a sale-on-approval agreement are
not subject to claims from the buyer’s creditors until the
buyer accepts the good. Taking a car home from a dealer-
ship overnight would be an example of a sale on approval.
If a buyer fails to notify the seller of his or her decision not
to return the good, the buyer is considered to have pur-
chased the good.

A second type of sales transaction is the sale or return in
which goods are delivered to a buyer for resale to consumers
with the understanding that the buyer has the right to
return unsold items. Publishers and bookstores frequently
use sale or return agreements allowing the bookstore to
return for repayment unsold copies of a book. Since the
buyer (the bookstore) has accepted the goods, the buyer is
at risk for loss or damage, and the goods will be considered
part of the buyer’s AsseTs in any bankruptcy litigation.

Sales on consignment need to be clearly documented to
avoid problems associated with the seller’s creditors.
Under the UNIFORM COMMERCIAL CODE (UCC), a consignor
must (1) make sure that a sign indicating the consignor’s
interest is prominently displayed at the place of business,
or (2) make sure that the merchants creditors know that
the merchant is generally in the business of selling goods
owned by others, or (3) comply with the UCCs’s filing pro-
visions. Most individuals are unlikely to be familiar with
the requirements to protect their rights in consignment
agreements. Many American consumers have found their
assets attached as part of business bankruptcy proceedings
from failure to comply with consignment regulations.
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In international trade, many EXPORTING agreements are
sales on consignment. The owner ships the product to the
buyer, retaining title to the goods, and the importer pays
for the goods when they are sold. The importer’s bank will
often act as trustee for the goods in this transaction.

Consignment has been scrutinized when used as a
means to control the resale price of a manufacturer’s prod-
uct. This is known as vertical PRICE FIXING or resale price
maintenance. Manufacturers are allowed to state a sug-
gested retail price for products they sell to retailers, but it
is illegal for the manufacturer to obligate a reseller to a spe-
cific price. If a consignment selling systems restrains price
competition, it may be deemed unlawful.

Further reading

Mallor, Jane P, A. James Barnes, Thomas Bowers, Michael J.
Phillips, and Arlen W. Langvardt. Business Law and the Regulatory
Environment, 11th ed. Boston: McGraw-Hill, 2001.

consumer advocacy (consumerism)

Efforts to protect the rights of consumers are the basis of
consumer advocacy, also called consumerism. Consumer
advocacy has a long history in the United States. Upton
Sinclair’s book The Jungle (1906), describing deplorable
worker-safety and unsanitary conditions in the meat-
packing industry led “muckrakers” to challenge business
practices. During the 1960s, Ralph Nader’s book Unsafe at
Any Speed (1965) challenged design practices in the
U.S. automobile industry, particularly the design of
General Motors’ Corvair. Consumer advocacy is often not
welcomed by industry. General Motors unsuccessfully
used detectives to find information that would undermine
Ralph Nader’s claims.

Major U.S. consumer advocacy groups and agencies
include the CONSUMER PRODUCT SAFETY COMMISSION (CPSC),
the Office of Consumer Affairs, the Consumer Federation
of America, and CONSUMERS UNION. As stated on its website,
the CPSC is a federal agency created in 1972 to “protect
the public against unreasonable risks of injuries and
deaths associated with consumer propucTs.” The CPSC’s
most visible consumer-advocacy effort is its quarterly pub-
lication highlighting unsafe toys for children. The Office of
Consumer Affairs addresses consumer complaints and
provides consumer information services. Most states also
have consumer-affairs offices.

The Consumer Federation of America, which includes
over 260 organizations throughout the country, represents
consumer interests in dialogues with policy makers and
provides educational resources for consumers. Consumers
Union, publisher of Consumer Reports, is a highly
respected source of independent information for con-
sumers. Unlike many industry magazines which derive
their revenue from business advertisements, Consumer
Reports is funded only by member contributions and
grants. Consumers Union is well known for its independ-

ent testing of automobiles and other products. Positive and
negative ratings by Consumers Union are closely watched
by both consumers and businesses.

In addition to consumer education and publicity, con-
sumer advocacy can include BOYCOTTS and CLASS-ACTION
LAWSUITS. In the 1960s and 1970s, the UNITED FARM WORK-
ERs, under the leadership of Cesar Chavez, gained support
for farmworkers’ unionizing efforts through boycotts.
More recently, boycotts of tobacco-company products have
been used by consumer advocates to influence business
practices. Class-action lawsuits are increasingly used to
challenge business safety and responsibility issues.

The BETTER BUSINESS BUREAU (BBB) is a business-
sponsored organization providing services to consumers.
The BBB attempts to resolve consumers’ complaints
against businesses and maintains files documenting such
complaints.

Further reading

Consumer Federation of America website. Available on-line.
URL: www.consumerfed.org; Consumer Product Safety Commis-
sion website. Available on-line. URL: www.cpsc.gov; Consumers
Union website. Available on-line. URL: www.consumersunion.org.

consumer bankruptcy (insolvency)

Consumer bankruptcy or insolvency occurs when individ-
uals with regular INCOMEs can no longer afford to meet
their payment obligations. Consumer bankruptcy is both a
legal and business concern. Under Chapter 13 of the U.S.
Bankruptcy Code, individuals can develop, under court
supervision, plans to satisfy their creditors. Chapter 13
allows reductions in consumers’ debts and/or extensions of
time to pay debts. Consumers are also allowed to retain
certain exempt ASSETS, usually their home, one motor vehi-
cle, tools of their trade, and some other personal assets.
Chapter 13 bankruptcy is available to individuals and sole
proprietors of businesses, subject to limitations on unse-
cured debts and secured debts.

Chapter 7 of the U.S. Bankruptcy Code provides the
option of liquidation or straight bankruptcy. Liquidation,
selling all assets and dividing the proceeds among credi-
tors, is available to individuals, partnerships or corpora-
tions operating in the United States.

Consumer bankruptcy is a major concern for U.S. busi-
nesses. CONSUMPTION spending represents two-thirds of
U.S. GROSS DOMESTIC PRODUCT. Consumer spending is criti-
cal to the economy, but American consumers owe over
$1 trillion to creditors. Business interests, particularly
consumer-finance companies, complain U.S. personal-
bankruptcy laws are too lenient. Early in 2001, the George
W. Bush administration pushed for increased restrictions
to consumer-bankruptcy laws.

CONSUMER ADVOCACY groups criticize lenders for inade-
quate disclosure of fees and rates to consumers and for
irresponsible lending practices. Access to credit is critical
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to the sale of many consumer PrRODUCTS. Businesses bal-
ance the need for sales against the credit-worthiness of
customers. Lenders use the FIVE C’s OF CREDIT in evaluating
lending requests and review credit-agency reports before
extending credit. Nevertheless, consumer bankruptcy
remains a major issue in the U.S. economy.

Further reading

Mallor, Jane P, A. James Barnes, Thomas Bowers, Michael J.
Phillips, and Arlen W. Langvardt. Business Law and the Regulatory
Environment, 11th ed. Boston: McGraw-Hill, 2001.

consumer behavior

Consumer behavior is comprised of the processes and fac-
tors consumers use to make purchase decisions. To most
people, consumer behavior just “is.” Many consumers
only vaguely recognize the factors that influence their
actions or the process they go through in making choices.
But to marketers, understanding consumer behavior is
critical to developing a successful MARKETING STRATEGY.

The first step in the CONSUMER BUYING PROCESS is prob-
lem or need recognition. Before consumers consider mak-
ing purchases, a wide variety of social circumstances and
psychological factors influence their problem or need
recognition. This can be as simple as deciding one is
thirsty or as complex as deciding to get married. In both
situations, consumers are influenced by both personal and
interpersonal forces in their decisions.

Personal or psychological factors—including needs,
perceptions, attitudes, learning, and self-concept—can all
influence people’s actions. In MASLOW’S HIERARCHY OF NEEDS,
there are basic physiological needs, such as thirst. People
typically address their physiological needs before allocat-
ing time and money to meet higher-order needs. Percep-
tions are the process of receiving, organizing, and
assigning meaning to stimuli detected by the five senses.
Humans constantly receive stimuli from their environ-
ment. Some of the stimuli, like the sound of a bird, are
natural, but others, like the roar of a jet, are man-made.
Many man-made stimuli are marketing messages, and the
typical American consumer is exposed to thousands of
such messages daily—for example, commercials, signs,
labels, and TRADEMARKS.

Marketers understand that one aspect of consumer
behavior is reaction to stimuli. Consumers tend to pay
selective attention to stimuli, screening out unpleasant or
unfamiliar sensory information. As part of the perceptual
process, people also distort meanings from stimuli,
changing their interpretation to be consistent with their
beliefs, in addition to selectively retaining sensory
images. Relatively new studies indicate that significant
events cause chemical changes in human brains, explain-
ing why emotional situations can be recalled vividly
many years later. Part of the task for marketers is to
understand how people interpret stimuli. Understanding

consumers’ perceptions can help in designing products,
packaging, and promotions, especially when considering
new TARGET MARKETS.

Learning takes place through changes in behavior
resulting from experience and observation. A thirsty
person will observe signs of water keenly. Attitudes are
consumers’ learned predispositions. Dentists, for example,
know most of their customers come into their offices with
fear and trepidation developed from past painful learning
experiences.

A last psychological factor influencing consumer
behavior is people’s self-concept, or personal “picture.”
This can include their “real” self, self-image, and ideal self.
Numerous popular psychology books have been written
about the differences in men’s versus women’ self-image,
usually suggesting that men see themselves as better and
women as worse than their real selves. Consumer behavior
is often influenced by self-image and by ideal self-image—
that is, how we would like to be seen. Even a simple need
like thirst can be influenced by self-concept. In recent
years, marketers have made millions of dollars selling bot-
tled water. Chemical studies usually show bottled water to
be of no better quality than tap water, but blue bottles and
French names appeal to consumers’ self-image.

As stated earlier, consumer behavior is influenced by
both psychological and social forces. The power of others
to influence behavior is well known to marketers. Social
influences are typically categorized into four groups: cul-
ture, social class, reference groups, and families.

Culture refers to values, norms, tastes, and preferences
passed from one generation to the next. Many people, for
instance, buy the same goods and services that their par-
ents purchased. Marketers also recognize many distinct
subcultures in the United States, which are often the
source of new ideas and trends adopted into the main-
stream culture. The fastest-growing subculture in the
United States is the Hispanic population. Both the Repub-
lican and Democratic parties recognize the importance of
Hispanic voters and develop specific messages to appeal to
them. (American marketers are also beginning to distin-
guish subcultures within the Hispanic population.)

Social class is a powerful influence on consumer behav-
ior. Social class includes peoples’ education, occupations,
and habitats. The phrase “keeping up with the Joneses”
refers to the common practice of people striving to display
a lifestyle equal to that of their neighbors. Realtors often
quietly relate stories of people selling empty houses, which
had originally been purchased in order to live in the
“right” neighborhood, even if it cost more than the family
could afford.

Similar to the factor of social class is that of reference
groups—that is, groups with which consumers identify.
The behavior of a reference group often influences indi-
vidual consumer behavior, as in the purchase of conspicu-
ous items such as automobiles. Few Americans recognize
that U.S. products and trends are closely watched and
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influence consumer trends in other countries. American
music, movies, and dress are copied by teenagers around
the world, and the use of celebrity spokespeople in mar-
keting campaigns is often aimed at people who aspire to be
like those celebrities.

Lastly, families influence individual consumer behavior.
In the United States changing family DEMOGRAPHICS—
including more single-parent households, children return-
ing to the “nest” households, and two-adult but unrelated
households—influence purchasing decisions. Home
builders have constructed more two-bedroom, two-bath
dwellings for the two unrelated adults market. Numerous
time-saving products have been created for the single-
parent market, and parents are still adjusting to children
returning home after college. One source stated that 35
percent of college graduates move home.

Further reading

Boone, Louis E., and David Kurtz. Contemporary Marketing. 10th
ed. Fort Worth: Dryden Press, 2001; Etzel, Michael J., Bruce J.
Walker, and William J. Staunton. Marketing, 12th ed. Boston:
McGraw-Hill, 2001.

consumer buying process

The consumer buying process is the series of steps con-
sumers typically go through in making a purchase deci-
sion. Often the whole process will only take seconds or a
few minutes, while other times it may take years. Regard-
less of how long it takes, consumers generally go through
six steps when making a purchase decision:

e problem or need recognition
 search

e alternative evaluation

e purchase decision and action
e post-purchase evaluation

Problem or need recognition initiates the buying
process. Dissatisfaction with current PRODUCTs, running
out of supply of an item, or a changed financial status can
stimulate consumer needs. Most consumers are creatures
of habit and will repurchase the product they always use.
This helps firms who are the established leaders in their
markets but creates a barrier for new competitors. New
competitors look for dissatisfied customers; those who are
new to an area;, and those who, through inheritance,
divorce, or other situations have significantly changed
their purchasing power.

In the search stage, consumers identify different prod-
ucts that will solve their problem. For everyday purchases
like milk or bread, consumers usually quickly determine
alternative sources of products to meet their needs. For
high-involvement purchases like homes or automobiles,
the search process will take longer and probably include
searching for objective sources of information. Many con-

sumers will only consider a few possible choices when
searching for products to solve their problem. Marketers
refer to the choices considered as the “evoked set.” Firms
that have severely disappointed consumers in the past
or who are new to the market often have difficulty
even being considered by consumers. For many years a
significant portion of American consumers would not
even consider American-made automobiles, having been
disappointed with the performance of their last American-
made cars.

In the alternative-evaluation stage, consumers consider
and weigh the choices available. Again, with everyday-type
purchases this stage can take seconds, while for a specialty
item it may take months. Marketers respond to the alter-
native-evaluation stage by providing and promoting fea-
tures they hope will influence consumers’ evaluation of
their products.

There can be considerable variation in the evaluation
stage. One marketer found that it took him half the time
it took his wife to do the family grocery shopping. Going
to the supermarket together, he found out why. His wife
read the ingredient labels, while he just purchased what
was on the shopping list.

The purchase decision and action is, as the term sug-
gests, the determination of which product will best sat-
isfy one’s need and the action of making the actual deal.
Salespeople refer to this stage as the “closing.” For every-
day purchases, the goal is to make the purchase as
quickly and effortlessly as possible. For complex deci-
sions like a real estate closing, the purchase process can
take weeks.

Post-purchase evaluation addresses the questions “Did I
make the right decision?” and “Did I get a good deal?”
Marketers refer to this anxiety as cognitive dissonance.
Good marketers, recognizing that word-of-mouth is
almost always the best form of promotion and that new
customers are almost always more difficult and expensive
to find than maintaining existing customers, try to reduce
consumers’ cognitive dissonance. Realtors will offer
buyer’s insurance, protecting the purchaser against unfore-
seen problems. Service providers like dentists and doctors
will often call clients to see how they are doing after a
procedure. Thank-you notes convey appreciation and also
remind consumers about their purchase process.

Further reading
Boone, Louis E., and David L. Kurtz. Contemporary Marketing,
10th ed. Fort Worth: Dryden Press, 2001.

consumer credit counseling service

A consumer credit counseling service (CCCS) is a non-
profit organization that assists individuals and families in
the United States with BUDGETING and credit resolution.
CCCSs are members of the National Foundation for Credit
Counseling (NFCC), which was established in 1951 by
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retail credit companies to provide financial counseling and
education services. There are approximately 1,300 CCCSs
in the country and over 1.5 million households who utilize
their services annually.

CCCSs primarily provide debt-management services.
In a debt-management plan, individuals document all of
their financial liabilities as well as their INCOME and then
voluntarily make payments to creditors through the
CCCS. Payments are dispersed by the CCCS to creditors,
who usually agree to eliminate interest and waive late or
over-limit fees for consumers utilizing debt-management
plans. Participants normally pay a $30 fee to set up a plan
and are charged up to $24 per month to service the plan.

Debt-management plans are an alternative to filing for
personal bankruptcy (Chapters 7 or 13), debt-consolidation
loans, or home-equity loans. Personal bankruptcy filing is
handled through the court system and stays on an individ-
ual’s credit history for many years. Personal consolidation
loans may reduce INTEREST RATES or monthly payments by
extending the length of the loan, but they do not eliminate
interest payments. Home-equity loans are tax-deductible
and often at a lower interest rate than unsecured personal
credit loans, but they use the borrower’s home as security for
the loan.

The major source of funding for CCCSs comes from the
credit industry. Creditors who participate in CCCS pro-
grams contribute an amount equal to 15 percent of con-
sumer payments to the local CCCS. The benefit to credit
companies is they get their money back. The benefit to
consumers is they restructure their loans into lower and
usually interest-free payments that they usually can afford
and thus get out of debt. The process also provides educa-
tion to consumers about the use of credit. Excessive CREDIT
CARD debt is a major problem in the United States, espe-
cially among young people with little knowledge of or
experience in the use of credit.

See also PERSONAL FINANCE.

Further reading
National Foundation for Credit Counseling website. Available
on-line. URL: www.nfcc.org.

Consumer Credit Protection Act
Passed in 1968, the Consumer Credit Protection Act
(CCPA) protects employees from being discharged by their
employers when their wages have been garnished and lim-
its the amount of employees’ earnings which may be gar-
nished per week. Garnishment is the seizing of a person’s
property, wages, or money to satisfy a judgment. Generally
creditors use garnishment as a last resort to gain payment
from people they are owed money. Frequently there are
few assETs available to garnish, aside from wages.
Employee earnings include salaries, commissions,
bonuses, and INCOME from pension or retirement pro-
grams. The CCPA limits the amount a creditor can garnish

to 25 percent of the debtor’s weekly disposable income or
the amount by which the person’s weekly take-home
income exceeds 30 times the current federal miNiMUM
WAGE. The smaller of the two choices is the limit on the
amount that can be garnished. In court orders for child
support or alimony, the CCPA allows up to 50 percent of
an employee’s disposable earnings to be garnished. Dis-
posable income is defined under the act as income after
deductions for taxes, SOCIAL SECURITY payments, and state
retirement-system contributions.

The CCPA is administered and enforced by the Employ-
ment Standards Administration’s Wage and Hourly Divi-
sion, a division of the U.S. DEPARTMENT OF LABOR. Violations
of the CCPA may result in reinstatement of a discharged
employee with back pay and the restoration of garnished
amounts. Employers who willfully violate the discharge
provisions of the law may be prosecuted and subject to up
to a $1,000 fine and imprisonment of up to one year, or
both.

The Consumer Credit Protection Act applies to all
states, but states are allowed to pass laws that eliminate
garnishment, and many have. Often employers have fired
workers whose earnings have been garnished, citing the
added bookkeeping expense associated with complying
with a judgment. The law allows states to prohibit firing of
employees whose wages have been garnished.

The FAIR DEBT COLLECTION PRACTICES ACT (1977), an
amendment to the Consumer Credit Protection Act,
defines forbidden debt-collection practices, including
harassment, false or misleading representation, and other
unfair practices.

Further reading

Fisher, Bruce D., and Michael J. Phillips. The Legal, Ethical and
Regulatory Environment of Business, 8th ed. Cincinnati: Thom-
son/South-Western, 2003; U.S. Department of Labor website.
Available on-line. URL: www.dol.gov.siteindex.htm.

Consumer Price Index
The Consumer Price Index (CPI) is a statistical measure of
the average prices paid by consumers for a typical “market
basket” of goods and SErvICES. Measuring the rate of
change in prices is important to policy makers. Price
changes are a critical concern in MONETARY POLICY, essential
in evaluating ECONOMIC CONDITIONS, and a major factor
when indexing spending and taxes. The CPI is an impor-
tant and controversial measure of price changes. The con-
troversy centers on how the CPI is calculated and, thus,
whether it is representative of INFLATION as experienced by
American consumers. Most U.S. economists agree the CPI
overstates the rate of inflation experienced by American
consumers.

Calculated by the BUREAU OF LABOR STATISTICS (BLS) since
1917, the CPI is measured monthly by sampling prices
around the country for a “typical market basket” of goods
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and services purchased. An average price for each good
and service is derived from the sampling procedure, which
is then multiplied by the assumed amount typical house-
holds purchase. This process “weights” the goods and
services by the relative importance in consumers’ budgets.
The sum of the prices times quantities are then divided by
the cost of the same goods and services in a base year to
create a price index.

X 100

Price index =  cost of market basket today

cost of market basket in base year

One of the problems with the CPI is what is “typical.”
Especially in the 1990s and early 21st century, rapid
changes in technology have made many new products
available to consumers. For example, cellular telephones,
which have been available since the early 1990s, were not
included in the CPI until 1998. Similarly, the CPI used the
price of coal as a measure of the cost of heating long after
it was replaced by heating oil and natural gas in most
American homes.

Related to the problem of what constitutes typical pur-
chases by consumers is the issue of quality changes. Amer-
ican consumers are paying more for health care but also
have significantly improved products and services avail-
able to them. The CPI does not accurately distinguish
between increased prices and higher prices for improve-
ments in quality. The U.S. Congress created commissions
to investigate the country’s Consumer Price Index in 1961
(Stigler Commission) and again in 1997 (CPI Commis-
sion). The CPI Commission estimated changes in quality
and introduction of new PrRODUCTs resulted in approxi-
mately a half percentage point upward bias in the index.

Another problem is that the CPI does not always capture
changes in CONSUMER BEHAVIOR. Because the amount of each
product is fixed in the index, the CPI does reflect consumer
substitution. For example, if citrus fruit prices rise rapidly
due to a freeze in the southern part of the country,
consumers will likely substitute other fruit products in
their purchases, but the CPI reflects the amount of citrus
fruits typically purchased. Consumers’ cost of fruit will
therefore be lower than the amount estimated in the index.
In 1997 the CPI Commission estimated this substitution
bias overestimated inflation by 0.4 percentage points.

The CPI Commission also reported two other smaller
sources of bias measuring the index. Most sampling takes
place during the week, but retailers often reduce prices on
weekends, and thus the index does not accurately reflect
the prices paid by consumers. Similarly, the Bureau of
Labor Statistics rotates the retail stores included in the sam-
pling procedure each year, but the Commission found that
the process does not fully reflect consumers’ substitution of
discount and superstore outlets for traditional retailers.

As stated earlier, the CPI is used to measure the change
in prices paid, reflecting the cost of living. The CPI is used
to address the question: “How much more INCOME will

consumers need to be just as well off at the current price
level as compared to old prices?” Private contracts for
products, borrowing, and approximately one-third of the
FEDERAL BUDGET are automatically escalated each year by
the change in the CPI. Many union wage agreements (COST
OF LIVING ADJUSTMENTS) and SOCIAL SECURITY payments are
examples of contracts tied to changes in inflation as meas-
ured by the CPI. Even small changes in the CPI, when
compounded over time, result in large changes in wages
and payments.

The Bureau of Labor Statistics produces two other infla-
tion indices, the PRODUCER PRICE INDEX (PPI) and the GDP
deflator.

See also PRICE INDEXES.

Further reading
Boskin, Michael J. “The CPI Commission,” Business Economics
32, no. 2 (April 1997): 60-63.

Consumer Product Safety Commission

The Consumer Product Safety Commission (CPSC) is a
federal agency created in 1972. The CPSC’s mission is to
“protect the public against unreasonable risks of injuries
and deaths associated with consumer probucTs.” The com-
mission has jurisdiction over 15,000 types of consumer
products and issues safety standards for everything from
bicycle helmets to matchbooks.

Certain consumer products (automobiles and food
products, for example) are under the jurisdiction of other
federal agencies (DEPARTMENT OF TRANSPORTATION and FOOD
AND DRUG ADMINISTRATION, respectively.)

The CPSC uses a variety of methods to ensure product
safety, including

¢ developing voluntary standards with industry

e issuing and enforcing mandatory standards; banning
consumer products if no feasible standard adequately
protect the public

e obtaining recall of unsafe products or arranging for
their repair

e conducting research on potential product hazards

* informing and educating consumers

The CPSC administers five laws:

e Consumer Product Safety Act

e Flammable Fabrics Act

e Federal Hazardous Substances Act

e Poison Prevention Packaging Act of 1970
* Refrigerator Safety Act of 1956

The CPSC is composed of five members appointed by
the president, by and with the consent of the Senate, for
terms of seven years. The commission attempts to use vol-
untary standards and “product safety triangles”—govern-
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ment, industry, and consumers—to ensure product safety,
and it will regulate industries when necessary.

Businesses do not want the negative publicity associ-
ated with the CPSC’s determination that their product is
unsafe. One of the most visible CPSC activities is the eval-
uation of toys that present choking hazards for children
less than three years old. Some of the safety standards set
by the CPSC include standards for lawn darts, swimming-
pool slides, automated garage-door openers, insulation,
and wood-burning appliances.

Further reading
Consumer Product Safety Commission website. Available on-
line. URL: http://cpsc.gov.

consumer protection
Consumer protection refers to a wide variety of regula-
tions, primarily issued and enforced at the federal level by
the FEDERAL TRADE coMMISSION (FTC), affecting American
consumers. Consumer protection includes regulation of
consumer credit, product safety, warranties, and TELEMAR-
KETING.

The major consumer-protection laws regulating con-
sumer credit include the following:

e Fair Credit Reporting Act (1971): Requires credit-
reporting SERVICES to maintain accurate, relevant, and
recent information; provide access to credit information
only to bona fide users; inform consumers who are
turned down or have their interest costs raised and pro-
vide reasons for the change; allow consumers to review
their files and correct any inaccurate information.

e Fair Credit Billing Act (1975): Requires creditors to
mail bills at least 14 days prior to the payment-due date,
customers to notify creditors in writing within 60 days
regarding billing-error complaints; and allows mer-
chants to give cash discounts.

e Equal Credit Opportunity Act (1975; expanded in
1977): Makes creditor discrimination based on sex,
race, national origin, religion, age, receipt of public
assistance, or marital status illegal.

® CONSUMER CREDIT PROTECTION ACT (1968): Requires
prompt written acknowledgment of consumer billing
complaints and investigation of billing errors by creditors.

e Consumer Product Safety Act (1972): Created the con-
SUMER PRODUCT SAFETY COMMISSION as an independent
regulatory agency issuing safety standards and rules
banning hazardous products; the commission also
brings lawsuits against producers of hazardous con-
sumer products.

e Magnusson-Moss Warranty Act (1975): Requires sim-
ple, clear, and conspicuous presentation of certain
information in written warranties to consumers. The
act does not require sellers to provide warranties, only
requires clear presentation of information in warranties.

o Telemarketing and Consumer Fraud and Abuse Preven-
tion Act (1994): Requires the FTC to develop regula-
tions defining and prohibiting deceptive and abusive
telemarketing practices. One regulation allows telemar-
keting only during the hours of 8 A.M. to 9 pMm., local
time. Another regulation prohibits threats, intimida-
tion, or use of profanity in telemarketing activities.

See also WARRANTY.

Further reading

Mallor, Jane P, A. James Barnes, Thomas Bowers, Michael J.
Philips, and Arlen W. Langvardt. Business Law and the Regulatory
Environment, 11th ed. Boston: McGraw-Hill, 2001.

Consumers Union

Consumers Union (CU) publishes Consumer Reports mag-
azine, a premier independent source of information for
American consumers. Founded in 1936 by a group of con-
cerned professors, labor leaders, journalists, and engi-
neers, CU is known for its testing and rating of consumer
PRODUCTs. To maintain its independence, CU purchases
every product tested and does not accept grants. Instead it
relies on member subscriptions, which were only 4,000 in
1936 but today exceed 5 million.

A positive Consumers Union review can create signif-
icant impact in the marketplace. In the mid-1960s CU’s
recommendation of the Toyota Corolla helped the Japan-
ese manufacturer break into the U.S. market. Ralph
Nader, author of Unsafe at Any Speed (1965), a highly
critical assessment of General Motors’ Corvair, was a
member of CU’s BOARD OF DIRECTORS for eight years. CU
also supported the publication of Silent Spring (1963),
Rachel Carson’s environmental classic, with a special CU
edition of the book.

CU’s National Testing and Research Center in Yonkers,
N.Y., is the largest nonprofit education and consumer
product-testing center in the world. CU’ safety and repair
reports for automobiles are among their most widely used
consumer-information service. CU also maintains three
advocacy offices in Washington, D.C., San Francisco, and
Austin, testifying before federal and state legislatures, peti-
tioning government agencies, and filing consumer interest
lawsuits.

Further reading
Consumers Union website. Available on-line. URL: www.
consumersunion.org.

consumption

In everyday living, consumption is the act of using or con-
suming things, but in business consumption refers to the
level of current spending for new goods and services; in
economics and business statistics, it is the amount of
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spending by households for currently produced goods and
SERVICES. The purchase of a used car or home is not
included in current consumption statistics, because it was
included during the period of time when it was purchased.

Consumption spending is the largest component of
total spending in NATIONAL INCOME ACCOUNTING. Because
consumption represents two-thirds of total spending, it is
the most closely watched component. Economists analyze
the level and changes in the level of consumption spend-
ing in the economy. They have developed numerous theo-
ries regarding what factors influence consumption, the
major one being current INCOME, since without income
most people do little consumption spending. A variety of
other factors influence peoples’ consumption decisions,
including expectations, WEALTH, and access to credit.

Expectations play an important role in current spend-
ing decisions. College seniors often purchase a car on the
expectation of graduating and getting a good-paying job.
Nobel Prize-winning economist Milton Friedman pro-
posed the permanent-income hypothesis, suggesting con-
sumption is determined by what people consider to be
their permanent income rather than their actual income.
Permanent income is what people expect to earn annually,
not including transitory income or sudden windfalls such
as prizes or one-time tax cuts, which temporarily increase
their income.

Since the late 1990s, wealth has become an increasingly
important consideration in consumption spending by
Americans, many of whom first invested in the STOCK MAR-
KET in the early 1990s. By 1999 most investors had accu-
mulated significant increases in the value of their
portfolios, especially if they had invested in technology
companies. Sales of luxury cars and high-priced California
real estate soared based on newly acquired wealth. When
technology stocks began to fall in early 2000, many Amer-
icans’ wealth declined, and with it their consumption
spending diminished. Alan Greenspan, chairman of the
FEDERAL RESERVE SYSTEM, has frequently analyzed the
“wealth effect” on consumer spending. Economists also
recognize that expectations of wealth through inheritance
influence current spending.

During the 1990s American consumers went on a credit
binge, and one estimate at the end of the decade had con-
sumer credit totaling $1.3 trillion. Credit and access to
credit influences current consumer spending. Many col-
lege students have learned the hard way how easy it is to
use credit for current consumption spending and become
deep in debt as a result. Some consumer spending, of
homes and automobiles particularly, is influenced by
INTEREST RATES charged for financing, but much of this
spending is limited by the maximum credit-level allowed.

Retail companies study changes in consumption spend-
ing to anticipate changes in DEMAND for their goods and
services. Consumption of some products and services,
such as health care, are relatively insensitive to changes in
income or credit; while other products, leisure travel and

appliances, are sensitive to changes in income. Manufac-
turers also study changes in consumption spending when
making PRODUCTION-planning schedules and long-term
CAPITAL investment decisions. Governments keep track of
consumption spending in order to predict changes in sales
tax revenue.

U.S. consumption statistics are available in the Survey of
Current Business Statistics, published by the Department of
Commerce.

Further reading
Department of Commerce website. Available on-line. URL:
www.doc.gov.

consumption tax

Consumption taxes are the various taxes imposed on the
purchase of goods and SErvICEs. Sales, excise, and value-
added tax (VAT) are the most common types of consump-
tion taxes, with sales taxes being the most visible type.
Many international visitors are shocked the first time a tax
is added to the price of the propUCT they are purchasing.
Americans, however, generally support the use of sales
taxes over other forms of taxation, rationalizing that
“everyone has to pay it” and “you only have to pay a little
at a time.” In the United States, sales taxes are commonly
imposed by state and sometimes local governments, so
sales-tax rates vary around the country. In addition, many
states exempt certain categories of goods, usually food and
clothing, from sales taxes.

A major controversy has arisen regarding whether to
require E-COMMERCE businesses to collect and remit sales
taxes. Presidents Bill Clinton and George W. Bush have
both delayed implementation of INTERNET commerce sales
taxation. Supporters argue taxation would discourage
growth of this new industry, while opponents, including
many state treasurers and retail “brick-and-mortar” com-
panies, complain it reduces tax revenue and gives an unfair
advantage to Internet-based companies.

Generally excise taxes which usually comprise a fixed
amount per unit of a good, are imposed by the federal gov-
ernment. The federal excise tax on gasoline is charged in
the form of cents per gallon. Excise taxes on liquor and
cigarettes are similarly based on cents per gallon and cents
per pack, respectively. Government agencies rarely collect
consumption taxes directly. Instead, sales and excise taxes
are typically collected by retailers and remitted to the
respective government treasuries. Excise taxes are some-
times used to implement the benefits principle in govern-
ment policy: the idea that those citizens who benefit from
the government program or service should pay for it, while
those citizens who do not utilize the program or service
should not have to pay for it. The excise tax on gasoline,
which is directed into the national highway TrUsT fund for
building and maintaining roadways, is an example of an
excise tax based on the benefits principle. Excise taxes are
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also sometimes called “sin and vice” taxes and are imposed
to discourage CONSUMPTION of certain products. Higher
excise taxes increase the price of products, and, given the
law of DEMAND and ELASTICITY OF DEMAND, a higher price
will have a major or minor impact on quantity demanded.

The United States, unlike Canada and most of Europe,
does not have a value-added tax (VAT). Many economists
argue a VAT would be preferable to the myriad of income
taxes currently used in the country. In a VAT system, goods
are taxed at each stage of the production process with the
tax incorporated as part of the cost to producers. For
example, farmers produce wheat, which is sold to flour
companies. The difference between the revenue from the
sale and cost of seed, fertilizer, and other inputs the farmer
used is the farmer’s value added; this would then be taxed.
Next, the flour company would take the wheat, convert it
into flour, and sell it to a bread company. The difference
between the cost of the wheat plus other inputs and the
INCOME received from the bread company would be the
flour company’s value added, and the VAT would be
applied. The bread company would pay a VAT based on
their value added, and it would be incorporated in the
price consumers would pay.

Economists argue a VAT would discourage consumption
and therefore encourage savings. Savings provide funds for
investment, which in turn increases a country’s, CAPITAL
resources, expanding its production capacity. Economists
point to the current income-tax system as having almost
infinite numbers of loopholes and discouraging productive
activity through higher tax rates as peoples’ incomes
increase. Economists also recognize consumption taxes are
regressive. Lower-income consumers typically spend a
higher percentage of their income on sales-taxable items
than upper-income consumers do, and therefore they pay a
higher percentage of their income in the form of sales taxes.

Further reading
Ruffin, Roy J., and Paul R. Gregory. Principles of Economics, 7th
ed. Boston: Addison Wesley, 2000.

contestable market theory

Contestable market theory suggests that in markets where
the costs of entering and leaving are very low, existing
firms are continually threatened by the entry of new com-
petitors. Contestable market theory challenges one of the
assumptions of PERFECT COMPETITION: that a large number
of firms is needed to maintain COMPETITION and eliminate
economic PROFITS.

A contestable market is one in which firms can enter
and leave the market without incurring significant costs.
Fixed costs—costs that are required to start a business and
do not change as output expands—act as a barrier to entry
to would-be competitors. If new competitors can enter and
exit a market without large expenditures, they can take
advantage of market conditions when prices and profits

are high and leave a market when prices are low. Many
types of direct consumer sales, such as cosmetics, health-
care PRODUCTS, and consumer information SERVICES, can be
entered and exited at relatively little cost. When a new
product or service suddenly becomes popular, the few
existing firms make economic profits. Seeing opportuni-
ties, new competitors enter the market, driving down
prices and eliminating profits. Once the market price has
dropped, some firms will exit the market.

Recognizing the threat of potential entrants into con-
testable markets, existing firms will often cut prices and
expand output to reduce the incentives for new competitors
to enter their market. Contestable market theory is used to
explain why firms with local monopolies or few competitors
do not try to charge higher prices and maximize profits.

See also BARRIERS TO ENTRY; MONOPOLY.

Further reading
Miller, Roger Leroy. Economics Today. Boston: Addison Wesley,
2001.

contract

A contract is an agreement between two or more parties
creating obligations (promises) that are recognized and
enforceable by law. For example, the author of this book
and its publisher have entered into a lengthy written con-
tract detailing each others’ obligations. Contracts may also
be reached orally or electronically, but the Statute of Frauds
incorporated as part of the Uniform Commercial Code and
its successor statutes require certain contracts relating to
realty, debts, marriage, sales, and those that take more than
a year to perform to be in writing. Enforcement of contrac-
tual obligations is normally accomplished by means of
court orders and remedies, although the parties to contracts
may generally agree to submit their disputes to mediation
OT ARBITRATION or to pay a reasonable sum (“liquidated
damages”) in the event of a breach of contract.

There are many different types of contracts: sales,
LICENSING, FRANCHISING, cost-plus, requirements, distribu-
tion, installment, procurement, etc. Some contracts,
especially consumer contracts, are standardized on
printed forms. Contracts and contract terms can be
implied from the circumstances surrounding the parties’
actions and have traditionally been governed by common
Law doctrines regarding their formation, terms, and
remedies. Most U.S. commercial contracts are governed
by the UNIFORM COMMERCIAL CODE (UCC), a widely
adopted statutory body of law. International commercial
contracts may be governed by the Convention on the
International Sale of Goods (CISG), to which the United
States is a party.

Further reading
Rohwer, Claude, D., and Anthony M. Skrocki. Contracts in a Nut-
shell, 5th ed. Eagan, Minn.: West Group, 2000.



copy 93

cooperative

A cooperative is a business owned and controlled by the
people who use its SERVICES and whose benefits are
derived and distributed equitably on the basis of use.
Cooperative user-owners are generally called members.
Cooperatives are similar to private businesses, but mem-
bers benefit based on their use of cooperative services,
and earnings are allocated to members based on the
amount of business they do with the cooperative. Usually
incorporated under state laws, cooperatives elect a BOARD
OF DIRECTORS and hire a manager to run day-to-day opera-
tions, but unlike private enterprises, they do not seek to
make a profit.

Cooperatives are organized to

* improve bargaining power

* reduce costs

 obtain products or services

 create new and expand existing marketing opportunities
* improve the qualities of products or services

* increase INCOME

Because cooperatives are state-chartered, cooperative
members, like SHAREHOLDERS of CORPORATIONS, have lim-
ited LiABILITY. Unlike corporations, where voting is based
on the number of shares of stock held, in most coopera-
tives each member has one vote. In the United States,
cooperatives, like S CORPORATIONS, are subject to single-tax
treatment. Most PROFITs from a cooperative are distributed
to members as patronage refunds, which are taxable
income for members. capiTaL for a cooperative comes
from the members rather than from outside investors.
Cooperatives, like any private enterprise, also borrow
funds as needed from traditional lending institutions; the
largest single category of cooperatives in the United States
is CREDIT UNIONs. In addition, there are thousands of
health-care, news-service, consumer, and agricultural
cooperatives.

In the United States, the Philadelphia Contribution-
ship for the Insurance of Houses from Loss by Fire, cre-
ated in 1752, is said to have been the first cooperative in
the country. Organized by Benjamin Franklin this cooper-
ative is still in existence. Many cooperatives follow the
principles adopted by the Rochdale Equitable Pioneers
Society, established in England in 1844 by 28 craftsmen
and entrepreneurs to purchase supplies and consumer
goods cooperatively.

e open membership

e one member, one vote

e cash trading

e membership education

e political and religious neutrality

* no unusual risk assumption

e limitation on the number of shares owned
e limited interest on stock

e goods sold at regular retail prices
e net margins distributed according to patronage

The Grange, founded in Washington, D.C. 1867, was a
major agricultural cooperative, and by 1920 there were
over 14,000 farmer cooperatives operating in the United
States. By 1995 that number was reduced to 4,000, prima-
rily farm-supply and grain and oilseed marketing coops.
Farm Credit Service, established in 1916, is the country’s
oldest financial credit cooperative.

Further reading

U.S. Department of Agriculture. Co-ops 101: An Introduction to
Cooperatives. Washington, D.C.: U.S. Department of Agriculture,
Rural Development Cooperative Information Report 55, May
1999.

copy

Copy is a term for the words and illustrations used in an
advertisement; copy thrust is what the words and illustra-
tions should communicate to the target audience. A cen-
tral part of any ADVERTISING campaign, copy is usually
developed by advertising specialists for their clients.

Whether a part of billboard, brochure, television, radio,
DIRECT MAIL, or other paid element of MARKETING COMMUNI-
CATIONS, copy is generally designed to attract attention,
hold interest, arouse desire, and result in action. This is
known as the ATTENTION, INTEREST, DESIRE, ACTION CONCEPT
(AIDA), and effective marketing attempts to accomplish
one or more of these goals.

Author and copywriter Robert W. Bly states that his goal
is to persuade buyers. He has collected numerous techniques
he uses in writing copy, including the following:

e The “so what” test. If, after writing the copy for an adver-
tisement, Bly thinks his target audience will respond, “So
what,” then he rewrites the copy until consumers will
likely respond, “That is exactly what I am looking for.”

e Using key copy drivers. The message should create one
or more of the feelings that motivate people into action,
including fear, greed, guilt, exclusivity, anger, salvation,
or flattery.

 The drop-in-the-bucket technique. The copy should show
that the price being asked is a “drop in the bucket”
compared to the value it will provide.

e Knowing the audience. Use FOCUS GROUPs to probe into
the feelings and motivations of target audiences.

o Writing conversationally. Use simple, easy-to-understand
language that is appropriate for the target audience.

e Leading with the strongest point. Bly finds most writers
end with their strongest point and suggests moving it to
the beginning.

e The tremendous whack theory. If there is a strong point
to make in the message, it is better not to be clever or
subtle but to say it strongly, again and again.



94 copyright, fair use

Further reading

Bly, Robert W. “Persuasion Secrets of Marketing Pros.” DM News,
21 October 2002; Perrault, William D., Jr., and E. Jerome
McCarthy. Basic Marketing. Boston: Irwin McGraw-Hill, 1999.

copyright, fair use

The copyright law, Title 17 of the United States Code,
includes all amendments enacted through the end of the
second session of the 106th Congress in 2000. It includes
the Copyright Act of 1976 and all subsequent amendments
to copyright law; the Semiconductor Chip Protection Act
of 1984, as amended; and the Vessel Hull Design Protec-
tion Act, as amended. The Copyright Office is responsible
for registering claims under all three acts.

A copyright is a set of restricted, legal rights authors
have over their works. Though copyright is most com-
monly applied to printed items like books and periodi-
cals, it also includes music, videos, artwork,
architectural works, software, databases, choreographic
dances, pantomimes, images, graphics, and even sounds.
Not only does copyright protect the use (copying) of
these items, it also includes using parts of the work, dis-
tributing the work or performing the work as in a play.
This protection is available to both published and
unpublished works. The authors’ rights begin when a
work is created, and works published since March 1,
1989, do not have to bear a copyright notice to be pro-
tected under the federal law.

When an employee is creating a work as a job duty or
on a commission, the employer, not the employee, is con-
sidered the author of the work. Examples of such situa-
tions could be a teacher creating a test, a graphic designer
creating a company logo, a sound-effects recorder con-
tributing to a motion picture, or a translator converting a
text into English.

The copyright law does allow for a limited amount of an
author’s work to be copied or distributed without the
author’s permission; this is called fair use. The provisions
outlined for fair use include the purpose of the use (mainly
for educational purposes), i.e., students photocopying an
article for a research paper or a teacher using a book, arti-
cle, or artwork in the classroom; the nature of a work, i.e.,
a copy of a photo in a magazine or a clip of music from a
CD selection; and using small “extracts” of a work that
would not affect the value of a work. The idea of fair use is
to copy or use a small portion of a work and not supple-
ment or diminish its MARKET VALUE. Fair use does not allow
for the user to distribute the work to the public, sale or
lease the work, or profit from the work.

When using copyrighted material for personal or edu-
cational purposes, it is advised to make a reference to the
authors of the materials, whether print, electronic,
images, graphics, or sounds. If the material is used for a
commercial venture, the author’s permission should be
obtained.

Some works that are not copyrighted include titles,
names, slogans, familiar symbols, colloquialisms, colors,
lettering, lists of ingredients, concepts, methods, and prin-
ciples. Works that exclusively provide information, such
as calendars, tape measures, rulers, height and weight
charts and similar charts and tables, are not copyrighted.

Further reading
Copyright Office, Library of Congress. Available on-line. URL:
http://lcweb.loc.gov/copyright/; Title 17 Copyright Law. Available
on-line. URL: http://www.loc.gov/copyright/title 17/.

—Susan Poorbaugh

corporate average fuel efficiency

Corporate average fuel efficiency (CAFE) is a series of
rules established by Congress in 1975 to increase fuel
efficiency of automobiles produced and sold in the United
States. Initiated as a response to the oil crises of that time,
CAFE standards apply to all manufacturers who sell cars
and light trucks in the United States. The standards are
administered by the National Highway Traffic Safety
Administration.

Initially, CAFE standards required manufacturers to
gradually increase fuel efficiency, thereby decreasing U.S.
dependence on imported oil. Over the years, the auto
industry has blocked implementation of most changes in
CAFE rules. As of 2002, the standards required manufac-
turers’ cars to average 27.5 miles per gallon and light
trucks to average 20.7 miles per gallon. The distinction
between light trucks and cars, when established in the
1970s, emphasized differences in the style and use of the
two groups of vehicles. Since then, with changes in market
DEMAND, manufacturers have classified minivans and sport
utility vehicles (SUVs) as light trucks, which then requires
them to meet only the lower fuel-efficiency requirement.
In 2002 the expanded light-truck category represented
approximately half of new vehicle sales in the country.
Together, light trucks and cars consume over 40 percent of
all oil used in the United States.

In recent years the “Big Three” U.S. automobile manu-
facturers (General Motors, Ford, and DaimlerChrysler)
have produced larger vehicles that have barely met fuel-effi-
ciency standards. If standards are raised as part of new
national-security goals, these manufacturers could face sig-
nificant investment requirements or face penalties under
CAFE. BMW and Mercedes-Benz (part of DaimlerChrysler)
regularly do not meet CAFE standards and pay federal fines,
but most Japanese manufacturers easily meet the current
standards. Imposition of higher standards would result in a
competitive advantage for Japanese manufacturers, who
would not have to invest in new technology.

Further reading
Ball, Jeffrey. “Detroit Again Tries to Dodge Pressures for a
‘Greener’ Fleet,” Wall Street Journal, 28 January 2002, p. Al;
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National Highway Traffic Safety Administration website. Avail-
able on-line. URL: www.nhtsa.gov.

corporate culture

Culture can be described as the learned behavior patterns of
any specific period, race, or people. Similarly, corporate cul-
ture refers to the beliefs, behaviors, values, and norms of an
individual CORPORATION or of an organization. A corporation
develops policies, procedures, and guidelines in order to
establish and convey the concerns and priorities of the com-
pany. Corporate culture is what is “read between the lines”
of those policies and procedures—that is, the “understood”
or “unspoken” rules and regulations of a company. Infor-
mal, intangible, and ambiguous, corporate culture relates to
the working environment or atmosphere of an organization
and is very often based on the ideas and standards of the
senior MANAGEMENT responsible for creating it.

For example, an organization’s employee may under-
stand that even though his or her boss is the nominal
authoritarian figure, the boss’s administrative assistant can
often produce more results or has more “power” because
he or she maintains more contacts throughout the com-
pany’s INFRASTRUCTURE. Therefore she or he is the unofficial
authority.

Corporate culture can be divided into four main cate-
gories: ritualized patterns, management styles and philoso-
phies, management systems and procedures, and written
and unwritten norms and procedures. Ritualized patterns
refer to policies and procedures influenced by the political,
economic, and social beliefs and behaviors of a society. An
individual employee may affect a corporation’s ritualized
pattern when the employee brings his or her own ideas
and beliefs to the organization. Collectively, the employee’s
work ethic, individuality, and relationships with fellow
coworkers and customers create ideas and values that may
shape a corporation.

LEADERSHIP, planning, motivation, and communication
are all examples of areas influenced by management styles
and philosophies. It is important that top managers con-
stantly strive to improve and remain consistent in their
management styles. Inconsistency can be seen by employ-
ees as unfair and frustrating. Motivating, training, and
rewarding employees can provide a positive work experi-
ence, thereby causing them to be more productive and
satisfied.

Management systems and procedures are those that are
clearly stated as policy (in official documents) as well as
assumptions made by staff for those instances that reach
beyond the policy. Policies are developed in order to estab-
lish routines that employees should follow for certain sit-
uations. Training procedures followed during orientation
and throughout the duration of EMPLOYMENT should be
consistent with the established values of the organization.
The organizational structure and company image are also
important and can assist the firm when recruiting for new

workers. The physical structure of the building can also
send a message to employees and visitors. For example, if
it is physically open and has many windows, this can cre-
ate a pleasant atmosphere in which to work. Similarly,
dress codes should be established in order to ensure that
the staff maintains a neat representation of the company
image. However, if codes and policies are too strict, it can
lead to a negative work environment. It is always impor-
tant to remember that a balance of structure and freedom
should be maintained.

Assumptions made by employees during situations not
officially covered by company policy relate to the fourth cat-
egory: unwritten and written norms and procedures. Gener-
ating a certain working environment or atmosphere for
employees will equip them to make judgments and assump-
tions according to the already established guidelines for sit-
uations that have not previously been anticipated.

For example, a customer may have a complaint about a
product. The employee has guidelines to follow when
dealing with the situation, but the actual resolution to the
problem may be an individual judgment based on the
employee’s knowledge of the customer as well as the com-
pany’s values and policies.

A good corporate culture allows a company the oppor-
tunity to be more successful. Typically, if an organization
establishes a positive corporate culture, it can boost staff
morale and foster creativity among employees, which can
be used as an excellent public-relations tool. If a corpora-
tion fails to create a good corporate culture, productivity
may suffer and employees may become unsatisfied. This
can lead to high employee turnover and lack of creativity.
It is important to remember that a corporation’s culture
can be considered one of the most important aspects of
business, and having a contented staff can lead to greater
profitability.

Sometimes an organization has a corporate culture that
is too strong, making it difficult to hire a diverse group of
employees and to institute changes when necessary. It can
also lead to hiring the same types of personalities, which
might cause productivity to suffer for lack of ideas and
make it harder for a new hire to fit in or feel comfortable.

Further reading
Goffee, Rob, and Gareth Jones. The Character of a Corporation:
How Your Company’s Culture Can Make or Break Your Business.
New York: Harper Business, 1998; Sherriton, Jacalyn, and James
L. Stern. Corporate Culture/Team Culture: Removing the Hidden
Barriers to Team Success. Atlanta: American Management Associ-
ation, 1997.

—Jennifer R. Land

corporate divestiture

Corporate divestiture is the disposing or relinquishing of a
company’s ASSETS or a portion of its business by way of sale,
exchange, or liquidation. A CORPORATION may want to sell
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off a poorly performing division or spin off a subsidiary
company through an exchange of stock with SHAREHOLD-
ERS, or it may be forced to liquidate assets as a result of
legal action.

A sell-off is one of the most common types of divesti-
ture, where the divesting company sells a division or sub-
sidiary to a third party for cash or some other asset such as
stock. Companies usually sell off under-performing parts
of the company and use the proceeds to strengthen other
areas of the business. Likewise, if a company is experienc-
ing financial trouble, it may decide to sell a segment of the
business in order to generate INCOME.

Sometimes the business area is too small to sustain itself
as an independent company and must be sold to another
party. This leads to the second form of divestiture, a spin-
off, which occurs when a parent company creates a new,
independent company from a subsidiary company or divi-
sion. Shareholders of the parent company are issued stock
in the newly formed company to compensate for the asset
loss of the parent company. This also serves the dual pur-
pose of shifting some of the investment responsibility and
risk away from the parent company and places it on the
shareholders’ shoulders. Additionally, debt from the parent
company can be transferred to the spin-off company dur-
ing its creation. A spin-off can improve the overall opera-
tions of both companies by reducing red tape and
overhead costs, allow each company to focus on their pri-
MARY MARKETS, and give greater freedom to the manage-
ment of the spun-off company.

There is also a modified version of a spin-off known as
a split-off. The two are very similar; however, unlike a
spin-off, where all the shareholders receive shares in the
new company, in a split-off shareholders can choose if they
want to exchange the shares they own in the parent com-
pany for shares in the new company, although sometimes
exchange is mandatory. This exchange of shares is often
done on an unequal basis. For instance, a shareholder may
receive two shares in the new company for each exchange
share of the parent company.

Finally, there is the case of liquidation, also known as a
split-or break-up. A split-up occurs when a parent com-
pany exchanges all of its shares for a stake in two or more
subsidiary companies. This is then followed by the liqui-
dation of the parent company. This arrangement is typical
in antitrust cases, when a split-up is used to break up a
company into individual and independent companies.

During the late 1980s there was a growing trend among
companies to diversify operations and expand into new
markets. However, some companies found they had spread
themselves too thin and were no longer competitive in all
areas of their business. Thus, in the 1990s there was a
growing amount of corporate divestiture as companies
tried to refocus their businesses on core competencies. For
example, in 1997 PepsiCo decided to spin off three fast-
food restaurants in an effort to focus more on its “core”
soft-drink and snack-food business lines. This action was

in part prompted by PepsiCo investors who believed Pepsi
had expanded in too many directions and wanted to see
the company reorganize its business.

While not as common as a spin-off or sale, a break-up
is often more widely publicized in the general press,
usually because of its association with litigation and
antitrust cases. For example, in 2000 one of the pro-
posed solutions in the Microsoft antitrust case was to
split the company into two new companies. One com-
pany would focus on operating systems, while the other
would focus on software. After the new companies had
formed, the “original” Microsoft would be liquidated,
ceasing to exist as a company. Shareholders of the origi-
nal Microsoft were to be issued stock in both of the
newly formed companies. However, this plan never came
to fruition, and at the close of 2001 Microsoft continued
to operate as normal.

Divestiture works as a foil against excessive growth and
expansion and as a counterbalance to MERGERS AND ACQUI-
siTIoNs. Companies will always try to improve their busi-
nesses, often through trial and error. When companies find
they have overextended their operations, become too
large, or have come to the attention of government watch-
dogs, they will often rely on these different divestment
strategies to make their businesses more efficient, easier to
manage, or complaint with legal regulations.

—Aaron S. Jones

corporate governance

Corporate governance—the consideration and evaluation
of business and social goals by corporate leaders—
addresses the ways in which corporaTiONs balance the
interests of SHAREHOLDERS, workers, and the community. In
recent years, although corporate governance has attracted
considerable public interest, its concept is poorly defined
because it covers a large number of distinct issues. As a
result, different people have come up with different defini-
tions that basically reflect their special interests. Some def-
initions of corporate governance include

e “Corporate governance . . . can be defined narrowly as
the relationship of a company to its shareholders or,
more broadly, as its relationship to society . . .” (Finan-
cial Times, 1997)

e “Corporate governance is about promoting corporate
governance fairness, transparency and accountability.”
(J. Wolfensohn, President of the World Bank, Financial
Times, 21 June 1999)

e “Corporate governance can also be described as the sys-
tem that controls and directs business corporations.
The structure specifies the distribution of rights and
responsibilities among different participants in the cor-
poration. Some examples of the participants are the
board, managers, shareholders, and other STAKEHOLD-
ERs. Corporate governance spells out the rules and
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procedures for making decisions on corporate affairs.
By doing this, it also provides the structure through
which the company directives are set, and means of
attaining those objectives and monitoring perform-
ance.” (ORGANIZATION FOR ECONOMIC COOPERATION AND
DEVELOPMENT, April 1999).

e As stated in the OECD Principles of Corporate Gover-
nance, “Some commentators take too narrow a view,
and say it [corporate governance] is the fancy term
for the way in which directors and auditors handle
their responsibilities towards shareholders. Others
use the expression as if it were synonymous with
shareholder democracy. Corporate governance is a
topic recently conceived, as yet ill-defined, and con-
sequently blurred at the edges . . . corporate gover-
nance as a subject, as an objective, or as a regime to
be followed for the good of shareholders, customers,
bankers and indeed for the reputation and standing of
our nation and its economy.”

Further reading

OECD. OECD Principles of Corporate Governance, Paris, 1999;
Organization for Economic Cooperation and Development web-
site. Available on-line. URL: www.oecd.org.

corporate security

Corporate security aims to protect the safety and viability
of a business organization. Since September 11, 2001, cor-
porate security has become an increasingly important
issue. A survey of corporate executives a few months after
the World Trade Center attack reported increased concern
about mail processing, travel, protection of employees and
INFRASTRUCTURE, and other security issues.

With the anthrax mailings shortly after 9/11, mail pro-
cessing has become a major concern. The U.S. Postal Ser-
vice provides guidelines, cautioning recipients about mail
from unknown sources with multiple stamps and no
return address. Companies have instituted a variety of
mail-security practices, from the use of latex gloves and
masks to the use of a separate room with no connection to
the central ventilation system.

Building security is another area of concern for busi-
nesses. Simple changes such as increased surveillance
cameras, ID badges, and visible security guards are being
used in many companies, especially in headquarter build-
ings and among companies more likely to be threatened
by terrorism. Concrete barriers, shatterproof glass, con-
trolled access, and protection of a building’s ventilation
system are additional building-security measures that
companies are instituting. Some firms are constructing
safe rooms, providing safety kits, and redesigning floor
plans with security in mind. One architect says the new
question being asked is, “How do you get the last person
in the corner office of the top floor out of the building
safely?”

Business travel is another worry for corporations. Since
9/11 many companies have reduced and even banned
employee travel abroad. While executives continue to pur-
sue international expansion plans, companies are offering
travel-security advice, hiring bodyguards and bullet-proof
limousines for executives and purchasing security and
intelligence bulletins for areas of the world where they do
business. The general travel-security rules are: be more
discrete, do not dress lavishly, replace business luggage
tags, move through open areas of airports to secure areas
as quickly as possible, and do not have pick-up drivers dis-
playing signs with the company’s name at arrival areas.

Even before 9/11, computer security was a major cor-
porate concern, especially given constantly changing tech-
nology. The many stories of hackers accessing sensitive
company data or destroying important data files had
already increased corporate computer security efforts.
Major companies often hire “ethical hackers” who attempt
to find weaknesses in the firm’s computer security system.
The American Society for Industrial Security reported on-
site contractors as the major threat to a company’s INTEL-
LECTUAL PROPERTY. Current employees and former
employees were ranked the second and third sources of
corporate-security problems. Most corporate losses due to
contractor or employee sabotage are never reported or
prosecuted. One story described a disgruntled employee
who, sensing he was about to be terminated, set up a pro-
gram to crash the company computer and, when dis-
missed, called his assistant, who mistakenly activated the
program at his request.

The value of continual back-up data storage became
apparent to many companies after the events of 9/11. Data
storage, back-up facilities, disaster plans, and the federal
“shadow” government facilities are all part of increased
efforts and concerns about corporate security.

Further reading

American Society for Industrial Security website. Available on-
line. URL: www.asisonline.org; Hymowitz, Carol. “Business’s
New Agenda,” Wall Street Journal, 11 March 2002, p. R6; Warren,
Susan. “Tools to Protect . . . Buildings,” Wall Street Journal, 11
March 2002, p. R6.

corporate social responsibility
Corporate social responsibility (CSR) is business decision-
making linked to ethical values, compliance with laws and
regulations, and respect for people, communities, and the
environment. A relatively new concept in western capital-
ism, CSR recognizes that CORPORATIONS are a legal entity
chartered by society. To operate (legally) in the United
States, all businesses are required to have a business
license, whether from a city, county or state government.
Some corporations perceive social responsibility to be
part of PUBLIC RELATIONS, any action or contribution that
makes the company “look good” in the minds of the pub-
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lic. Advocates of CSR consider it to be policies, practices,
and programs integrated into business decision making.
Some of the most widely quoted examples of CSR include

e Ben & Jerry’s company policy of donating 7.5 percent of
PROFITS to charity

e Levi Strauss exiting business in China as a protest of
human rights violations

e Body Shop’s decision to use natural ingredients har-
vested using environmentally responsible methods

e Calvert Group’s decision to exclude investment in com-
panies producing guns, cigarettes, and vodka

Supporters of corporate social responsibility suggest
these practices benefit companies in a variety of ways. Sev-
eral studies have correlated socially responsible business
practices with improved financial performance. CSR
efforts to reduce wastes frequently result in reduced costs.
Similarly, reduced wastes improve productivity and prod-
uct quality. Corporate social responsibility improves BRAND
images and company reputations, resulting in increased
CUSTOMER LOYALTY. Companies practicing CSR find it is eas-
ier to attract and retain employees.

In the 1990s CSR supporters developed standards and
awards. Some of these groups include the following:

e The Global Reporting Initiative, established in 1997,
designed guidelines for preparing enterprise-level sus-
tainability reports.

e Social Accountability 8000, developed by the Council
on Economic Priorities Accreditation Agency, has set
standards that include monitoring child labor, forced
labor, nondiscrimination, wages and benefits, working
hours, health and safety, freedom of association, and
MANAGEMENT systerms.

e The Caux Round Table, a group of senior business lead-
ers from around the world, produced “Principles of
Business,” a document expressing their standards for
ethical and responsible business practices.

e The Interfaith Center on Corporate Responsibility pub-
lished “Principles for Global Corporate Responsibility,”
a “collective distillation of the issues of concern” to reli-
gious-oriented institutional investors.

e The Sunshine Standards for Corporate Reporting to
Stakeholders developed a list of information that the
creators believe should be included in ANNUAL REPORTS
to STAKEHOLDERS, including customer, employee, com-
munity, and society information needs to evaluate cor-
porate performance.

e The Keidanren Charter for Good Corporate Behavior,
produced by the Japanese Federation of Economic
Organizations, created a 10-point charter directing
behavior by corporations.

The Business and Society Review has developed a
remarkable website detailing examples of corporate social-

responsibility efforts, implementation steps, links to other
CSR organizations, and model policies for companies con-
sidering CSR initiatives.

See also PYRAMID OF CORPORATE RESPONSIBILITY.

Further reading

Business and Society Review website. Available on-line. URL:
www.bsr.org; Michael H. Green. “Corporate Social Responsibil-
ity: Balancing Bottom Lines with Social Responsibility.” Available
on-line. URL: www.ziplink.net/~mikegree/career/social/htm.

corporate welfare

Corporate welfare is a term used to describe special pro-
grams that benefit only specific CORPORATIONS or industries
but not offered to others. In the United States, WELFARE—
benefits to individuals or families for which no product or
service is received in exchange—is a controversial area of
social policy. Corporate welfare is less well-known and
therefore less controversial, even though it represents bil-
lions of dollars annually. What critics call corporate wel-
fare, supporters refer to as economic incentives, enterprise
zones, or development assistance.

The federal government spends over $100 billion
annually on corporate-welfare programs. In 2001 President
George W. Bush’s budget called for reductions in corpo-
rate welfare, including cuts in public-works projects,
commercial-loan guarantees, shipbuilding programs, and
export-import bank trade assistance programs. Supporters
argue every country subsidizes exports and that export
subsidies level and playing field in international trade.

In an ongoing NAFTA (NORTH AMERICAN FREE TRADE
AGREEMENT) dispute, the United States and Canada have
been challenging each country’s support of timber produc-
tion. Both countries provide low-cost access to public land
and subsidize road development and other transportation.
The dispute centers on which country is providing greater
subsidies, unfairly reducing the cost of timber harvesting
and creating an artificial COMPARATIVE ADVANTAGE in lumber
markets. Similarly, in 2001 the WORLD TRADE ORGANIZATION
(WTO) ruled U.S. foreign-sales corporations (FSCs), off-
shore offices funneling paperwork for corporate exports to
avoid federal income taxes on export PROFITs, unfairly sub-
sidize U.S. corporations in world trade. The U.S. Congress
responded by changing the language of laws allowing
FSCs, hoping to continue to support the corporations
without facing WTO sanctions.

In 1998 in a major exposé, Time Magazine devoted
almost an entire issue to the subject of corporate welfare.
In addition to federal subsidies, Time presented numer-
ous examples of state and local governments competing
with each other to attract corporations. Typical corpo-
rate-welfare packages include cash, low-interest LOANS,
tax breaks, $1 real estate, and worker-training programs.
States often compete to attract large corporations. In
2001 Boeing announced it was moving its corporate
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headquarters to Dallas, Denver, or Chicago. Chicago won
the competition with a variety of “incentives.” Among
economic-development specialists, attracting Boeing or
other large companies is known as an “elephant hunt.” In
the 1980s, to “bag” BMW, South Carolina leased land to
the company for $1 a year, agreed to train workers,
exempted the company from a variety of taxes, and even
extended the runway on an area airport. Alabama subse-
quently offered hundreds of millions of dollars in incen-
tives to bag Mercedes-Benz.

One of the problems with corporate welfare is the ten-
dency for companies to “cut and run” once the incentive
end. Throughout the southeastern United States, textile
companies have long been known for this practice. Time
describes the relocation of meat-packing operations
around the Midwest. Rural communities lacking job
opportunities build INFRASTRUCTURE (particularly waste-
treatment facilities), spending millions to attract a com-
pany. When the company leaves for a better proposition,
the community is left with huge indebtedness and little tax
base to support the investment.

Critics say corporate welfare distorts allocation of
RESOURCES and reduces ECONOMIC EFFICIENCY, but the ques-
tion of how to stop it is difficult to answer. State officials
from New Jersey and New York once agreed to stop “raid-
ing” companies, but the truce was quickly ignored. Five
possible measures have been suggested to reduce corpo-
rate welfare.

e Level a federal excise tax on incentives given to corpo-
rations from state and local governments. This would
eliminate the value of the incentives and reduce the bid-
ding war among communities.

e Challenge incentives as illegal under the COMMERCE
cLAUSE of the U.S. Constitution.

e Create a special commission to propose ending corpo-
rate-welfare programs at the federal level.

e End funding for federal programs subsidizing loans to
businesses.

e Challenge state and local incentive programs through
lawsuits against companies receiving them.

See also EXPORT-IMPORT BANK OF THE UNITED STATES.

Further reading
Time Magazine, 30 November 1998, various pp.

corporation

A corporation is a legal entity owned by stockholders that
is authorized by law to act as a single person. As such, the
affairs of the corporation are separate from those of the
owners, which gives them limited LiaBILITY and thus a
financial advantage. Under most circumstances, the own-
ers’ liability is limited to the capITAL they have invested in
the company.

Corporations are created by acquiring a corporate char-
ter from state offices, often the office of the secretary of
state. In applying for a charter, a corporation submits its
articles of INCORPORATION, listing the company name,
address, number of shares of stock the company is author-
ized to issue, and usually the names and addresses of the
individuals who will serve as the initial BOARD OF DIREC-
TORS. The board of directors represent the interests of
stockholders and oversees the actions of managers. A cor-
poration may have a few or many stockholders, based on
who has purchased shares of coMmmoN sTock in the com-
pany. For decades the most widely held stock in the United
States was American Telephone & Telegraph (ATT), with
over 80,000 shareholders. Only about 20 percent of
businesses in the United States are incorporated, but they
represent a majority of business activity in the country.

In addition to limited liability, the other major advan-
tage of corporations is the ability to raise capital. Often a
new business starts out as a sole PROPRIETORSHIP; expands
by taking on partners; and, if promising or successful,
funds further growth by incorporating. Selling shares of
stock representing ownership interest in the company
allows corporations to obtain funds needed to create or
expand business operations without having to pay interest,
but it reduces the ownership and control of initial owners
of the business. Stockholders take an EQUITY interest in the
company with the expectation of sharing in the company’s
future prROFITS, either through DIVIDEND payments or appre-
ciation of the shares of stock in the marketplace as the
company earns profits. Corporations also raise capital by
selling BonDs and through bank LoANs issued in the corpo-
ration’s name.

The selling of shares in a new corporation is called an
INITIAL PUBLIC OFFERING (IPO). IPOs in technology stocks
were highly sought after by investors during the rapid
growth of the U.S. sTocK MARKET in the late 1990s. Since
most new corporations often have only an idea, a BUSINESS
PLAN, and little or no track record, shares of IPO companies
are considered highly speculative investments.

Many times entrepreneurs create corporations to
expand their PrRODUCTs and SERVICES into larger markets.
While they may have worked night and day for years
developing their business and are reluctant to lose control
of their enterprise, they need the capital and/or skill of
managers to make their business grow. On the one hand,
managers can provide new business expertise, but on the
other they are unlikely to work as hard as the entrepreneur
who created the business.

To overcome the problem of managers not being own-
ers of companies, many U.S. companies offer employees
sTock opTIONS—that is, the opportunity to purchase shares
of stock at a specified price for a period of time. If the com-
pany does well and the stock price rises, employees can
exercise their stock options, simultaneously buying stock
from the company at the agreed-on price and selling the
shares in the stock market at the current market price.
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This allows employees to share in a company’s profits.
Software developers at Microsoft Corporation were known
to have cots put in their office cubicles so they could sleep
in their offices after working 15- and 20-hour days. Many
of these employees have become Microsoft millionaires
through stock options offered to dedicated employees. As
demonstrated in the corporate corruption scandals in
2002, stock options also provide incentives for executives
to artificially increase share prices in order to cash in stock
options for personal gain.

A disadvantage of corporations is double taxation.
Because they are recognized as a separate legal entity, cor-
porations pay taxes on their INCOMEs. When they distrib-
ute income in the form of dividends, SHAREHOLDERS must
report these distributions and pay personal income tax on
them. Thus, profits are taxed first as corporate income and
second as personal income. Similarly, when shareholders
sell their stock for a profit, they must report the gain on
their personal tax return.

Further reading

Mallor, Jane P, A. James Barnes, Thomas Bowers, Michael J.
Phillips, Arlen W. Langvardt. Business Law and the Regulatory
Environment, 11th ed. Boston: McGraw-Hill, 2001.

cost accounting See MANAGERIAL ACCOUNTING.

cost-benefit analysis

Cost-benefit analysis looks at proposed transactions from
an economic viewpoint, comparing the cost of the
improvement to the benefits derived from the improve-
ment. At the very least, business wants the economic ben-
efits of the improvement to be greater than the cost of the
improvement. In American businesses, supervisors and
managers ask their superiors for money to purchase more
supplies, new equipment, additional employees, and a
variety of other reasons. Money, however, is a scarce
resource, and, usually, the total amount of money
requested is greater than the money available to be spent.
Higher level managers must evaluate the spending
requests and decide which ones to approve.

Cost-benefit analysis is a frequently used technique to
evaluate spending requests. For instance, if production
levels can be increased by 60 percent with the purchase
and installation of new automated manufacturing equip-
ment and the cost of the equipment is $100,000, the return
to the company must be $100,000 before there is a break-
even point. If the company cannot earn a good financial
return on the expenditure, then it may decide to leave the
money in the bank to earn interest or spend it on other
projects with a higher rate of return.

Companies often set standards for the desired rate of
return for an expenditure. If that standard is 2.0, then the
improvement must generate economic returns that are

twice its cost in the first year of operation. This introduces
the term payback. If an improvement generates returns of
twice its cost in a year, then the improvement has paid for
itself in six months. The returns earned during the second
six months of operation are incremental profits to the
company. Companies are more willing to spend money for
improvements with shorter payback times than longer.

Cost-efficiencies are related to be both cost-benefit
analyses and payback period. When a manager compares
different potential improvements that have the same
potential benefit, he/she should select the improvement
that has the lowest overall cost. This results in requesting
the improvement with the greatest cost-efficiency and,
similarly, the shortest payback period. Determining the
lowest overall cost is important because it goes beyond
the immediate purchase price and includes additional
considerations, such as projected life of the machine,
equipment reliability, and potential cost of repairs. When
costs are incurred initially with benefits expected to be
realized over a longer period of time, present value analy-
sis is used to adjust costs and benefits into the current
time period.

Cost-benefit analysis is an important consideration, but
not all purchase decisions are primarily driven by eco-
nomic factors. Improvements may be authorized to assure
a safe work place, free of recognized hazards or to protect
the environment from pollution.

See also DISCOUNTING, PRESENT VALUE.

—TJohn B. Abbott

cost of goods sold

Cost of goods sold is an expense account with a normal
debit balance found in the ledger of merchandising firms
that buy and resell finished goods. Using the perpetual
inventory system, when an item is sold from inventory, the
merchandise inventory account is credited for the cost of
the item, and cost of goods sold is debited for the same
amount.

Because cost of goods sold is often the most important
of all the expense accounts in a retail or merchandising
firm, it is separated from the other expense accounts and
subtracted first from sales revenues, with the remainder
called gross margin. All the firm’s other expenses are then
subtracted from gross margin.

A well-known model for determining the cost of goods
sold is:

beginning inventory
+ purchases of inventory

inventory available for sale

— ending inventory
cost of goods sold

Cost of goods sold provides important data for manu-
facturing firms, and their INCOME STATEMENTs give the
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same treatment to the cost-of-goods-sold account—that
is, subtracting it first from sales revenues to obtain gross
margin.

cost-of-living adjustment

A cost-of-living adjustment (COLA) is an increase in
INCOME to compensate for INFLATION. As the general level of
prices rises (inflation), the purchasing power of a fixed
amount of income decreases. COLAs protect against infla-
tion by raising incomes, or benefits.

Almost all COLAs in the United States are tied to the
CONSUMER PRICE INDEX (CPI). The most widely cited use of
COLAs is by the Social Security Administration (SSA).
SOCIAL SECURITY (Old Age Survivors and Disability Income,
OASDI) and SUPPLEMENTAL SECURITY INCOME (SSI) are
adjusted annually based on changes in the Urban Wage
Earners and Clerical Workers Consumer Price Index (CPI-
W). Since 1975 the SSA has used the third-quarter-to-
third-quarter change in the CPI-W to adjust benefits at the
beginning of each year. In 1980 Social Security benefits
were increased by 14.3 percent, while in 1998 benefits
were increased only 1.3 percent.

In addition to being used to adjust government benefits
programs, COLAs are often incorporated into UNION con-
tracts and child-support orders. COLAs are also used to
adjust for regional differences in the cost of living. Com-
panies often adjust salaries of workers when transferring
them to high-cost areas. Manhattan (New York City), Hon-
olulu, and Alaska are relatively expensive places to live in
the United States, while most midwestern cities and
smaller towns are less expensive. The U.S. military also
uses COLAs when transferring personnel to high-cost
areas around the world.

People whose major sources of income are not pro-
tected by COLAs face declining purchasing power over
time and rapid decreases in purchasing power during peri-
ods of severe inflation. Many pensioners in former Soviet
countries saw their incomes vanish during the break-up of
the Soviet Union.

Further reading
Social Security Administration website. Available on-line. URL:
WWW.S52.gOV.

cost-push inflation (supply-shock inflation, sellers’ inflation)
Cost-push inflation, also referred to as supply-shock or
sellers’ INFLATION, is an increase in the general level of
prices caused by a leftward shift of an economy’s aggregate
SUPPLY curve. Aggregate supply/aggregate DEMAND (macro-
economic) analysis describes the interrelationship of real
GROSS DOMESTIC PRODUCT (GDP) and the general level of
prices (inflation). Assuming nothing else changes, a
decrease in aggregate supply will result in both higher
prices and reduc