Kenneth A. Merchant
& Wim A. Van der Stede

management
control systems

Performance Measurement, Evaluation and Incentives

&%
-
e © : By Ponce
o, ®

L



MANAGEMENT CONTROL SYSTEMS

Performance Measurement, Evaluation and Incentives

Kenneth A. Merchant
Wim A. Van der Stede

) N Prentice Hall

FINANCIAL TIMES

An imprint of Pearson Education
Harlow, England « London « New York « Boston « San Francisco « Toronto
Sydney « Tokyo « Singapore « Hong Kong « Seoul « Taipei « New Delhi
Cape Town « Madrid « Mexico City « Amsterdam « Munich « Paris « Milan



Pearson Education Limited

Edinburgh Gate
Harlow

Essex CM20 2JE
England

and Associated Companies throughout the world

Visit us on the World Wide Web at:
www.pearsoneduc.com

First published 2003
© Pearson Education Limited 2003

The rights of Kenneth Merchant and Wim Van der Stede to be identified as authors of
this work have been asserted by them in accordance with the Copyright, Designs and
Patents Act 1988.

All rights reserved. No part of this publication may be reproduced, stored in a
retrieval system, or transmitted in any form or by any means, electronic, mechanical,
photocopying, recording or otherwise, without either the prior written permission of
the publisher or a licence permitting restricted copying in the united Kingdom issued
by the Copyright Licensing Agency Ltd, 90 Tottenham Court Road, London W1T 4LP.

Permission requests to use Harvard citations: Permission requests to use individual
Harvard copyrighted cases should be directed to the Permissions Editor, Harvard
Business School Publishing, Boston, MA 02163, USA.

Case material of the Harvard Graduate School of Business Administration is made
possible by the cooperation of business firms and other organizations which may wish
to remain anonymous by having names, quantities, and other identifying details
disguised while maintaining basic relationships. Cases are prepared as the basis for
class discussion rather than to illustrate either effective or ineffective handling of an
administrative situation.

The copyright on each case is held by the President and Fellows of Harvard College,
and by other institutions and individuals and they are published herein by express
permission.

ISBN 0 273 65596 5

British Library Cataloguing-in-Publication Data
A catalogue record for this book is available from the British Library

Library of Congress Cataloging-in-Publication Data
Merchant, Kenneth A.
Management control systems : performance measurement, evaluation, and
incentives / Kenneth A. Merchant, Wim A. Van der Stede.
p. cm.
Includes bibliographical references and index.
ISBN 0-273-65596-5 (pbk.)
1. Industrial management. 2. Cost control. 3. Managerial accounting.
4. Performance—Measurement. 5. Industrial management—Case studies.
6. Cost control—Case studies. 7. Managerial accounting—Case studies.
I. Van der Stede, Wim A. Il. Title.

HD31.M3972 2003
658—dc21 2003042398

10 9 8 7 6 5 4 3 2 1
08 07 06 05 04 03

Typeset in 10.5/12pt Times by 35
Printed by Ashford Colour Press Ltd., Gosport

The publisher's policy is to use paper manufactured from sustainable forests.



PEARSON
e ——

Education

We work with leading authors to develop the strongest
educational materials in management, bringing
cutting-edge thinking and best learning practice to a
global market.

Under a range of well-known imprints, including
Financial Times Prentice Hall, we craft high quality print
and electronic publications which help readers to
understand and apply their content, whether studying
or at work.

To find out more about the complete range of our
publishing, please visit us on the World Wide Web at:
www.pearsoneduc.com



TO OUR FAMILIES
Gail, Abbidee, Madelyn (KM)

Ashley, Emma (WVDS)



PREFACE

This book provides materials for a comprehensive
course on management control systems (MCSs).
MCSs are defined broadly to include everything
managers do to help ensure that their organization’s
strategies and plans are carried out or, if conditions
warrant, that they are modified. The focus of the
book, however, is on what we call results controls,
which involve motivating employees to produce
the outcomes the organization wants. This type of
management control, which requires performance
measures and evaluation and the provision of
incentives, dominates in importance in all but some
of the smallest organizations.

Because management control is a core function of
management, all students interested in business or
management can benefit from this book. However,
courses based on the materials in this book should
be particularly useful for those who are, or aspire
to be, managers, management consultants, financial
specialists (for example controller, financial analyst,
auditor), or human resource specialists (for exam-
ple personnel director, compensation consultant).

This book includes about 50 cases as classroom
materials. The case method, which stimulates
learning through the analysis of actual (or some-
times hypothetical) events, is generally recognized
to be the best method for teaching a MCSs course.
Because MCSs, the contexts in which they operate,
and the outcomes they produce are complex and
multi-dimensional, simple problems and exercises
cannot capture the essence of the issues managers
face in designing and using MCSs. Students must
develop the thinking processes that will guide them
successfully through decision tasks with multiple
embedded issues and large amounts of relatively
unstructured information. And they must learn to
develop problem-finding skills as well as problem-
solving skills. Case analyses provide the best method
available for simulating these tasks in a classroom.

The discussions in this book assume a basic
level of knowledge of management accounting (for
example variance analysis) and core MCS elements
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(for example budgeting). The book was designed
primarily for use with graduate students and
practicing professionals, but it can also be used
successfully with undergraduate students who
have had a prior management accounting course.
It should be recognized, however, that some of the
cases in this book might be too challenging for
undergraduate students. Cases for use in an under-
graduate course have to be chosen carefully.

This book is different from other MCS texts in
a number of important ways. First, the basic
organizing framework is different. The first major
module of the book discusses management controls
based on the object of control: results, actions, or
personnel/culture.

The object-of-control framework has consider-
able advantages over other possible organizing
frameworks. It has clean, clearly distinguishable
categories. It is also relatively all-inclusive in the
sense that readers can relate many management
controls and other control classifications and theor-
ies (for example proactive versus reactive controls,
prevention versus detection controls, and agency
theory concepts such as monitoring versus incent-
ives) to it. And it is intuitive; that is, students can
easily see that managers must make choices from
among these categories of management control.
Thus, using the object-of-control focus, the overall
structure of the book can be summarized as being
organized around a framework that describes the
core management control problems that need to be
addressed, the MCSs that can be used to address
those problems, the most important situational fac-
tors that can cause managers to choose one set of
management controls over another, and the outcomes
that can be produced, both positive and negative.

Second, the book’s treatment of management
control is broad. Like all MCS textbooks, this book
focuses intensively on the use and effects of
financial performance measures, which dominate
in importance at managerial levels. However, this
book also provides a broader treatment of manage-



ment controls (organized around the object-of-
control framework) to put the financial results
controls in proper perspective. For example, the
book describes many situations where financial
results controls are not effective and discusses the
alternatives that managers can use in those situ-
ations (such as non-financial performance indicators,
centralization of authority, management audits, or
creation of a team-oriented culture).

Third, the book provides considerable discussion
on the causes and remedies of the most common
and serious management control-related problems,
including myopia, suboptimization, uncontrollabil-
ity, and gameplaying.

Fourth, the book provides a whole chapter of
ethics coverage. This makes it perhaps unique
among accounting and control textbooks. There are
many management control-related ethical issues,
and the recent debacles at, for example, Enron,
WorldCom, and Global Crossing clearly suggest
the need to develop managers’ and prospective
managers’ ethical reasoning skills more fully.

Fifth, the important concepts, theories, and
issues are not discussed just in abstract terms. They
are illustrated with a large number of real-world
examples, far more than is included in any other
MCS textbook. The examples make the textual dis-
cussion more concrete and bring the subject to life.

And finally, the mix of cases included in this
book is different from those included in other MCS
textbooks in four important ways:

® A vast majority of the cases are real (not
“armchair” cases). Further, a high proportion of the
cases are undisguised (that is, they use the compan-
ies’ real names and describe the facts of the actual
situations). Reality and lack of disguise enhance
student interest and ‘“secondary learning” (that is,
about companies, industries, and specific people).

® Most of the cases include rich descriptions of the
context within which the MCSs are operating. The
rich descriptions give students opportunities to
try to identify and address management control
problems and issues within the multidimensional
situations within which practicing managers have
to deal with them.

® Most of the cases are of relatively recent vintage,
and the set of cases has been chosen to ensure
coverage of the latest MCSs topics and issues, such
as how to minimize management myopia, how to
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motivate all employees to maximize shareholder
value, and whether to use the EVA™ or balanced
scorecard measurement approaches.

® The cases are descriptive of the operations and
issues faced by companies located in many differ-
ent countries and regions around the world, includ-
ing Asia, Europe, and Latin America, as well as
North America. This is different from the case
selection in most other MCS textbooks, which are
heavily U.S.-focused.

The cases included in this book permit the
exploration of the management control issues in a
broad range of settings. Included in the book are
cases on both large and small firms, manufacturing
and service firms, domestic-focused and multina-
tional firms, and for-profit and not-for-profit organ-
izations. And the cases present issues faced by
personnel in both line and staff roles at corporate,
divisional, and functional levels of the organiza-
tion. Instructors can use this set of cases to teach a
MCSs course which is broad in scope or one which
is more narrowly focused (for example MCSs in
service organizations).

The cases provide considerable scheduling flex-
ibility. Most of the cases cut across multiple topic
areas because MCSs are inherently multidimen-
sional. The focus of a given case (for example the
HCC Industries case placed in Chapter 9) might be
on, for example, the setting of performance targets.
But such a case must also describe the organization
structure, the characteristics of the people in key
positions, the planning processes, performance
measures, and incentive systems. As a consequence,
the ordering of the cases in the book is not intended
to be rigid. Many alternatives are possible.

An Instructor’s Manual is available for lecturers,
both electronically and as hard copy, and which in-
cludes two model syllabi, a note on the case method
of instruction, and the teaching notes for the cases
included in the textbook. Additional teaching mater-
ials have been made available electronically on the
website (www.booksites.net/merchant), particularly
instructional PowerPoint slides for each chapter of
the book, as well as databases (Excel spreadsheets)
for the Bank of the Desert (A) and (B) case studies.

In developing the materials for this book, we
have benefited from the insightful comments,
helpful suggestions, and cases of many people. Ken
Merchant owes special thanks to the two professors
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who served as his MCSs mentors at the Harvard
Business School: William Bruns and Richard
Vancil. The authors wish to thank the authors
of cases included in this book, including George
Baker, Christopher Bartlett, Norman Berg, Robert
Kaplan, Nitin Nohria, and Lynn Sharp Paine.
Valuable research assistance was provided by
Xiaoling (Clara) Chen, Sung-Han (Sam) Lee,
Salma Majeed, Elizabeth Orozco, and Liu Zheng,
all currently or formerly at USC. We also appreciate
the punctual administrative assistance from Ingrid
McClendon and Linda Ramos, both at USC. At
Pearson Education, we are indebted to Justinia
Seaman (Acquisitions Editor — Accounting, Finance
& Economics), Karen Mclaren (Senior Editor —
Higher & Professional Education), and Janey Webb
(Editorial Assistant). Jacqueline Twyman made
helpful suggestions in copyediting the manuscript.

Kenneth A. Merchant

Deloitte & Touche LLP Chair of Accountancy
Leventhal School of Accounting

Marshall School of Business

University of Southern California

Los Angeles, CA 90089-0441

U.S.A.
Phone  (213) 740-4842
Fax (213) 747-2815

E-mail kmerchant@marshall.usc.edu
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We owe a special thanks to Harvard Business
School Publishing for granting permission to use
the Harvard cases that are included in this text.
Catharine Alexander, Permissions Manager, was
very helpful in coordinating the permissions pro-
cess. Requests to reproduce cases copyrighted by
Harvard Business School should be directed to the
Permissions Department, Harvard Business School
Publishing, 60 Harvard Way, Boston, MA 02163
(permissions@hbsp.harvard.edu).

Finally, we wish to acknowledge that there is
certainly no one best way to convey the rich sub-
jects related to MCSs. We have presented one
useful framework in the best way we know how,
but we welcome comments about the content or
organization of the book, or regarding specific
errors or omissions. Please direct them to us.

Wim A. Van der Stede

Assistant Professor of Accounting
Leventhal School of Accounting
Marshall School of Business
University of Southern California
Los Angeles, CA 90089-0441

U.S.A.

Phone (213) 740-3583

Fax (213) 747-2815

E-mail wim@marshall.usc.edu



Preface

Section |

THE CONTROL FUNCTION OF MANAGEMENT

1 Management and Control

Management and control

Effects of management controls on behavior
Causes of management control problems
Characteristics of good management control
Control problem avoidance

Control alternatives

Outline of this book

Notes

Leo’s Four-Plex Theater

Wong's Pharmacy

Private Fitness, Inc.

Section Il

MANAGEMENT CONTROL ALTERNATIVES AND

THEIR EFFECTS

2 Results Controls

Instances of results controls

Results controls and the control problems

Elements of results controls

The effectiveness of results controls

Conclusion

Notes

Industrial Electronics, Inc.

Visionary Design Systems: Are incentives
enough?

Armco, Inc.: Midwestern Steel Division

3 Action, Personnel, and
Cultural Controls

Action controls

Action controls and the control problems
Prevention versus detection

CONTENTS

: The effectiveness of action controls
i Personnel controls

i Cultural controls

i Personnel/cultural controls and the

control problems

The effectiveness of personnel/

cultural controls

i Conclusion
i Notes
i The Internal Revenue Service:

Automated Collection System

Alcon Laboratories, Inc. (A)
i Patagonia, Inc.

4 Control Tightness (or Looseness)

! Tight results control

! Tight action controls

Tight personnel/cultural controls

¢ Multiple forms of controls

i Conclusion

! Notes

{ The Lincoln Electric Company

¢ Controls at the Sands Hotel and Casino

23 5 Direct and Indirect Control

24 ;
26 i
26 i
29 |
32 i
33 ¢
34 i

i Notes
35 i
53

System Costs

Out-of-pocket costs
Behavioral displacement
Gamesmanship
Operating delays
Negative attitudes
Conclusion

Sears Auto Centers (A)
Disctech, Inc.

6 Designing and Evaluating Management
67 :
67 :
70 : Choice of controls

71 i Choice of control tightness

Control Systems
What is desired and what is likely

72
74
77

83

84
85
86

88
99
110

124

124
128
131
133
133
135
136
158

177

177
178
183
186
187
189
190
192
207

215

215

217
299

Ll

vii



Contents

Adapting to change
Keeping a behavioral focus
Maintaining good control
Notes

Rabobank Nederland
AirTex Aviation

Section Il
FINANCIAL RESULTS CONTROL SYSTEMS

7 Financial Responsibility Centers and
The Transfer Pricing Problem

Financial results control systems

Financial responsibility centers

Variety within FRC types

A hierarchy of FRCs

Choosing types of FRCs

Performance measurement:
entities vs managers

The transfer pricing problem

Conclusion

Notes

Toyota Motor Sales, U.S.A., Inc.

Zumwald AG

Axeon N.V.

Boise Cascade Corporation

8 Planning and Budgeting Systems

Purposes of planning and budgeting systems

Planning cycles

Forecasting and contingency planning

Performance review processes

Variations in practice

Criticisms of companies’ planning and
budgeting processes

Conclusion

Notes

Citibank Indonesia

Amgen Inc.: Planning the unplannable

9 Financial Performance Targets

Types of financial performance targets
Major financial performance target issues
Conclusion

Notes

HCC Industries

Houston Fearless 76, Inc.

viii

223 ¢
224 :
224 Benefits of performance-dependent rewards
225 ¢ Forms of rewards and punishments

226 Monetary rewards

238 i Group rewards

i Links between rewards and results

{ Criteria for evaluating reward systems

i Monetary rewards and the evaluation criteria
Designing monetary reward systems

i Conclusion

i Notes

: Catalytic Solutions, Inc.

{ Loctite Company de México, S.A. de C.V.
GTE Corporation: Long-term incentive plan

o Addressing the myopia problems

334

338

10 Performance-dependent Rewards
(and Punishments)

Section IV

PERFORMANCE MEASUREMENT ISSUES AND

. THEIR EFFECTS

11 Accounting Performance Measures

and their Effects

Value creation

i Indicators of value creation

i Advantages of APMs of performance

i Limitations of APMs of performance

i Investment and operating myopia

i ROI measures of performance

i Return-on-what?

i Problems caused by ROI-type measures of

performance

Residual income measures

i Conclusion

i Notes

511 i Behavioral implications of airline depreciation
312 Berkshire Industries PLC
2 :: Las Ferreterias de México, S.A. de C.V.

321 {12 Financial Results Control Remedies to

accounting policy choices

the Myopia Problem

Measure changes in shareholder value

{ Control investments
346 i
346 i Extend the measurement horizon
348 i
359

Improve/adjust accounting profit measures

Measure a set of value drivers
Reduce pressure for short-term profit

409

409
410
411
412
414
415
416

418
421
423
423

425
427
433

437

437
439
439
441
442
443
446



Conclusion 446 :
Notes 447 |
Chadwick, Inc.: The Balanced Scorecard 448
Bank of the Desert (A) 452
Bank of the Desert (B) 455
13 Using Financial Results Controls in the
Presence of Uncontrollable Factors 460 :
The controllability principle 461
Types of uncontrollable influences 462
The distorting effects of uncontrollables 464
Controlling for uncontrollables before the
measurement period 464
Controlling for uncontrollables after the
measurement period 466
Other uncontrollable factor issues 471 ¢
Adjusting for uncontrollables 471 i
Notes 472
Olympic Car Wash 473 ¢
Hoffman Discount Drugs, Inc. 474
Formosa Plastics Group 480 i
Beifang Chuang Ye Vehicle Group 488

Section V
IMPORTANT MANAGEMENT CONTROL ROLES
AND ETHICAL ISSUES

14 Controllers, Auditors and Boards of

Contents

Spreading good ethics within an organization 563
i Conclusion 565
Notes 566
Two budget targets 568
Conservative accounting in the General
i Products Division 568
i Education Food Services at Central Maine
State University 569
i Don Russell: Experiences of a
Controller/CFO 571
Lernout & Hauspie Speech Products 578

i Section Vi
i SIGNIFICANT SITUATIONAL INFLUENCES ON
: MANAGEMENT CONTROL SYSTEMS

i 16 The Effects of Environmental

Uncertainty, Organizational Strategy
and Multinationality on Management

Control Systems © 587
i Environmental uncertainty 588
i Organizational strategy 590
i Multinationality 592
i Conclusion 600
i Notes 601
i Lincoln Electric: Venturing abroad 604
i TECO Electric & Machinery Co. Ltd. 620
i ConAgra Grocery Products Company 626
Directors 493 : )
Controllers 493 : 17 Management Control in Not-for-profit
Auditors 496 :  Organizations 637
Boards of directors and audit committees 501 Differences between for-profit and
Conclusion 506 not-for-profit organizations 637
Notes 506 i Goal ambiguity and conflict 638
ITT Corporation: Control of the controllership i Difficulty in measuring performance 639
function, 1977 versus 1991 508 i Accounting differences 640
Desktop Solutions, Inc. (A): Audit of the i External scrutiny 641
St. Louis branch 524} Legal constraints 643
Desktop Solutions, Inc. (B): Audit of i Employee characteristics 643
Operations Group Systems 532 ¢ Services provided 644
Vector Aeromotive Corporation 535} Conclusion 644
Landale PLC 542 | Notes 645
i i Boston Lyric Opera 646
15 Management Control-related Ethical ! City of Yorba Linda, California 661
Issues and Analyses 553 ! Waikerie Co-Operative Producers Ltd. 672
The importance of good ethical analyses 554 i University of Southern California:
Analyzing ethical issues 555 i  Revenue Center Management System 680
Some common management control-related
ethical issues 559 i Index 690

iX



ion

.

Sect

Ll
o
=
—
=
=

>
- 3
o<
+
Zs
=
=
= =
-







MANAGEMENT AND CONTROL

Management control is a critical function in organizations. Management control

problems can lead to large losses and possibly even to organizational failure. Here

are some recent examples:

In 1995 venerable U.K. bank Baring Brothers, founded in 1817, declared bankruptcy. The
bankruptcy was caused by losses on unauthorized trades of futures contracts made by a
Singapore-based trader named Nicholas Leeson. Before his trades were stopped Leeson’s
losses totaled nearly $1.1 billion, more than twice Baring Bank’s capitalization. A Bank
of England investigation into the causes of the losses found major weaknesses in the
Baring’s control systems, including lack of segregation of duties, lack of position limits
and confused lines of management responsibility." When Baring failed, Leeson was two
days short of reaching his twenty-eighth birthday! In 2002 a similar case at Allied Irish
Banks led to huge currency-trading losses at its Baltimore unit, Allfirst Financial. Lack of
adequate risk controls and lack of independent confirmation of trades left the bank wide
open to fraudulently concealed trading losses of $691 million over a five-year period. The
headline of The Wall Street Journal article suggested that “Lax Controls May Explain
Trading Loss at Allied Irish.”

In early 1996 at Baby Superstore, a retailer of baby and young children’s products with 63
stores in 18 states and annual sales of just under $300 million, managers discovered that
an accounting error had caused cash reserves to be overstated in the last fiscal year. While
this single mistake was not terribly costly by itself, Baby Superstore’s stock price fell 19%
on the day the mistake was publicly disclosed. Why? Some analysts concluded that the
mistake probably revealed a lack of internal controls, and that deficiency placed significant
portions of the company’s assets at risk.’

Several times in 2001 analysts at Morgan Stanley Dean Witter issued research reports
questioning the accounting practices of Qwest Communications International, a large tele-
communications company headquartered in Denver, Colorado. The analysts questioned
the company’s accounting for some investments, sales of some network capacity, pension
plan benefits, and an equipment outsourcing deal. Qwest management vehemently dis-
puted the conclusions. Nonetheless Qwest’s market capitalization, which was $70 billion
at the start of the year, fell over half, to $30 billion, by the end of the year. Even worse,
Qwest stock was selling at a 10-20% discount relative to other similar telecommunica-
tions companies. Said one fund manager, “The market is telling you the company has a
credibility problem.™ The problems continued as in early 2002 the company’s shares were
trading at about 20% of their former levels.

In 2002 a former National Archives’ employee admitted that he stole dozens of historical
documents between 1996 and 1999 simply by putting them in his briefcase. The documents



Chapter 1 - Management and Control

included autographed pictures of Apollo astronauts, presidential pardons signed by
Abraham Lincoln and slave trade materials, which he sold to collectors for more than
$200,000. Investigators were tipped off to the theft when a federal worker became
suspicious of an item offered for sale online. Clearly, the National Archives and Records
Administration did not have good controls in place.’

Despite the importance of having good management control systems (MCSs), as the
above examples illustrate, management critics have argued that adding controls does not
always lead to better control and that the MCSs in common use cause managers to be
excessively short-term oriented or are prone to stifle creativity and initiative.

Understanding and comparing the views in the books and articles written on manage-
ment control is difficult, however, because the language of “control” is imprecise. The
term control, as it applies to a management function, does not have a universally
accepted definition. An old, narrow view of a MCS is that of a simple cybernetic system
involving a single feedback loop, analogous to a thermostat. Thermostats include a
single feedback loop: they measure the temperature, compare those measurements with
the desired standard and, if necessary, take a corrective action (turn on, or off, a boiler or
an air conditioner). In a MCS feedback loop managers measure performance, compare
that measurement with a preset performance standard and, if necessary, take corrective
action.

This book, however, like many other recent writings on management control, takes a
broader view.® It recognizes that many management controls in common use, such as
direct supervision, employee-hiring standards, and codes of conduct, do not focus on
measured performance. They focus instead on encouraging, enabling or, sometimes,
forcing employees to act in the organization’s best interests. This book also recognizes
that some management controls are proactive rather than reactive. Proactive means that
the controls are designed to prevent problems before the organization suffers any adverse
effects on performance. Examples of proactive controls include planning processes,
required expenditure approvals, computer passwords and segregation of employees’
duties. Management control, then, includes all the devices or systems managers use
to ensure that the behaviors and decisions of their employees are consistent with the
organization’s objectives and strategies.’ The systems themselves are commonly referred
to as management control systems.

Designed properly, MCSs influence employees’ behaviors in desirable ways and,
consequently, increase the probability that the organization will achieve its goals. That
is, the primary function of management control is to influence behaviors in desirable
ways. The benefit of management control is the increased probability that the organiza-
tion’s objectives will be achieved.

MANAGEMENT AND CONTROL

Management control is the back end of the management process. This can be seen by
looking at the various ways in which the broad topic of management is disaggregated.

Management

Management literature includes many definitions of management. All relate to the
processes of organizing resources and directing activities for the purpose of achieving
organizational objectives.
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TasLe 1.1 Different ways of breaking down the broad area of management into
smaller elements

Functions Resources Processes

Product (or service) development People Objective setting
Operations Money Strategy formulation
Marketing/sales Machines Management control
Finance Information

Source: K. A. Merchant, Modern Management Control Systems: Text and Cases (Upper Saddle River, NJ: Prentice Hall, 1998), p. 3.

Inevitably, those who study and teach management have broken the subject into
smaller, more manageable elements. The most prominent classification schemes are
shown in Table 1.1. The first column identifies the basic management functions: product
(or service) development, operations (manufacturing products or performing services),
marketing/sales (finding buyers and making sure the products and services fulfill cus-
tomer needs), and finance (raising money). Virtually every management school offers
courses focused on only one, or only part of one, of these individual functions.

The second column of Table 1.1 identifies the major types of resources with which
managers must work: people, money, machines, and information. Management schools
also offer courses organized using this classification. These courses are often called human
resource management, finance, production, and information systems, respectively.

The term management control appears in the third column of Table 1.1, which separ-
ates the management functions along a process continuum involving objective setting,
strategy formulation and management control. Many management courses, including
business policy, strategic management and management control systems, focus on ele-
ments of the management process. To focus on management control we must distinguish
the concept from objective setting and strategy formulation.

Objective setting

Knowledge of objectives is a necessary prerequisite for the design of any MCS and,
indeed, for any purposeful activities. Objectives do not have to be quantified and do not
have to be financial, such as 20% annual return on equity; a not-for-profit organization’s
primary objective might be to provide shelter for homeless people, for example. In any
organization, however, employees must have some understanding of what the organiza-
tion is trying to accomplish. Otherwise no one could claim that any of the employees’
actions are purposive, and no one could ever support a claim that the organization was
successful.

In most organizations the objectives are known. That is not to say that all employees
always agree unanimously as to how to balance their organizations’ responsibilities to all
of their stakeholders (including owners, debtors, employees, suppliers, customers, and
the society at large). They rarely do. But early in their histories organizations develop
compromise mechanisms to resolve conflicts among stakeholders and reach some level
of agreement about the objectives they will pursue.

Strategy formulation

Strategies define how organizations should use their resources to meet their objectives.
We can view strategies as constraints that managers place on themselves and their
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employees so that they will focus their activities on what their organizations do best, par-
ticularly in areas where they have an advantage over their competitors. Well-conceived
strategies, which result from analyzing the organizations’ strengths and weaknesses in
the marketplace, guide managers in successfully pursuing their organizations’ objectives.

Strategies can be specified formally or left largely unspecified. Many organizations
develop formal strategies through systematic, relatively open, often elaborate planning
processes. Other organizations do not have formal, written strategies; instead they try
to respond to opportunities that present themselves.” Major elements of these latter
organizations’ strategies emerge from a series of interactions between management,
employees, and the environment; from decisions made spontaneously: and from local
experimentation designed to learn what activities lead to the greatest success.
Nonetheless, if some decision-making consistency exists, a strategy can be said to have
been formed, regardless of whether managers planned or even intended that particular
consistency.’

Judging from employees’ actions it is sometimes difficult to identify an organization’s
strategy. Spontaneous decisions sometimes conflict directly with the organizations’ for-
mal strategic statements, not because of management control problems but because the
formal strategic statements have become obsolete and employees have decided to take
actions that are better than the formal strategy suggests. In the early 1980s Intel’s stated
plan was to be a major player in memory chips (as well as microprocessors), but in 1985
it exited the dynamic random access memory (DRAM) business. In retrospect Andy
Grove, Intel’s chief executive officer (CEO), observed that the company was “fooled by
its own strategic rhetoric.” Its marketing, pricing, and investment decisions as early as
1983 made it clear that some key employees had made a decision to retreat from mem-
ory chips.'” The point is that the actual strategy an organization enacts may be different
from its formal strategic statements.

Not even the most elaborate strategic visions and statements are complete to the point
where they detail every desired action and contemplate every possible contingency.
However, for purposes of designing MCSs, it is useful to have strategies that are as
specific and detailed as possible, if those strategies are well thought out and can be kept
current. The formal strategic statements make it easier for management both to identify
the feasible management control alternatives and to implement them effectively. The
management controls can be targeted to the organization’s critical success factors, such
as developing new products, keeping costs down, or enhancing market share, rather than
aiming more generally at improving corporate profitability. Formal strategic statements
are not mandatory for management control purposes, however. Many organizations with
largely emergent strategies have effective MCSs, although their control alternatives are
often more limited.

Management control versus strategic control

In the broadest sense, control systems can be viewed as having two basic functions:
strategic control and management control. Strategic control' involves managers address-
ing the question: Is our strategy valid? Or, more appropriately in changing environments,
they ask: Is our strategy still valid, and if not, how should it be changed? All firms must
be concerned with strategic control issues, but the concern that a strategy may have
become obsolete is obviously greater in firms operating in more dynamic environments.

Management control involves addressing the general question: Are our employees
likely to behave appropriately? This question can be split into several parts. First, do our
employees understand what we expect of them? Second, will they work consistently hard



