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PART I


INTRODUCTION

A Win-Win Philosophy
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The possibility of men living together in peace and to their mutual advantage, without having to agree on common concrete aims, and bound only by abstract rules of conduct, was perhaps the greatest discovery mankind ever made.

—F. A. HAYEK1





Peace” and “mutual advantage”: These are essential requirements for civil society and, on an individual level, for success—yours and mine. Together with those “abstract rules of conduct” so admired by Nobel Prize–winning economist Friedrich Hayek, they mirror the goal of my business management framework: that everyone knows the right thing to do and is motivated to do it—without explicit directions or overly detailed rules.

As CEO of Koch Industries, Inc., I am proud to work with principled people who help themselves by helping others improve their lives. I am dedicated to pursuing only a certain kind of profit—what we call “good profit.”

By “good profit,” I don’t mean high margins or high return on capital, or lots of profit by just any means. What I consider to be good profit comes from Principled Entrepreneurship™—creating superior value for our customers while consuming fewer resources and always acting lawfully and with integrity. Good profit comes from making a contribution in society—not from corporate welfare or other ways of taking advantage of people.

The most value for customers is created by the scenario described by Hayek on the previous page. One that maximizes the freedom of the employees bound only “by abstract rules of conduct.” This is how we strive to manage Koch Industries.

In the early 1990s when Koch Industries introduced its management framework, Market-Based Management®, to our metal fabrication plant near Bergamo, Italy, its union leaders responded with concern: “This might work in the United States, but it’s not going to work in Italy. Here, managers think. Workers work. You’re asking us to do the managers’ job.” Yet that mentality undermines success, general well-being, and the development and fulfillment of the individual.

We prefer to look at business through a win-win mind-set, which was the guiding philosophy behind the MBM framework we began to develop in the mid-1960s. This framework has enabled Koch to grow tremendously; indeed, it was essential to turning a company valued at $21 million in 1961 into one valued at $100 billion in 2014. (This $100 billion figure is derived from Forbes’s estimate of my brother David’s net worth and my net worth.)

As shown on the next page, an investment of $1,000 in our company in 1960 would have a book value of $5 million today (assuming reinvestment of distributions)—a return 27 times higher than what a similar investment in the S&P 500 would have achieved.

It is worth noting that our rapid growth in value has continued even as we have grown into a large organization with more than 100,000 employees. Such results are uncommon among large companies. In 1917, for example, Forbes produced its first list of the hundred largest companies in the United States. Ninety-six years later, only thirteen of those companies were still in existence and independent, and only seven remained among the hundred largest in the country. Despite all their assets and capabilities, the vast majority of the nation’s largest companies could not keep pace.

[image: image]

What is Koch’s secret? I believe it is Market-Based Management, our unique business management framework, which has allowed us to more than keep pace through half a century of dramatic change.

In the decades since we began to develop this framework, energy prices have risen and fallen in repeated cycles, global competition has intensified, the geopolitical map of the world has been redrawn, the volume of regulation and litigation has soared, new technologies have transformed industries and businesses, and the pace of innovation has accelerated, but MBM has enabled us to deal with it all—all the while earning “good profits”: good because they are driven by a voluntary, mutually beneficial relationship with customers. We don’t lobby the government to mandate or subsidize what we’re selling. That creates bad profit. Instead, we earn profit by creating value—for customers, society, our partners, and every employee who contributes. That is good profit.

Going forward, Koch’s vision is to double profits on average every six years by applying Market-Based Management, which is outlined and detailed in this book’s chapters.

Like most, I am interested in the well-being of not only my family and myself, but others as well. Clearly my family and I have benefited from the success of Koch Industries. But so have the more than 100,000 people Koch employs around the world in over sixty countries, including China, Mexico, India, Japan, Canada, the UK, Germany, Singapore, Brazil, and Malaysia—as well as all the people who have affordable access to countless valuable products and services because of Koch’s efforts and discoveries.

This includes those who benefit from readily available, high-quality fuels (including biofuels) with which they power their businesses, heat and cool their homes, and fuel their vehicles. It includes those whose lives are now easier because of the innovations that make crops more productive, stretch denim jeans more comfortable, carpets more durable, and baby diapers more absorbent and elastic. It includes those who enjoy the health benefits of touchless hand towel and soap dispensers in public restrooms, and smartphones made smaller and lighter thanks to better connectors inside. We satisfy the customer’s desire whenever we have the capability to do so, and the customer confirms that value by allowing us to profit. And there is much more value creation to come from Koch in the future.

In 2007, I explained our management framework in a book called The Science of Success. When I wrote it, the book value of Koch Industries (adjusted for distributions) was about two thousand times greater than in 1961 when I returned home to Wichita, Kansas, to work for my father. As I mentioned earlier, the adjusted book value is now five thousand times greater. Even during the Great Recession of 2008 and its aftermath (one of the worst economic periods since the Great Depression), Koch Industries more than doubled its shareholders’ equity and increased its workforce by more than 40 percent.

Companies are always lobbying for special treatment, but during that recession a large number of them stepped up their pressure on the government for favors. They did so quite effectively—but at the expense of taxpayers and consumers, and to the rigged disadvantage of their competitors. Too often, Washington chooses winners and losers in the economy. This is corporate welfare, and it’s the opposite of freedom and good profit. I have spent a lot of energy and resources speaking out about the dangers of profit by coercion, which is the antithesis of our Market-Based Management philosophy.

Market-Based Management emphasizes Principled Entrepreneurship over corporate welfare, virtue over talent, challenge over hierarchy, comparative advantage over job title, and rewards for long-term value creation over managing to budgets. MBM has enabled Koch to spread well-being to our employees, to all those who benefit from our products and services, and to all those who benefit from the resources conserved by our greater efficiency and creativity.

No one can decide which products and services a customer values better than the customer. Dedicating ourselves to satisfying what she values is showing respect for her. This is what generates good profit. Bad profit comes from disrespecting customers by making them subsidize our business with their tax dollars and higher prices, siphoning away the good profit other companies could have earned.

This is why our company opposes government subsidies, such as special tax breaks, import tariffs, restrictions on exports, mandates, anticompetitive regulations, and bailouts—including those that would seem on the surface to be beneficial to us. Corporate welfare relieves recipients of the constructive pressure to innovate and create value for society, hinders the unsubsidized competition by coercion, and limits the choices available to consumers.

Of course, when markets are distorted through corporate welfare, Koch is forced to deal with these distortions to remain competitive. For example, like virtually everyone, we take advantage of lawful tax breaks. Most subsidies, however—such as import tariffs, export restrictions, and anticompetitive regulations and mandates—are enshrined in law and are not optional.

We advocate the elimination of all these distortions, even those from which we currently benefit—such as ethanol mandates, restrictions on the export of crude oil and natural gas, and import tariffs. As an ethanol producer and large consumer of U.S. crude oil and natural gas, we profit short term from these market distortions. But rules like these—that don’t lead to good profit—leave virtually everyone worse off long term, including us.

Free societies, which are based on respect for what people value, enjoy the greatest prosperity. Prosperous countries such as New Zealand and Switzerland, while not perfect, secure individual rights—including property rights—for all. They allow everyone to express ideas and markets to function freely—better than the great majority of the world’s countries.2

Societies that don’t embrace freedom wind up with the least prosperity. Venezuela is a country rich in natural resources, yet after just fourteen years under a socialist government, it now rations food, electricity, water, and other staples.

From antiquity to today, the best societies, as well as the best companies, have been the ones with a framework of freedom in which individuals can improve their lives by improving the lives of others.

This freedom enables entrepreneurs to discover how to best use resources to satisfy what people value through economic means. For example, when the technology to transmit data by optics rather than electricity was developed, transmission companies began switching from wire to fiber-optic cable, increasing capacity and speed, and freeing more copper to be used for other purposes. This greatly improved the cost, speed, and quality of transmitting images, voice, and data—thus generating good profit.

When economic signals are allowed to direct actions, people gain the knowledge of what is valuable to others and the magnitude of that value. They are then motivated to replace old systems with new ones that improve people’s lives. This is why the world went from mainframe computers to laptops and tablets: not because of some government subsidy or mandate, but because consumers showed they valued the latter more than the former.

If the market signaled that consumers value energy from solar panels more than energy from oil and gas, the solar energy industry wouldn’t need to pursue profit by political means as Solyndra did, in seeking subsidies from energy consumers and taxpayers. The solar power industry, like every business, should strive to profit by economic means instead of coercive ones.

At Koch, we stress the importance of incessantly embracing innovation and replacing old products, services, and methods with newer and better ones, such as Georgia-Pacific’s touchless hand towel and soap dispensers. GP is now working on systems to prevent infections by alerting health-care workers if they neglect to sanitize their hands before treating a patient.

This is yet another example of our driving creative destruction (see chapter 3) and earning good profit from it, because reducing the spread of hospital infection may reduce the need for hospital beds and medicine. (Every improvement is bad for somebody’s business, but no one can argue that fewer infections are a net negative for society as a whole.)

The superior petrochemical processes developed to make nylon by INVISTA are another example. INVISTA, acquired by Koch in 2004, is one of the world’s larger producers of fibers, polymers, and chemical intermediates. We’re working to replace some of its processes, and others, with more efficient biological ones, freeing up more resources to be used elsewhere. The new processes will result in reduced emissions, require less energy, and have fewer by-products.

These biological processes might bring disruption, rendering some of our existing plants obsolete, causing losses, and necessitating organizational change. But in the long run, old plants should be replaced by even better ones, and it is consumers and society as a whole that benefit from less expensive, more environmentally friendly nylon products in clothes, cars, and appliances. This generates profits for the entrepreneur who shares in the value created for the consumer.

MBM prompts us to focus on understanding consumers’ unmet needs and finding ways to satisfy them. We strive to do this faster and better than existing and potential competitors. This requires that we continuously improve our existing capabilities, such as sales, marketing, operations, distribution, finance, technology, and R&D. MBM also requires that we add new capabilities faster than our competitors. For example, the acquisitions of INVISTA and GP allowed us to develop consumer marketing and branding capabilities that opened up new opportunities for existing businesses and future acquisitions.

When I’m asked to share our MBM principles with other businesses and organizations, I have done so willingly. I don’t believe that others’ success will diminish our own. On the contrary, MBM is win-win. But MBM is not a secret sauce recipe. It can’t be relayed in a list of to-dos. Nor is it a package of think-outside-the-box slogans that can be implemented after a daylong seminar.

MBM is not just another buzzword management system that accomplishes nothing. “Eliminate slogans,” demanded management theorist W. Edwards Deming after witnessing numerous factories filled with posters exhorting improvements of various kinds. To him, slogans just confirmed what employees already suspected: that management doesn’t know what it’s doing. We saw a great deal of merit in Deming’s system, but found it was too limited to cover all the requirements for business success.

MBM helps employees better answer the question of “how” and then goes even further. It helps them address what the business should do to create the most value in society as well.

So the reader should be forewarned: MBM is extremely powerful, but successfully applying it is neither simple nor easy. After more than five decades spent developing and applying these principles at Koch, I’ve learned it is not enough to simply memorize the methodology or learn your way around the metaphorical toolbox. It’s essential to understand the underlying principles sufficiently to be able to adapt those tools to fit the problem.

The successful application of MBM requires internalizing its principles at all levels of the organization, especially in leadership. If you’ve never swung a golf club or driven a car before, theory and instruction will only get you so far. You need to pick up a club or get behind the wheel and keep practicing until you internalize the mechanics to the point where you can do so automatically. It needs to become second nature to you. Similarly, MBM requires being able to conduct your business activities without even having to think about the mechanics of MBM.

Some key aspects of MBM, such as the emphasis on values and entrepreneurship, are legacies of my father, Fred Koch, a first-generation American. A self-made man and John Wayne–type figure, he exemplified much of what is at the core of our culture (and can’t be imparted in a quick tutorial): the value of hard work, integrity, humility, and a lifelong dedication to learning. As his business became profitable, he spent his free time reading and ranching—not living a flashy lifestyle. Despite his intelligence, he was the kind of man who readily admitted what he didn’t know, and prized honesty in all matters. He did his best to transmit those values to his sons.

Some previously published accounts of my teenage years describing me as rebellious and bullheaded are not entirely fictional. As an idealistic man in my twenties, I became passionate about the urgency of finding freedom-fueled solutions to human problems, even if the solutions were radical.

When I joined my father at work in 1961, I had two goals: One was helping to build a large, innovative, principled company focused on creating real value and earning good profit. My father’s leadership had built the company up to a net worth of $21 million, and I thought we could improve on that. In fact, shortly after I joined, I plotted out my vision for the company’s growth. (By 2013 we had exceeded my lifetime goal by seventyfold.)

My other goal was to discover the principles that best enable people to flourish as they live and work together. In this I was influenced by my mother, who had a deep sense of obligation to help everyone who reached out to her. She personified a principled regard for the community, which to me reflects Adam Smith’s vision:



And hence it is, that to feel much for others, and little for ourselves, that to restrain our selfish, and to indulge our benevolent affections, constitutes the perfection of human nature; and can alone produce among mankind that harmony of sentiments and passions in which consists their whole grace and propriety.3





For Smith, this ideal could only be achieved through voluntary restraint of one’s selfishness. My father helped me see the adverse consequences of Communism’s attempt to coerce this “perfection of human nature.” I agreed with him about the horrors of Communism, which he witnessed firsthand while building plants in the Soviet Union under Stalin. But in the 1960s my philosophy about the role of government diverged from his.

This began to happen as a result of my spending most of Wichita’s quiet nights reading and studying. Though an engineering major, I also studied mathematics, physics, and chemistry at MIT. I learned that we live in an ordered universe and that the natural world is governed by certain principles. To survive and prosper, people must understand and respect those principles. For example, Newton’s third law is that every action has an equal and opposite reaction. (We ignore Newton’s laws at our own peril.)

I began to wonder if there were, likewise, principles that determined societal well-being. I sought to read everything I could find on the subject from every relevant discipline, including history, economics, philosophy, science, psychology, sociology, and anthropology. What these disciplines had in common, I found, was that each explained how different social systems enhanced or diminished people’s well-being. I studied the ancient Greeks and Romans, the medieval Scholastics, the Dutch Golden Age of freedom, the British Empire, and other major civilizations. As in the physical sciences, it became obvious that humans ignore at their own peril the fundamental principles of how to best live and work together.

My readings covered the entire philosophical spectrum from “left” to “right” and everything in between. I discovered my own political orientation was much more nuanced than simply “conservative” or “liberal,” in the contemporary sense of those words.

Plato, Aristotle, John Locke, Adam Smith, Will Durant, Karl Marx, Vladimir Lenin, John Maynard Keynes, and Karl Popper all made tremendous impressions on me—some good and some bad. Authors such as F. A. Harper, Friedrich Hayek, Abraham Maslow, Ludwig von Mises, Michael Polanyi, and Thomas Sowell were particularly helpful to my understanding of the principles that govern well-being in society.

I vividly recall the first two life-changing books I came across: F. A. Harper’s Why Wages Rise and Ludwig von Mises’s Human Action.

“Baldy” Harper, once a professor at Cornell University, showed that coercing businesses to pay employees more than the value of their production doesn’t lead to wealthier employees overall, as one might assume. Instead, it actually leads to unemployment, which then reduces production and everyone’s well-being. Harper demonstrated that real wages are determined by the productivity of labor. Policies that undermine this relationship between productivity and wages can only undermine well-being. (For every action, there’s an equal and opposite reaction.)

The greater the discrepancy between wages and production, the greater the resulting unemployment. This discrepancy can help turn a recession into a depression, as it certainly did in 1929 after President Herbert Hoover—among other mistakes—pressured employers to pay artificially high wages when prices were falling. Instead, human well-being is maximized by allowing voluntary arrangements between employers and employees—not coercive ones—to determine wages. The more productive an employee is, the more an employer will need to pay to retain him.

In another life-changing read of my youth, Mises (a New York University visiting professor) showed in unparalleled depth and scope that a free society based on scrupulous respect for private property, the consistent rule of law, and the right to freely exchange goods and services is the system most conducive to human well-being, progress, civility, and peace.

In his magnum opus Human Action, Mises constructs a brilliant vision of how people can best live and work together. He begins by building on the answers to basic questions such as “How do we know things?” and “How do we know what’s true and what’s right?”

The more books I read, the more passionately I embraced the truth that widespread human well-being demands a system that clearly defines and protects private property rights, allows people to speak freely without intimidation or legal repercussions, refrains from interference with private parties’ agreements and exchanges, and allows human action—rather than arbitrary notions about how much things “should” cost—to guide prices.

Allowing people the freedom to pursue their own interests (within the limits of just conduct) is the best and only sustainable way to achieve societal progress. For individuals to develop and have a chance at happiness, they must be free to make their own choices and mistakes, rather than be forced to accept choices made for them by others.

As I digested this and went about my business, it dawned on me that these principles are fundamental to the well-being not only of societies—as I learned through my interdisciplinary studies—but also of organizations, which are essentially small societies. When encountering a challenge at work (such as a sunk cost or competitive disadvantage), I began responding with the principles of a free society in mind. And sure enough, one concept at a time, I saw that the principles that worked in society also worked in an organization.

The experience gained and lessons learned as we innovated, stumbled, succeeded, and grew have enabled our philosophy and practice of Market-Based Management to evolve and improve. We expect it always will.

Since The Science of Success was published, Koch has continued to adapt to creative destruction’s challenges with passion and intensity. We have modified our vision, entered new businesses, built new capabilities, and greatly improved and expanded our innovation efforts. We have substantially increased the size of our workforce and more than doubled our stockholders’ equity. All this has been made possible by a marked improvement in the understanding and application of MBM throughout our organizations.

We have made changes, not only to our vision, but to our entire approach to recruitment and management, our internships, university relationships, junior military officer outreach, trade school relationships, compensation system, opportunity origination networks, methods for achieving environmental and safety excellence, and MBM training and application programs. We’ve gained new value-enhancing capabilities through acquisitions such as Molex, a leading global provider of electronic connectors and systems, and through our many innovations. This book includes many important new concepts, insights, applications, and recommendations for introducing MBM that were absent from The Science of Success.

And unlike The Science of Success, this book includes guidance on how to apply MBM to your own organization, whatever it may be. It also provides direct answers to the questions (and misconceptions) about MBM and Koch—particularly our successes and failures.

What has remained constant since The Science of Success was published is our commitment to MBM. The goal is unchanged: to enable a business to create more value and drive creative destruction faster and better than any existing or potential competitors.

For that to happen, employees need to know what to do without being told—something my associates near Bergamo failed to understand at first. For MBM to be an effective framework for solving problems and capturing opportunities, a simplified structure is required. After much trial and error, we organized MBM into five dimensions: Vision, Virtue and Talents, Knowledge Processes, Decision Rights, and Incentives. Each of these will be explained in its own chapter, but here’s a snapshot of all five:


	Vision: Our vision is based on what we believe is the role of business in society: providing products and services that customers value more than their alternatives while more efficiently using resources. Consequently, we strive to profit only from benefiting both our customers and society as a whole. (Again, this is what we call good profit.)

	Virtue and Talents: Having skills and intelligence is important, but we can hire all the brightest MBAs in the world, and if they don’t have the right values, we will fail. Therefore, we hire based on values first—then talent.

	Knowledge Processes: One of our top priorities is impressing on new employees that not only is it permissible to challenge their bosses respectfully if they think they have a better answer, but that they have an obligation to do so. And supervisors have the obligation to create a culture that invites challenges.

	Decision Rights: Just like owners usually take better care of their property than renters do, when an employee “owns” well-defined areas at work, she takes greater pride and responsibility for outcomes. This greatly improves results—especially when the role is a good fit for her skills and abilities.

	Incentives: At Koch, anyone can earn more than his boss if he creates more value. Our goal is to motivate all employees to maximize their contribution, regardless of the role.



Another improvement in this book is the inclusion of case studies demonstrating these five dimensions. Through these examples it will become clear that MBM utilizes these concepts differently than most management literature does. For example, “vision” for Koch is not a static, one-time statement of goals and aspirations. It is a dynamic concept, always evolving based on continual examination of how we can use our capabilities in response to changing opportunities to create the most value for our customers and society.

When I joined my father’s company in 1961, its vision was to limit its oil gathering activities primarily to Oklahoma. This mollified our principal customers, the major oil companies, and gave us the liquidity to pay the estate taxes upon my father’s death. (This was a major concern of his since he believed he didn’t have long to live.)

Then Sterling Varner, the number two person in the crude oil gathering business, worked with me to persuade my father to expand our vision beyond Oklahoma. The new vision required building new capabilities such as trucking, sales, and trading so we could pick up the discards of the major oil companies and identify niches in which we could outperform them. Later, as we spotted new opportunities to deliver value to our customers, we applied what we learned from crude oil gathering to gathering other commodities—first, natural gas liquids, and then natural gas itself.

This kind of virtuous cycle—which is central to our vision—hasn’t stopped since. We are constantly improving our capabilities, building new ones, and finding new opportunities for which they can create value. This is a departure from the conventional wisdom of most companies, which stick to industries they know well.

To make our vision reality, we also apply the other four dimensions in a harmonious way. Just as the human body is more than a collection of organs, MBM is far greater than the sum of its five dimensions. When these five dimensions and their underlying concepts are understood holistically and applied in an integrated, mutually reinforcing manner, any business can be transformed. MBM increases an organization’s vitality by helping all its members understand that they are here to create real value. MBM teaches them how they can do it and motivates them to do so.

I am writing this book for all business readers who are eager to move beyond anecdotes, buzzwords, and laundry lists and learn how to apply MBM to generate good profit for themselves, their companies, and for society at large. I want each and every reader’s company to be as successful as Koch, because I believe we all benefit from the generative power of creative destruction. I hope this book will be even more effective than my first at helping all readers further their understanding and application of MBM to maximize their contributions, realize their full potential, and benefit themselves by benefiting others.

Another very important audience for this book is Koch employees—present and future—who want to know how they can succeed. At Koch we have found that each employee can help us experiment and improve our ability to get results through MBM. In fact, employee innovations and contributions constitute most of the examples in this book.

Anyone concerned with improving human well-being can find value in this book by learning that much of what is done coercively—in the name of making people better off—does the opposite. Adam Smith put it best: “By pursuing his own interest [an individual] frequently promotes that of the society more effectually than when he really intends to promote it.”4

Koch Industries’ success has attracted growing interest in what we do and how and why we do it—both from admirers and critics. This scrutiny has been compounded by the increased visibility of our efforts to educate and mobilize people to advocate for market-based policies that improve human well-being for everyone in society, especially the most disadvantaged.

You may ask, as many have, “Why should Charles Koch care about helping others succeed?” Of course, the development and flourishing of Koch employees is in my own self-interest. But for me, helping the disadvantaged (who are the most vulnerable to ill-advised government practices and policies) lift themselves up is just as important. Why do I want another individual or business or organization to improve? The answer is because all of us benefit when others profit in a principled way.

MBM is valuable because it has a proven track record of success at Koch, and is based on consistent, valid theory that is fully integrated and applied across every aspect of the organization. It certainly has worked well for Koch Industries, and there’s no reason it cannot work well for other organizations, too. I believe this book will benefit any principled individual or organization striving to create real long-term value, no matter their industry, profession, or trade.

I am convinced the proper implementation of our market-based philosophy has been the primary source of our success. But past performance does not guarantee future results. To continue to achieve superior performance and good profit, we must continually improve our understanding and application of MBM.

Just as a market economy continually experiments with better and better ways to provide people with what they value yet never reaches stasis, so MBM is a never-ending process of learning and improvement. To all readers of this book who endeavor to understand and apply these principles—for the good of their businesses and the well-being of mankind—I wish you every success on the journey.

CHARLES G. KOCH

Wichita, Kansas

July 2015


CHAPTER 1

The Glorious Feeling of Accomplishment
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LIFE LESSONS FROM MY FATHER



I should regret very much to have you miss the glorious feeling of accomplishment and I know you are not going to let me down. Remember that often adversity is a blessing in disguise and is certainly the greatest character builder.

—FRED KOCH1





You can tell the Dutch,” my father would joke about himself, “but you can’t tell them much.” Square-jawed, determined, and persistent certainly described Fred Koch, who plunged headfirst into countless ventures—some profitable, some not. His own father, Harry, was also a risk-taker—emigrating as a teenager from the Netherlands with very little money and a head full of stories about America’s “Wild West.”

Whether their reputation for stubbornness is deserved or not, the Dutch emerged from Spanish rule in 1581 with a thirst for peace, tolerance, knowledge, and new ideas. During the Dutch Golden Age of the seventeenth century, they created the first stock exchange, generated the highest standard of living in the world, excelled in arts and science, and sustained a flourishing culture. The Dutch thrived thanks to freedom and a system of mutual advantage, while their less free European neighbors endured bloodshed and poverty.

Harry Koch arrived in New York as a printer’s apprentice and brushed up on his English skills while working at Dutch newspapers in Michigan and Chicago. His work led him to travel down the Mississippi to Louisiana, and then to Trinity, Austin, and Galveston, Texas. In 1891 he followed the railroad to Quanah, where he bought a print shop and struggling weekly newspaper called the Chief. Quanah was in a very poor area, so many of Harry’s customers paid, in part, with barter. They valued the news and advertising space his paper offered, and he valued their patronage. In an example of good profit at work, what is now the Tribune-Chief is still published today.

Harry had a thick Dutch accent and pronounced the name “Koch” with a soft, guttural “ch.” The West Texan pronunciation sounded more like a crow’s “caw.” Years later, someone paged my father at a train station and mispronounced his name over the microphone as “Fred Coke.” My father had never liked the West Texas version, so he adopted that pronunciation on the spot, thereby making a significant contribution to American phonology.

Fred played varsity football for Quanah’s high school, and was an excellent orator and student. He attended the Rice Institute in Houston (an all-scholarship school at that time), where he was elected class president. Always ready to take any risk that might pay off, he transferred to MIT in Cambridge, Massachusetts, upon learning it had created the first-ever chemical engineering program. MIT’s tuition at the time was about $300 a year. Before he moved from Texas to Boston, Fred spent the summer mopping decks on a tramp steamer—a merchant ship with no set schedule—sailing between New York and London.

Chemical engineering suited Fred Koch. His bachelor’s thesis at MIT addressed environmental issues at a paper mill in Bangor, Maine, which was, coincidentally, later owned by Georgia-Pacific. (GP sold that mill but still owns the Acme gypsum plant near Quanah where my father held a summer job.) The opportunities presented by the Bangor mill—including the profitable recycling of waste products as well as energy conservation, both of which improved the environment—were important to my father and remain important to Koch, because they are mutually beneficial to our company and our communities.

At MIT, Fred, having been taught by his father to box, became captain of the boxing team. While my mother—a golfer, fly fisher, hunter, and jewelry designer—possessed excellent eye-hand coordination, Fred more than got by on his quick reflexes and competitive spirit. He encouraged all four of his sons to develop some boxing skills.

While boxing is one of my favorite Olympic sports, none of us pursued it. My brother Frederick always preferred the arts to athletics, eventually studying humanities at Harvard and drama at Yale. I had some of the most fun of my life playing rugby at MIT on a team that won two championships. My brothers David and Bill joined the MIT basketball team. David became its captain and was a small college all-American. In 1962 he set a record by scoring 41 points in one game—a record he held for forty-six years.

After college, my father got a job with Texaco (then called the Texas Company) as a research chemist at its refinery in Port Arthur, Texas. He then worked briefly as a chemical engineer for the Gasoline Products Company, a leading refinery process development firm in Kansas City.

Fred’s big break as an engineer came in 1924, when his MIT classmate, Carl de Ganahl, recommended him for a job designing and constructing a refinery in England owned by de Ganahl’s father, Charles. Like the Kochs, the de Ganahls had emigrated from Europe in the 1800s and eventually settled in Texas.

Charles de Ganahl was an amazing person—an outstanding entrepreneur with great integrity and compassion. His mentorship of my father, who was a twenty-four-year-old with very little business experience and even fewer connections, changed Fred’s life. My father had tremendous respect for de Ganahl, so much so that he named me after him. That respect was mutual. “Fred Koch is the soundest chemical engineer in the world,” de Ganahl wrote years later, “with as brilliant a pair of brain lobes as are worn by any young man of my acquaintance.”2

My father gravitated toward quality people and genuinely made a good impression on them—whether it was the wealthy de Ganahl family or Sterling Varner, whose father and grandfather were oilfield mule contractors. He didn’t care about social status; he treated everyone in a manner consistent with his values. It’s probably a reflection of his character that good people wanted to be around him too and offered him opportunities for work.

In 1925, Fred’s MIT experience, brilliant lobes, and way with people paid off again. Another former classmate, Dobie Keith, invited him to join an engineering and construction firm in Wichita, Kansas, which Keith had started with Lewis Winkler. Fred accepted, paying $300 to become an equal partner. Three months later, after Keith abruptly left to pursue another opportunity, the Winkler-Koch Engineering Company was formed.

The first two years were rough for Winkler-Koch. Because the firm lacked any proprietary technology or the capital to sell complete jobs (entailing design, equipment purchase, and construction management), small engineering fees were all Winkler-Koch could command. For a while my father was, as he put it, “dead broke” and had to sleep on a cot in the office.

Business improved in 1927 when Fred developed a better thermal cracking process for converting heavy oil into gasoline, one that was less expensive, provided higher yields, and involved less downtime than competitive processes. After a successful installation at L. B. Simmons’s new Rock Island refinery in Duncan, Oklahoma, Winkler-Koch sold an average of one new installation every seven weeks for the next two years.

Winkler-Koch’s success in selling this process to independent refiners inevitably caught the attention of the major oil companies, who had pooled their gasoline-making processes to control the technology. This combine, dubbed the Patent Club, charged the independents a royalty of 30 cents per barrel at a time when gasoline sold for a little over $3 per barrel (retail).

My father’s new process, by contrast, was royalty-free, further enhancing its appeal to independent refiners. In 1929, the Patent Club—worried about the increased competitiveness of independents—filed forty patent infringement suits against Winkler-Koch and almost all its customers. These suits crippled the company’s business in the United States and in much of Europe.

Winkler-Koch’s survival as a company depended on building plants in other countries—particularly the Soviet Union, where it constructed fifteen cracking units between 1929 and 1931. As a result of that Soviet contract, Winkler-Koch enjoyed its greatest financial success during the early years of the Great Depression. Even so, Fred was very suspicious of the Soviets and demanded 90 percent payment up front.

The Soviet engineers who worked with my father confirmed his fears about doing business in the Soviet Union (and of Communism in general) when they told him about their methods and plans for world revolution. Stalin eventually purged almost all of Fred’s Soviet counterparts, along with tens of millions more of his own people. My father described the Soviet Union as “a land of hunger, misery and terror.” Because of his experiences there, he became a staunch anticommunist for the rest of his life—even joining the John Birch Society and encouraging me to as well. (I agreed but only stayed for a few years because I felt, like Hayek, that Communism was more of an “intellectual error” than a conspiracy that needed to be exposed.)

The Patent Club spent twenty-three years suing Winkler-Koch but was successful only once. And even that verdict was overturned after it was discovered that a judge had been bribed. This shocking behavior and the resulting scandal caused the majors to donate their process development company, Universal Oil Products, to the American Chemical Society. Winkler-Koch countersued, settling in 1952 for $1.5 million.

Despite winning, my father’s advice to me was: “Never sue—the lawyers get a third, the government gets a third and you get your business destroyed.” I’ve tried to follow his advice and have filed very few lawsuits. Unfortunately, he forgot to tell me how to keep from being sued—even by members of my own family. But more on that later.

THE FOUNDING OF KOCH INDUSTRIES

The late 1930s brought more hard times for my father’s engineering business. The Great Depression was ongoing, and the Patent Club lawsuits prevented him from reaping benefits from his thermal cracking process in the United States. So Fred stepped up his search for other business opportunities.

Once again, his good reputation served him well. Globe Oil and Refining Co. (one of the largest independent refiners and one of Winkler-Koch’s best customers) decided to build a 10,000-barrel-per-day refinery on the Mississippi River near Wood River, Illinois, about fifteen miles upstream from Saint Louis.

Globe’s owner, I. A. O’Shaughnessy, wanted partners to reduce the risk and bring additional capability to the venture. He first attracted Hank Ingram, owner of one of the largest barge fleets on the Mississippi, who could facilitate movement of crude oil and products in and out of the refinery
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