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CIAPTER 1

INTRCDUCTICN

A, The Need for a Systen

llarazement of a modern serviceable Navy ZExchange enterpgrise
is an increasingly complex task as the exchange structure becomes
more disparate. An exchance may encompass a retail store cof
nineteen departments offering services in cobbler and barber shops,
food service activities, vending machines, service stations,
lavndries, tailor and dry cleaning, photography, watch repair,
persoral services and clubs for enlisted personnel other than
Chief Petty Cfficers. In some exchange complexes there may be as
many as ten retail stores, twenty food service outlets, and
offering services ranging from newspaper and milk delivery to taxi
service, depending upon regulatims for the area in which the
excnange is located., Exchange munthly sales may range from 310,000
in a small exchange toc $1,000,000 in a large exchange.

This disparate group of parts in an exchange structure
requires effective management control. Therefore, the Navy
Exchange Gfficer (abbreviated NEQ)--the one who is responsible for
the over-all success of the wmdertaking--nceds more than ever
three attributes. He needs, first of all, tc have a broad under-
standing of the principles uwpun which sound Navy Exchange manage-
ment practices are based. Second, so that he can make proper
policy decisions and initiate top-level action promptly when and

where needed, he also must have a clear understanding of the



prescity sosition of hls bvusiness Jrorn. every standouint vihich can
have an Znfluence on its overall success. énd, thirdly, he must
learn that finding trouble before it becomes significant is as
important as preventing mistakes.

It is not easy for the NEO to get a sufliciently clear
nicture o tie way his business is going to permit him to make
decisions with a feeling of complete confidence. This is true
vhether an exchange is small, medium-sized, or large. In the case
of a small exchange, the innumerable details of ruming the busi-
ness fall on the shoulders of one man. He must not only do all the
planning, organizing, and directing--the typical functions of
exchnenge manazement-~but he must usually also struggsle with the
deta. led problems of sales, service, persormel, accounting and the
like, ZFunctiocrs which are delegated by exchange management to
specialists in a large exchange must be handled perscnally by the
NEQ of the small exchange. Ie cannot afford to emplcy specialists,
50 he [inds himself shouldering a heavy vurden o detail, often in
areas in which he is not particularly well informed.

The result is an overload of vetty detail and a confusion
of perspective, 7The small NEO all too often instead of managing
his business finds hiisell being managed by the pressure of events,
He spends his ti e dealing wilth emergencies as they arise daily or
even hourly and has little ti e or energy left for the true
managenent of his exchan e, The statistical information usually

available to him is not collected in an easy to interpret fashiong



thus, the overall view so oadly needed is lost,

The NEC of the medium-sized exchange is in little better
position, His business has attained the size where he can begin to
employ specilalists and delegate responsibility, but in the very act
of doing this, he bvegins to lose that intimate knowledge of the
details of the business which he had when he was handlinp every-
thing himself. Without a well-organized set of control information,
he is likely tc find himself “flying blind", His decisions are
made more on the basis of hunches and guesswork than they are upon
complete knowledge of all pertinent facts. Although a sowd busi-
ness can weather the effects of a surdrising number of wrong
decisions, it 1s obvious that operatincg results will be greatly
improved as the percentage of wise management decisions lncrcases.
An extremely close relationship exists between decision maling
and a well thought ocut concept of control.l

The NEG of the larze exchange is even more dependent
woon the adequacy o- the control information that is furnished to
him, In his case the organization has grovmr to such a size that
he cannot po.sibly keep in persoral touch with all of the key
people whose combined activities are responsible for the success
of the undertaking., Tc attempt to onerate on a centralized, rather

thar a decentralized vasis of personal contact and uncoordinated

lﬁm. Travers Jerome 111, Executive Control--The Catalyst.

(Mew York: John iley and Sons, inc., 1901}, p. 10




reco:ts, eithwer verbal or writver, dealing with all the matuers on
which the LZ0 should be informed, is to attemopt the irpossible.

Hovever, you can't decentralize =rithout very much better

cortrol o per ormancc, very nuch oetter control of objectives,
than most busiress hove ever heard of. Decentralizabion mcans
that ;ou set v> a wnit austonomously in such a manrer that it
operates against standards, objectives, and zoals rather than
azainst supervision. The major droblem is a control problen
which very few businesses eltner understand or have the
controls for.

In an effort to resoond to this necd for control information,
the Navy Ship's Store Cffice (KS3C), Brooklyn, H. Y., the central
management office o the Vavy Resale System, rccognizes the need
for statistical contrcl information and customarily forwards data
to all exchangces in the system. All tcc often, haorever, this
irformation is not accunulated and synthesized oroverly for effi-
cient management control a:d thus becories of iittle value Tor
decision-makirg ourpcses. Data froem N33C are recelved during the
morth “o.lowing the actual ooerating mont. , it is obvious the infor-
mation is received too late for corrective action within the month;

therefors, a need exists _or a more eifective means to exercise

efficient control of an exchange.

i)

B. The lieaning ol the System for Control

This paper will set forth a description of a oractical
systen of management control designed as the NEO's top manacement

tool for control of his diversified enterprise; there ‘ore, this

2"Why Top l.anazgement Control lleeds Tighitening?, Dun's
3 - > - 3 ~ e
Leview and iodern Indistry (Jctober 1956), a quote attricuted to
reter Orucker.




sysbem 1s not written {or salesclarks or bookkeeoncrs, out for the
man who must exercise final control, the NEO of a Navy HExchange,

Je snall refer tc this system of management control as Navy
Exchange lianacement Control (abbreviated NEIC and pronounced WEI'-
SEE). It is desizned to give the MNBO of the small, medium-sized or
larzge exchange the information he needs to direct his business
properly. It is expected that NEID will aid in presenting informa-
tion in an easy-to-interpret form so that the WEO will find it
requires much less time to absorb than the less comdlete and less
well-coordinated data he has been using in the paste

NEIMC shculd present to the NEG and the others of his manace-
ment staff a method enabling them to have a clear picture of where
the business stands now, how it got there, and where it is expected
to go in the future, It should facilitate decisicn making, because
1t i1s designed to present clearly the facts on which the decisions
should bes tased. By providing a clear understanding of what the
situation is, and hence, where the problems that need attention
lie, the method should simplify the task of exchange management,

Although the paper is to be a practical guide ror those vho
wish to install and uss the method, it should also have a great
deal to offer the serious student of Navy Exchange llanagement,
whether he is already a practicing NEQ, or a beginner Jjust pre-
paring to enter the iield. By describinz a method of gathering,
preparing, and interlocking all of the pertinent information

reguired to zive a picture of the past, present, and orobable



Tfuvure statas I tae erchange, it should zive the reader a clear
insizht into tac side of marnagement which involves getting the

most out of a glven set o’ circumstances. Although it by neo neans
overlooks the possibilities o growth through the e.pansion of
sales, the reduction of costs through the improvement o’ methods, and
the like; tnis paser is prirarily corcerned with IZccusing attention
on how to zo0 about getting the vest res.alts from the situation in
which an exchange finds itself at the moment, Certainly it is just
as important for the NEQ to maximize proiits and offer eff;ciené
service out of today's cperation as it is {for him to scek greater
srofits and services throush e.pansion, Indeed, if the exchange is
not an eifficient busiress at the present moment, irmediate improve-
ment in profits and scrvices o' the oneration is necessary as a
prerequisite to plans ol expansion,

This viewpoint of oobinmizing nerformance for efficient
results 1s important, particularly for tnc younz man Just entering
the field o. Navy Exchange lanagement., 1T is casy to beccme so
interested in a varticular sart of eichanre managerent-——expansion
planning, retail orocurecment, orice raduction, cash control,
persornel adm ristration--that all operspect’.e is lust. This
ermhasis on a particular shase ol manage.:crt may aspear to be the
ansvwer to all problems in the mird ol the young entiiusiast; whereas,

it Is balanced manazement that holds all tne functional tasks of a

disparave orgenization in pruer relatiorsiaip. Balanced exchance

management 15 esscrtial ‘or over-all success. This paper, therciore,



is int.ded Lo encoiraze balancea manea ceuient persoeciive.

Researcl indicates that standards have been developed Lo
establish measares of perfommance for comparison vith actual
results as shown in Appendix A. These standards are ror guldance in
preparing for the menthly, seasonal, and yearly cycles of an
exchange operatiocn. However, this -uide has the shortcoming of
implying that the verformarce standards set forth are normal for
excnanges in the Navy Exchange Program. Also, Appendix A may be
interpreted that measurement of performance should only e accom-
plished on a time period of a month or more,

KEIC is developed to encourage measurement of performance
within the menthly cycle as well as at the end of the month or
during a seasonal or yearly cycle. Of course, if the monthly cycle

impreves so will the seascnal and yearly cyclee.



CHAPTER iI

THE SUNDATENTALS O' WAVY ZXCHANGY UAaG ¥ENT CUNTRUL

The task of manazing an exchange to success is one that can
be either a vleasant and satisfying exvericnce or one that is Ifilled
with a series of exasperatin: frusirations. It all depends upon the
care exercised in plamning for the future operaticn and the adequacy
of the controls available to the NEO.

This is particularly tr.ie in the case of those who manace,
direct, and develop the small and medium-sized exchanges which con-
stitute the majorit;  of the Navy Exchanze Program. Unless the
energy and enterprise of their Exchange Q°ficers are based upon a
clear knowledge of .hat is going on in their exchanges, as recorded
by their figures, they may well endanger present security and fubture
success of the Navy Resale 3ystem and the Navy Recreation Program,
They are not surrowmded, as the NEO!'s of the large exchanges are,
by mature and experienced department managers who can advise and
assist. They must themselves provide both the departmental back—
ground of good specialized management and, in addition, zcod overall
managenent of the undertaking as a vholc.

The distinction between exchange and specialized manazement
lies in the fact that exchange management must work from the top
downward, while specialized managerment must vork from the bottom
upward. The general well-being of a goingz concern can only be

watched from the top.



A. The Essentials of lanagin : An Exchange

The NEQ 1s resuonsible for the safe conduct of the exchange
as a wnhole; whereas, the deparitmental manazers are responsible for
tihe resulis produced in their own departments. It is esserntial
that the IBQ wderstand how to balance the activities of the dif-
ferent departments so they work smoothly logether as cne integrated
whole, This perspective in proper balancing of departments will
assist the NEO in determining which member is Yout-of-steph® with the
group. Through guidance and encouragement the NEO must slhiow depart-
mental manazers WHow* coordination is required for successful
integration of all devartments of the exchange group.

The NEQ, however, must be cautious not to devote too much
attention to any one member. If too nmuch attention is given to one
nember, more than cne department may beccome troublesore.

The NEQO's approach must forev.r be based upon the safety and
prosperity of the over-all business, For that reason, he must keep
in the closest touch with what is going on both internally in the
departments, and externally in the command and business area. Above
all, he must have the business acumen of knowing where he does not
have enough data for proper execubtive actione.

For this he needs information-—external and internal.
External information on matters that affect him deperds on where
the exchange is located. Since external infcrmaticn is an individual
matter, it will not be considerad here. The interral information he

requires to keep him in touch witn the prosress of the exchange and
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vitn departmental activitvies is alwvays at hana, available for use
if it is presented tc¢ him in a cenvenient mamner., If he cdoes not
use it, the fault lies with him, and with him only--sirce to keep
himself inTormed of the true state of affairs as to the past, pre-
sent, and probable futurs fortunes of the business is the first and
most important responsibility that his position entails. Only if
he knows clearily what is going on can he hope to manage and control
his business. If he does not do it, nobody else will,

The first sign of trouble will soon show up in the exchange's
figsures. The knowledge of trouble arcas is a prercquisite to cor-
rective action. If the NEQ can recognize the areas in time recmedies
can be applied beiore real harm is done. He needs lorever to be
asking WMyhy? since from these inquiries will arise all the nroblems,
solutions, and actions that constitute exchanze management. But the

first thing he will need, as a basis for exchange management, is a
simple and clear statement of what is occurring in the business at
different times. A statement is not mly necessary at the end of
the menth but also early cnough during the month to enable the NEO
to take prompt corrective action before the month is over. The
method described in this paper provides these statemenis and so can

be justly said to be the key to exchange management for the NEO,

B. The Technique of Navy Exchange Monagement Control

Control is the executive action arising from the ccmbined

HSS0 and NEC!'s policy decisions. It 1s essentially active and not
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passive, In studying the problems involved in NELC, particular
care must be taken to restrict the rield to the important elements
involved, as it is fatally easy to develop a structure which becomes
far too complicated Zor osractical day-to-day use., In NEIT we are
not only concerned with the process which starts from the volicy
decisions made as a rasult of the intellizent study of the facts and
figures provided for the purpose, but also the need or commitment
and follow-up so aptly stated by William Jerome:

~

To achieve rigorous plamning and control, whether in the
short or lon:s run, two basic requirements must be mets (1)
there has to be a commitment on the part of managers to some
srojected goals or results; and (2) there must be an eventual
comparison of actual with projected results together with an
explaration of any material differences. .Jithout such an
"audit" (or measurement) of achievement, plarning and control
will lack discipline and lose part of their "educaticnal®
benefits.,

This statement by Jerome serves as an introduction 1to the
meaning of NEXC, but does not define it. NHIC is a usystem of
planning and collecting, displaying, and integrating ccntrol data
in sufficient time for the NEQO to direct prompt corrective acticne

In orcder to present NELC distinctly, the range of
activities involved in the system are divided into three segments
called positions. Zach position has a speciiic time period for
characteristic action required for the complete system. The

titles of the positions imply the broad characteristic action that

vill be described,

o

3Jerome, op. cit., p. 107



3. The Werat. - S et Jositienm (Position ¥)

2. .he _id-lonth Per ornarce Pfos’tion (Position IT)

3. e wonthly Owerating 3tatazent Position (Position IIL)

the sirst position is concerned witn the >larmed >erZormance
of the exchange; vihereas, the second and third positicns are con-
cerned with actual nerrormance or operating results ci the eichanze.
The reason for thais division is tl.abt it is o7 primary necessity
that a plan of performance ve prepared in advance during the
Position I time neriod. Follow.:y Positien I the {irst cortrolling
action will tale place at mid-month durircz the Position II time
period. The secord controlling action will take olace during tne
Position IIT time period as soon as the exchange raceives the
operatin> statement for the odrevious nonth's operation from NSSO,
The planned performance action taken during the operation

budget position is orepared four months in advance of actual per-
formance. TFor exannle, the operat.ng budget oresarcd and suon-tied
orior to 10 April 1962, is tnc projected nlan for Au ust 1262. The
oneratbting oudget position results should be available for review
purposes during the first week ol a calendar mo:th. Since the
operating month of an exchange begirs on the 26th, the results from
the mid-monta perflorizance position should be rzady not later tnan
two days after the mid-day of the operati: g month under roview or
within the second week of the calendar ronth. The monthly operating
statement position results, on the other hand, sho .ld be available

for control purpcses at the bagirnirg of the third vieck of the
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calendar nmonth follewins vhe menth under review,
The position uime pericd sequence chart outlined in Figure 1
illustrates the time pericds for position action during the calendar

months of April, llay, and Jwne, 1942,

C. The Control Structure and Infoxma&icn Flow

To describe JEIC further, a ccntrol structure is designed
for establishing the framework for information flow of positicns,
Information is gathered into Fositicn I for one plan and into
Positions IT and III for two control reports. These are submitted
to the NEQ during the first, seccnd, and third weeks of a calendar
month respectively. After review of these documents the NEOQ will
hold three separate meetings witnin the time period alloucated for
egac:: position. These meetings will be held with his department
managers to discuss the plan, the results, and the corrective
action., After the {irst meeting the NZO should be able to submit
his operating budget to NS3Q for review and appreval. After the
third meeting he should ve adequately briefed to make his own
nonthly report to NSSO which should be required for coordinated
analysis between NSSC and the NEC.

The control structure and information flow diagram is
shovn in Figure 2. In this diagram the readerwill notice a number
of menthly plans and reports to be made by the department nanagerse.
It is of the ubtmost irportance to the control method that these

reports be kept as brief as possibl: and submitied on time.



Time Periols for rositicn Actlon

Positicn 1 Avnril--Prevare Operating Budget
for August .« ¢ o o &« o s e o
Submit Operating Budget for August . o .
Position II April--Review liid-ionth Perlormance
For Asril. o 4 o o & s ¢ o & o
Initiate Corrective Action from Position II
Control Report &« o o o o o o o
Position IITI April--leview Operating Statement
for March « o ¢ ¢ o o o o o
Submit Reporl for March . « o o o o o

Posltion I May--Prepare Uperating Budget
for September « . ¢ « ¢ o o o
Submit Operating Budget for September o o
Position II lay--Review liid-llonth Performance
TEE IEY oM B 60 “gr O 00 0 o O C
Initiate Corrective Action from Position II
Control Report v+ o o o o o o o o
Position I1I May--Review Operating Statement
for April e o e e e & o s e s
Submit Report for April « .« . « o« o o

Position I June~--Prepare Operatinz Budget
for October « o o o o o ¢ o o o
Suomit Operating Budget for October « .+ o
Position II June—rneview lid-Month Performance
for June . . . . . . . . . . .
Initiate Correcctive Action from Position II
Control Report « o o o o ¢ o o
Position II1 June--Review Operating statement
fOr 18y o o o o o o o o o o o
Stbmit Report forllay. o« o o o o o o

POSITION TILE P..A0L SCQUENCE CIART

1

Calendar Ilonth

April 1962

2 to 7
7 to 9

9 to L
16

16 to 21
21 to 23

April 30 to 3

* *
. L
L *
. L
[ [

5 to 7
7 to 12
U
U to 19
19 to 21

June 1962

+« May 28 to 2

2 toly
L to 9
11

11 to 16
16 to 18

FIGURE 1
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Metuer it be a small or a large ertchange, the control
activity follows a regular pattern each menth. The information
rclating to the operating budget starts from the variocis functional
manarers, passes to the control assistant who sumarizes it and
makes up the operating budget in the rough, The Position I
meeting is held and the IEQ approves it for submittal to 1NSSO0.
Position II information relating to the mid-month follows the same
flow and after the second meeting the NEO makes his decisions for
corrective action which are at once put intoc effect. Positicn IIT
information relating to the past month alsc follows the same flow
and after the third meeting the NEOQ presents his report to NSSO.
Policy decisims are transmitted to the department managers
verbally or by written instructions from thne NEQ, which completes
the control process.

In the case of the small exchange the control reports and

the meetings may be omitted, but the flow of information remains

wmaltered.

De The Control Assistant

One individual should be made responsible for collecting
the budget, mid-month, and monthly data; doing the simple calcu-
lations required; and making up the rough operatins oudget, control
reports, and charts. The routine side of the work can easily be
done by a clerical employee, and this vill probably meet the needs
of the NEC of the small exchange, who should be so closely in

towh with affairs that he will not need comnents from anyone else,
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But in the large exchange, 1t is important for the results tobe
surveyed before the NEC sees the roush operating budget or control
reports,

At this point it is important to note that employees
involved in the function of coordinating and controlling for the
NEQ are in a staff caocacity only.

Basically, a control unit of any kind is purely a fact-
finding and recommendations grouwp. It has no administrative
or operating responsibility. Its fundamental reason for
being is to make possible an orderly, efficient administration
and planning by maintaining the proper flow of facts to top
managenent

The work can be dene by an assistant NEQ or by the office
manager. iluch depends upon personalities and inclination. No
matter who may be chosen, someone in the organization must be
responsible to the NEO for collectinz the data at zero hour and
presenting the picture with adequate camments as quickly as pos-
sible after the figures are available. This individual shall be
called the control assistant.

Provided the monthly plans and reports are kept brief, the
sense of completeness vhich they should give could add to the unity
and team spirit of the management group. This will have a tendency
to penetrate right down to the bottom throughout the departments,

The conscious, plammed direction of an exchange is a skilled affair

and cannot be carried on without careful analysis and reliable

lLFrank A, Lamperti and John B. Thurston, Internal Auditing
for lianagement (New Jersey: Prentice-Hall, Inc., 1950), De 90
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informatior:, hat information, to be effective, must bec comoletely

integrated and not merely an uncoordinated collection of figures.

s The Prescrtation of Control Data

An execubive should have called to hisattention only
significant departures or variances from predetermined norus
or objectives. The “significance® of the variance, it saould
be emphasized, is largely a matter of the favorableness or
mfavorableness of the trend rather than of the absolute
anowmts involved, .hen performance is as planned, the answer
to the question "low well are wie doing®™ is essentially:

W'e are doing as well as we promised,"

It is, therefore, important that the control assistant pre-
sent his data in a clear and understanding mammer. This control
data should be presented tothe NEC primarily oy reports and charts;
however, presentation is not limited to these two forms.

The reader will notice on Figure 2, six simple exchange
control charts and a number of small department graphic charts
are required, The exchange control charts are to be prepared and
plotted for sales, gross profit, direct expenses, net department
profit, gzeneral expense, and net profit; the major segments or
variaoles considered during the three positions of the NEIC nmethod
and are designated as the basic sete.

The basic set shows the total dollar amowunt of each segment
for all departments combined. Tor example, the sales segment

chart of the basic set will show the totel plamned sales {igures

developed during Position I and the actual sales figures of mid=-

1. Travers Jerome IIT, Executive Control--The Catalyst
(New York: Jchn .iley and Sons, Inc., 19¢l), De 135
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month and end of the month oseratiuns., A gpecimen of a sales
se-ment control chart is displayed on J'icure 3. The heavy, dark
line shows planned or estinated sales r'or the exchange projected
over a period of time on a mid-month and monthly bvasis., The
dotted line shows actual sales to date,

This type of control data presentation will enable the NEQ
to visualize the desrese of variance of actual from estimated on a
trend basis and will aid him in deciding whether further inquiry is
necessary or whether everjything scoms to be prorressing satisfac-
torily. In other words, trend as well as absolutes are clearly
shown

In addition to the basic set of exchange control charts
that show the overall exchange totals of segments for planning and
control, the control assistant willl prepare the small department
graphic charts, in booklet form, for the same six segnents of each
department of sufficient size. Data of departments such as retail,
service station, food service and enlisted men's clubs of the
mediun-sized and larze echange snhould always be ‘ncluded in the
department charts.

The control assistant will examine and prepare the control
data Zor presentation taken from depnartnental manager's plans and
reports, departmental control rescords, the operating statement,
and other applicable documents.

Ynen the charts are plotited and completed for sresentation

they should be analyzed by the control assistant to reflect
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informatiorn. ior swpcrt of nis roush oudget and cortrol reports.
This is easily accomplished 1f he uses the charts in the correct
manner. That are some of the vays he may use these charts?

(1) To compare accuracy of denartnental >lans and renorts.

(2) To compare both absolute amounts and variance percentages
of last month's and last year's estimating to this month's
and this year's estimating,

(3) To compare performance in the same manner as number (2)
above.

(L) To analyze intra-department cost and revenue fluctuabtions,

(5) To make the same analysis on an inter~department basis.

(6) To expose sales mix trends (particularly if charts are
presented for individual retail departments).

(7) To predict future trends,

The control assistant should possess a list of control
limits for each major segment both for the basic set and also for
the departiment charts. These limits will aid him in determining
problem areas for presentation. However, it is significant to
establish that the IEC 1s responsible for determining ti e limits.
in establishing control limits the NWECQ should consider among other
things, the historical data of wvariance percentages and the present
and provable future external influences that may affect the
characteristic behavior of tie internal exchanse organization,

At this point the reader should note that not only is tne

area of errterral inluence an individual matter for furtlier



research, but also the area of control limits requires intensive
study. urther investigation of these areas may prove tobe
important suodlemental material for the NENMC s:stem or the Navy
xchange llanual. 4 guide of control limits may enhance the
adequacy of performance standards set forth in Appendix A,

Supplemental information should be presented for study in
either of the Position II or III control repjorts or charts on
significant variables as relative or aosolute figurss. The
choice of these indicators is determined from two basic questions
First, what data in addition to the major segments alresady

specified can be collected soon enough to detect how a department
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or the exchange is doing? Second, what further data are required

to help correct problems revealed?
The following suggestions are recommended in determining

trouwble and in finding solutions to problems. Murther they are

recommended to direct the control assistantt!s attention to relative

as well as absolute magnitudes,
(1) Inventory to Sales
(2) Payroll to Sales
(3) Overtime Payroll to Standard Payroll
(L) Part-time Payroll to Standard Payroll
(5) Pay Day Sales to Position II and III Sales
(6) Cash [luctuations (shortaszes, overages, over-rings) to
Cash Receilpts

(7) Department Returned llerchandise to Department Sales
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(9)

(10)

(11)

(15)

(16)
(17)
(18)
(19)
(20)
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L.umoer of Department Items .ot adeguately Priced for
Dis:lay to Number of Decartment Items Carried
Number of Items Zrroneously Priced to Number of Items
llarked
New Items Added to Q1d Items Deleted by Departments
Sales per Employee to Sales ser Department
Net Profit per Employee to Net Profit per Devartment
Number of Items Received per Number of Items Requested by
lferchandise Transfer
Number of Items Not-In-Stock per Number of lMust List Items
Required
Nunoer of Items Not-In-Stock per Numoer of Never Oubt List
Items Required
Markdowns per Inventory Age Group
Number of Procurement Source Changes
svailable Gpen-To-Buy
Merchandise Cycle Flow Time

Merchandise Transfer Flow Time



CHAPTER III

TiE CITRCL TN ACTLIQN

L. The Uperating Budget Position

The essence of NEIC is to set realistic attainable goals or
ovjectives and then provide conbinuing management action o ensure
the <oals are reached. In an exchange, setting joals 1s accom-
plished through the use of the operating budget. The operating
budget i1s not a system of control but a valuable means for control.
It is a position taken by coordinating the combined intelligence of
the entire exchange into a plan of action based upon past perfiorm-
ance and governed by a ratvional judgment of major variables that
will influvence the course of the business in t he fubure,

Budgeting is not just forecasting., It 1s an exacting and
rigorous analysis of the past and a careful calculation of
provable and desired future operations. The objective is to
substltute deliberate, well-concelved, astute business
Judgment for accidental success in enterprise management,

This position should reflect the maximum potential of a well rwn
organization. Hence, the operating budget becomes the primary
policy making idmplement at the disposal of the NEQ.

The major segrments of the operating budget that must be
planned by scecialized management are the same variables considered

during the mid-month and operating statemont positions. These seg-

ments are also the same variables that comstitute the exchange

6Adolph Harty, Othel J, Curry and George . frank, Cost

Accomnting (Cincinnatis South-7est Publishing Ccmpany, 1957) p. L73.
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basic uset ond devartment countrol charts.
In establishing the target figures for these segments the
followring steps are required;:

(1) Obtain detailed sales cstimates after consideration of
each department incdividually by it's elasticity, margirex
response to seasonal patterns, personnel complement changes,
recent history and promotional activitye.

(2) Lstimate the cost of goods sold by predicting the proper
sales mix and deducting prescribed dejartmental markups
and estimated markdovms. Deduct this sstimated cost from
sales, and gross profit is the resultant.

(3) Secure estimates of direct exnenses including payroll,
stationary and supplies, repairs and minor replacements,
utility expensc, retirement annuity contributions and any
ovher miscellaneous cxpensc.

(LL) Deduct the total estimated direct exvense from gross
profit and net dejsartment profit is determined.

(5) Determine net exchange profit by deducting planned general
expenses, all expenses other than those charged as direct
expense, and the central oifice expense, not to exceed
three percent of planned sales, from the total of all net
departnental profits.

During this budget process deoartrent managers should bring
lower swoervisory levels into action to reguire more corscious

slanning and control, Thus, the budget process becomes a major
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neasis for svpervisin  lower managenernt,

Before submission of the budget figires to the control
assistant, the department manager should comoare his budret
fizures with the previous year's and last month's departmental
control records, Any significant variations should be justified
on the rough department operating budget,

The control assistant reviews and integrates all budzet
figures received by the managers into the proposed operating
budget. He then prepares the control charts mentioned in the
last chapter. After this he prepares his surmary of the final
plans showing under-- and over--budgeting, symptoms of manage-
ment planning problems, and presents the data to the NEQ for
the Position I meeting.

At the Position I meetiiig the NEQ will discuss the
accuracy of the operating budszet inquiring about trouble areas
not only presented by the control assistant but also those de-
picted by hi self. The NEQ will exolain why any necessary
changes must be made. Upon completion of the meeltinc the
opverating budget becomes the projected operating statement

as the NEQ aporoves and submits it to NSSC.

Be The lid-lionth Perfomance Position

Prior to discussing Position Ii, it is important to re-
view the tiie relation of this position to the position just
complsted. The time period of Position II is the second week

of a calendar monta during which controlling action is con-



ducted on nlilc-month overating oerfomance; whereas, Position I
action ol preparin~ the overating budget four months in advance
vwas taken during the Zirst week of a calendar month,.

The goal of exchange net profit is eicht percent of sales,
Net profits equivalent to the first five percent of sales, less
the assessment by the Chief of Nawval Persomnel for the BuPers
Central Recreation Fund, arc available to local commands for
their recreation programs. HNet profit between five and eight
percent is allocated to 1SSO. This is listed as an item of
general expense, called central office reserve.

The distribution of the eight nercent net profit is
unique in comparison to similar operations in the business
world, The profits are distributed monthly, and il the goal
of eight percent is not attained, only those profits generated
are distributed in the same sequence menticned in the nrevious
paragraph. If the profits do not amount to eight percent the
deficiency cannot be made up in a subsequent month,

After monthly results are lnown a measure of perfcrmance
nay be obtained which will disclose whether the month's perfor-
mance is up to standard. The true measure of success is to
obtain optimal performance prior to the end of the month not
only to attain the goal but also not to exceed the goal. To
the extent the goal is exceeded, customers have not received
their rightful benefits due to improper prices or deficient

service, In view of the short veriod of time available to

&



maxinize el ‘iciuiit and effective coutrol for this ocjective a
nid-rnonth per.ormance nosition is decomed necessary.

EBefore developing Positions IT and IIT the NUEC should
clearly wnderstand the orincinle of sales dollar control used
in the Mavy Zxcnange Progsram. The idea behind this principle
is that the gross proceeds of sales is .lade uw of so much for
the cost of goods sold, so much for direct department payroll,
sc much for general exvenses, for non-recurrinsy exnenses, and
sc much for profit. If these items are recorded only in their
actual money values, there is no easy means of contrelling the
fluctuations, as it is difficult to compare, say, the rise of
sales with the rise in the payroll cost element of the direct
department expense. Bubt if the results are expressed as a per-—
centage per dollar of sales, a basis of comparison is cbtained,
and “yardsticks't may be established against which the variocus
components of the sales dollar may oe measured. As previcusly
mentioned, Appendix A is a cuide for these per. ormance standards.

It is not uncommen for the student of exchange management
to see the sales dollar tadbulations in the operating statements
of e.changes as a source of infomation and not as a source of
control. lHere vwe are concerned with the latter, and for that
reason the MNEG should utilize the coperating results as an in-
dicator to manage whalt needs manazement,

In HEIC the advantase of the sales dollar percentage

calculation is this--3.nce the WEC knows that he should make
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el ht percs® Lrolit on his sales, uhen clearly nizelty two percent
of his sales Jisure consist of costs or exmenses. Since tho cost
and cxpenses arc divided into seznents on the operating oudget end
statement, the NEQ can watch each menth vhether his eipght oercent
prolit is oeingz squeezed out ©y en e:icessive percentage in one or
another of these segments.

To interpret the ninety two percent of sales as a fixed
anount ol funds avallable or aunthorized tole expended as costs
or exoenses, 1s erroneous., The objective is to minimize costs to
the lowest possible level but not below the level of cost reguired
for proper customer service. It is also erroncous to change
selling price levels arbitrarily as the first choice oI corrective
action if costs or expenses are exceeding ninety two percent.
Although increased selling prices may be the only solution, it
should only be considered after all other alternatives have been
completely investigated., Conversely, vhen the profit tends to
exceed the goal, the NEO should strive for the point where he may
ask hinself this question, "What prices ma;" be reduced or what
additional service may be vrovided to decrease profits as a 'bonus'
to customsrs."

To savor the full significance of the review and analysis
activity taken at the mid-month performance position which is
discussed in the following pages, the reader should keep in mind
this caution: in most cases the variables raviewed ond analyzed

durings the nid-month time period are true or actual fijures. In
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some instauices, nouever, a variadle suach as gross profit, is taken
from departnental operatinz control rccords and is a forced figure.
This is due primarily to the fact that an actual inventory is too
time consuming to be taken at mid-month., Actual figures for sales
and expenses can be derived from sales sumary worksheets, daily
cash reports, payroll registers and other applicable accounting
documents, Consequently, a few "findings" derived from the study
taken at mid-month can be presumptive only. Useful warning of
trouble, in other words, may be obtained from an analysis of the
data relating to wmproved variable figures. 1In these instances,
mid-month reviews and analysis can only point out potential »nro-
blems not actuval problems.

The sales, gzeneral expense and net nrofit sezments provide a
particularly useftvl illustration of certain variables requiring
analysis during the mid-menth position. The following mid-month
data of July 1961, were taken from the results of one of the
exchanges in the Navy Exchange Program:

% of % of Variance 4
Planned Sales Actuwal Sales to Actual

lid-Month Sales 15,900 1124200 Jel-
Gen. Exp. Payroll 1,110 2.3 1,532 3.6 5645
Qther Gen. Exocense 229 AL 301 5 30.0
Central Office Res. 1,377 3.0 685 1.6 L6 46—
Net Profit 2l S5 2,110 5.0 19.3-

All the variance percentages of actual to planned figures are
clearly wmfavorable and in all cascs extreme and indicate trouble

areas requiring prompt action to be taken by the ITEO prior to the
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end of the month. Talt are somc o .hese trouble areas?

(1) Sales arc off target.

(2) Actual general expense sa Toll is too high.

(3) Other general expense is over the planned level.

(L) The total of central office reserve and net orofit is
movinz toward a total of 5.6 of sales instead of the
plarmmed 9.,27% and the normal desired goal of 8% of sales.
The figures used in the illustration above wrould normally be

submitied to the control assistant by the office manager. In this
example the office manager possesses many trouble areas for sug-
gesting corrective action in his report, The other Tunctional
managers should make a similar analysis of their individual deoart-
ments prior to preparation of their mid-month report.

At this point it 1s well to make clear that red tape has no
place in NZIL. In the medium-sized exchanges scme departmental
managers may claim they are too busy to make monthly reports on
the workings of thelr departments, This is a shortsighted policy,
as they lose a record of any success they may achieve. DBut since
tire is a vital factor in control, the control assistant will be
wilse to check the day before the mid-month on trnether he is coing
to recelve all the written reports. His Positlon II control report
must not be delayed if the Position II control meeting is to have
the desired efifect.

Control reports are made w of certain carefully selected

series ol accounting, financial, and operating data., Their
purpose is to provide management with a continuing, systematic
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revicw of trends and curren. develonments in each major segment
ol the busiress and to call aticntion to short run or long run
conditions ithao warrant further study and investigaticne

In snort, control reports cull attention to the situvations

vhich require special investigation, and accouwting records
provide the vasic data on vhich control revorts must rest, %

In preparing department and position control renorts, the
managers and the control assistant will always assume that all con-
trol charts will be available for review at the control meeting,
For that reason, only applicable problem area investigation data
shouwld oe presented in the reports. This should improve correlation
and time efficilencye

The control assistant!s task for the Position II control
report and charts will not be difficult il he correlates, studies,
and reports only significant information on problem areas,
bearing in mind that the department managers are responsible for
drawing attention to any underlying matters of importance., His
Position II control report is a surmary ol the mid-month results
showing major and minor problem areas, the problem causes and
appropriate corrective action. ‘/hen the control assistant has
plotted the control charts and has compiled the control report, the
2osition II conurol meeting will be held.

Minutes should be taken by the control assistant at the

meetings and circulated to all members as soon as possible after-

vard. All items should carry a reference to some member of the

T3otn B. ilclean, "Better Reports for Better Control', Harvard
Business Review (lay-Jwme 1957) Vol. 35, Wo. 3, p. 97.
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meevin °, vho 111 be rssnonsible fo~ reporting progress by the
Position III meeting or subsequent meetings until the matter has
been settled. The last entry will then end with the word “completed®
to show that it will not be brought forward asgain,

In this manner, no matter raised abt a control meeting is
allowed to rest until sebttled, and some one member is responsible
for that settlement. This procedure shculd provide a valuable
stimulant to progress and should help to prevent the side tracking
of wnpleasant or complicated oroblems,

It is important to keep before the members the date on which
an item was first raised as an aid to influence follow-up and fe=d-
baclke

All old business is dealt with first, and the current status
of each item is recorded., Then any new business is considered and
menbers are free to oring up any matter which they feel of sufficient
importance to be investigated,

For NLIIC purposes, position meetings that follow this plan
should be more conducive to nromoting corrective action than the
type which deals with a new agenda on each occasion. The Zollow=up
plan will also show the significance of the mid-month positiwn--—

finding short run problem areas for immediate corrective action.

Ce The Operating Statement Position

The time period of this »osition is the third weeck oi a
calendar month; whereas, Position II action of mid-month verformance

just reviewed was taken during the second week, This operating
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stateler . position co.slders tne oprovious nertuts operating stabe-
neat,

Poslition I1I becomes the most realistic position of WILC
from the standpoint that in this position exc.hanc management is
comparing actnal results ol variables with the operating budget
figures. This comparison is showm on the operating statement
forvarded by NSSC to each exchange in the systen.

Tor the Position III control reocrt the control assistant
will be responsible for synthesizing deta to show why the fizure
of profit is what it is, how the exchange is moving in relation to
the operating budget target figures for tihe year to date, and
whether any deficiencies highlignhved in the operating st.otement
are being corrected by current action.

First he will deal with the onerating statement. He will
not only compare the control data of tlie major segmcnts but will
also compare the data chosen as supgplemental infornation after
plotting the information on the control charts. Then he will pro-
ceed to compare this data with the s mmary departmental control
records to detect misleading information that may be found in the
departmental manager's resorts which should have been received
by this tine.

Thile analyzing this data he will prepare a note sheet cf
ivens that are de med questionable. This note sheet is ar impor-
tant factor in the proceedings as it corpels the countrol assistant

and the ['EOQ to go tarough the charts and results orne by one and to
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rote dovr vhetuer the dir ctlon or movenent is favorable or un~
favorable; axd whether the current month results as seen in
Position I: are satisfacuvory or not. Unce the note sheet s com-
nleted, a quick review gives an impression ol t.e previous month's
problems as a whole that regiired contrcl and also points to where
corrective action shouvld be initiated, co.tinued or stopped.

It is important for the reader to note that the IO parti-
cipates in this prelimirary analysis and review in order that all
possible preblem areas are eiposed for further review and analysis.
Durirg the preli.inary analysis all problem areas should be listed
o1 a priority basis not cnly from the viewdoint of dollar variance,
but also percentage variance of actual to planned figures,

Yhen he is satisfied that he has made a proper survey of
the operating statement, the control assistant will compare the
note sheet with the departmental reports to ensure that problem
causes and appropriate corrective action have been specified by
the managers.

Having made up his note sheet and studied all problem areas,
he will proceed to pripare his Position IIT control report which he
will review with the NEQ, the charts being available at the time.

As soon as the NIQ has satisfied any wish for further infor-
mation, he will call the Position III control meeting, Once again
a2ll the departmental managers will gather round the table, and
matters arising from the report and charts will be fully discussed.

linutes will be taken to fix responsibility as previously outlined.
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sefore coui leting Tue "Jonurol in action® it is appropriate
to cunsider varnings or "“caveats'" for the NEQ, an executive, ex-—
pressed by Wn. Jerome.

First, reports or charts in themselves do not provide
control except to the e.tent that they aid e:recutives to ask
the right questions about the right factors. Even then con-
trol will devend not Just on the gquestions but on the vromot-
ness and effectiveness oif the follow-uwp action taken to bring
actual performance in line with desired performance.

Second, an executive must beware lest he rely too nuch on
any one or two favorite charts or indexes. Subordinates
quickly becore epert at manipulating the factors that im-
prove thelr showing in any single phase of operations.

Taird, it behooves the eiecutive to beware of his reaction
to wmfavorable trends as revealed by reocorts. The temptation
exists to jump to conclusions and distrivute blame without
first grasping what is really going on. Things always lools
deceotively self-evident in reports or on charts.

Fourth, the executive must never forget that a major use
of reports (as well as plans ard budgets) is to "educate",
not to fix blame. In other words, reports encourage orderly
thinking on the part of all executives about the entire
operation of the firm.

YIith the above note of warning to the NEO the control pro-
cess showm on Figure 2 has nor been comnleted up to the point at
which the NEOC prepares his report to NSSO. This report will be
prepared on a “management by esception® basis, exoplaining the
variations and the events vihiich have caused them during the past

nonth. Further, the revort will include corrective action initiated

for prevention ol the same problem in the future.

8

Jerone, op. cit., p. 15
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Adter tue IECts recort Lo sibiduled to IISSU, the cortrol
orocess is conoleted. oI 11830 replies to the report with further
instructicns they should be issued by the Z0 to retail, service
and azcounting departrments.

if the control stiructure has been correctly built w, not
only all the information relating to the operatirg budget, mid-
month performance and the operating statenent positions will
have been reviewed, but also problems will have been analyzed,
and corrective action will have been taien,

At this point the riader!s attention is invited to the
fact that the NEQ's report to LiSSO is nov a reguirement at the
present ti.e; however, the report is strongly recormended regard-
less whether the WEUC system is adopted. The report would improve
coordinated analysis and aid NS30's management control of the Navy

bxchange Program.



CHAPTER TV

THE VALUZ 00 THE SYSTHEL

Cnly those INEQ's who have had experience with handling
exchanges, which are working at full cacacity or those vhich are
rapidly decreasing in volume, can have any idea of the pressure
umder which, in such circumstances, the managers spvend their days.
Time is their enemy. There is not time for weeks to be spent in
drawing up plans of this or reports of that. O0Often before these
studies and analyses have been finisned, the next month's operating
statement has come in and new studies must be made., The INEO must
have some first-aid methed, as simple and quick-acting as possible,
so that the moment he has control data he can take whatever action
these data show to be necessary for optimal performance. A close
conbtrol of what is happening offers the one hope of survival,

A control system is not a panacea for bad exchange manage-
ment. It may present a clear oicture of what is going on, obut that
is all it can do., If exchange manacement is poor, a control system
will not ensure success. The responsibility for that, as for all
other matters affecting the exchange as a whole, must lie with the
NEQa

The NEIC system need not entall a special stall or any
intricate calculations. In effect, it merely takes worth-wnile
variable information from records already maintained and presents
then in a framework w hich enables the NEQ to direct action more

promptly, in a coordinated memner, instead of a disconnected series
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of reports, Iv is importart to bear tuils In mird; the reader
should not visuvalize a sudden inllwx of more employees, a heavy
increase in expense and disorganization,

The additional workleoad requir.d is that of the control
assistant. The preparation of reports, if kept brief, is a matter
of a few hours a month, The meeting, if conducted properly and
based on management by exception, should not be very time consuming.
The actuval cost, therefore, of operating the control once it is
installed may be said to be negligible.

The NZIC method offers a form of control which can be
adopted at any exchange. Every exchange has its operating budget
and operating statement problems., The addition of the mid-month
performance review will aid in isolating, defining, and watching
these problems within the month and will encourage improvement of
operations.,

lloreover, NEIL has the further advantage in that it can
assign managerial responsibility. It isoletes the major functional
problem areas and those problems can be referred to the individual
responsible for corrective action. NELC with its consideration of
the three positions, all surveyed in proper balanced perspective,
can enhance profits and service. If cntinuous review of the
activity of the exchange is mairtained NEIC will be an effective
systen,

It might possibly be assumed that the method is only suitable
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for Ja e exchanges beca sc refereices are made hereir to special-
ist menagers who usually exist only in exchanges of some size.

This is not the case. The responsibilities of manracenent exist in
every exchange. .hether each functional responsibility is handled

by a separate individual or one overburdened person carries all
responsibilities, the fact remains that those responsibilities

have to be met if the business is to be run efficiently. The control
has been worked out so as to isolate, as far as possible, the finc-
tional results. Those results can then be referred to the individuals
responsible in a large exchange. In a snall exchange, they indicate
to the NEO which particular section needs attention,

In e respect, perhaps the most valuable side of WE'C 1is
that it Iends itself admirably to the training of prospective IIEOs
in exchange management problems. Iliuch has been done in recent years
towards irmproving the teaching of exchange manazement in order
that the new officers assigned to Navy Dxchanges may start with a
proper knowledge of how they should go about t heir work as their
responsibilities increase,

NEML is concrete and therefore can be taught. It is not a
network of nebulous theories. It can be readily adapted for use
with the case study approach,

£ student with training in NEIC will have a far better
chance of making early headway in his assignment than one vho
starts without it.

To the NEO of an exchange, the problem of sreatest importance
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is en efficient means for contrel, The Limc is passing when railure
is acceoted as merely a question o.” bad luck. A simple and effec-
tive guide for management control of an exchange is one of the most
urgent needs of the Navy Exchange Program today. It is confidently
believed that this system of NEIL oifers to those responsible for the

success of an exchange a solution to their contrel problem,
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3. PERFORMANCE STANDARDS -

a. General. The performance standards set forth in subparagraphs b through d are suggested
for Navy Exchanges.

b. Retail Depariments

Haximum Minimuin
Graoce A st mrren Total Diecet Ne¢ Deparliisiig
Sales Volume Grouping Profit (%) Payroll (%) Expense (%)  Contribution (%)
$ 0- 10,000 14.0 3.4 4.0 10.0
10,001- 35,000 14.5 3.4 4.0 10.5
35,001—- 80,000 . 15.2 3.2 3.8 11.4
80,001-150,000 15.8 3.2 3.8 12.0
150,001 and over 16.5 3.0 3.6 12.9
c. Service Departments
Minimum Maximum
Gross Maximum Total Direct Minimum Net
Department Profit (%) Payroll (%)  Expense (%) Contribution (%)
J-1 Barber 95 32 90 8
J-2 Cobbler 65 55 60 5
J-3 Service Station 20 8 9 . 11
K-1 Tailor & Dry Cleaning 60-90 45-75 50-80 10
K-2 Photography (Details in Chapter 4) 20
K-3 Watch Repair (Details in Chapter 4) 20
K-4 Food Services
Under $7,000 Monthly 40 23 28 12
Sales Volume
Over $7,000 Monthly 40 21 26 14
Sales Volume 3
K-5 EM Clubs (Continental) 35 18 22 13
! K-5 EM Clubs (Overseas) 40 19 23 17
K-6 1st & 2nd Petty Officers’ Clubs 45 20 25 20
M-1 Laundry 90 60 80 10
M-2 Personal Services (As applicable to individual services authorized)
M-3 Vending Machines 15

d. General Expenses and Other Income

Percent of

Total Sales
General Administrative Payroll

Group I § 10,000 and under 2.7
Group II 10,001-% 35,000 2.7
Group I 35,001—- 80,000 2.7
Group IV 80,001~ 150,000 2.5
Group V 150,001 and over 2.3
Group VI Reserve Air Stations 2.4

Percent of
Total Sales
Other General Expense

Continental (exclusive of amortization) Maximum 1.4

Overseas (exclusive of amortization and contract labor) Maximum 0.8
Other Income 0.4
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