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Preface

The 11th edition of Management Control Systems provides concepts, text, and
cases for a course in management control systems. The book is designed to al-
low students to gain knowledge, insights, and analytical skills related to how a
firm’s managers go about designing, implementing, and using planning and
control systems to implement a firm’s strategies. It does not deal extensively
with topics such as cost accounting and budgeting procedures, which are dis-
cussed in separate accounting courses. The book gives roughly equal emphasis
to: the techniques of the management control process, such as transfer pricing,
budget preparation, and management compensation; and the behavioral con-
siderations involved in the use of these techniques, such as motivation, goal
congruence, and relative roles of superiors and subordinates.

The book is organized into three main parts, with Chapter 1 introducing
the overall conceptual framework for the book. Part One (Chapters 2 to 7) de-
scribes the environment in which management control takes place, called re-
sponsibility centers. Part Two (Chapters 8 to 12) describes the sequential
steps in the typical management control process: strategic planning, budget
preparation, operations, and analysis of operations. Part Three (Chapters 13
to 16) describes variations in management control systems: controls for dif-
ferentiated strategies, service organizations, multinational organizations,
and project control.

CHANGES TO TEXT MATERIAL

While retaining the strengths of the 10th edition, we have made a number of
changes in both text and case material that we hope will increase their useful-
ness. In undertaking this revision, we surveyed users and nonusers of the 10th
edition. Their constructive comments and suggestions have been beneficial to
this revision.

Several improvements have been made to assist student learning. These in-
clude: expanded chapter introductions, more diagrams and exhibits, real-world
examples, consistent terminology, expanded chapter summaries, and an up-to-date
reference list in each chapter. In particular, we have reorganized the chapters
so that Chapter 2 now discusses the strategy formulation process that provides
the context for the design of management control systems, which is the subject
matter of the book.

We are confident that you will find the text material in this 11th edition well
organized, concisely written, laden with current examples, and consistent with
the current theory and practice of management control.

CHANGES IN CASES

A key strength of this book is the collection of cases that emphasize actual prac-
tice. The cases come from Harvard Business School, the Tuck School of Busi-
ness at Dartmouth, and a number of other schools, both in the United States



b ¢

Preface

and abroad. The cases not only require the student to analyze situations, but
also give the student a feel for what actually happens in companies, a feel-
ing that cannot be conveyed adequately in the theoretical text. In this sense,
the cases can be viewed as extended examples of practice.

The cases are not necessarily intended to illustrate either correct or incor-
rect handling of management problems. As in most cases of this type there are
no right answers. The educational value of the cases comes from the practice
the student receives in analyzing management control problems and in dis-
cussing and defending his or her analysis before the class.

We have retained those cases that users have found most helpful in accom-
plishing the objective of their course. Of the 77 cases in this edition, 16 are copy-
righted by Harvard Business School, 25 are copyrighted by the Tuck School at
Dartmouth, and the remaining 36 cases come from other sources. The 11th edi-
tion has 14 (20 percent) new or revised cases.

Instructors will find that this case collection does an excellent job of meeting
classroom needs for several reasons:

e Many cases are based on major corporations such as General Electric, Cham-
pion International, Xerox, ITT, Skandia, 3M, Texas Instruments, Hewlett-
Packard, General Motors, Nestlé, Motorola, Lincoln Electric, Nucor,
Citibank, Chemical Bank, Nordstrom, Wal-Mart, Southwest Airlines, Dell
Computer, and Emerson Electric.

® The collection offers a rich diversity of domestic, foreign, and international
companies.

* These cases expose students to varied contexts: small organizations, large
organizations, manufacturing organizations, service organizations, and non-
profit organizations.

® The collection presents many familiar, contemporary cases, providing stu-
dents with interesting situations that they will enjoy, and from which they
will learn.

* We have given significant attention to case length. A major effort has been
made to ensure that a majority of the cases are short. We still include a few
medium to long cases, “two-day” cases, and “two-part” cases.

* The case collection is flexible in terms of course sequencing, and the cases
are comfortably teachable.

TARGET AUDIENCE

This book is intended for any of the following uses:

* A one-semester or one-quarter course for graduate students who have had a
course in management accounting and who wish to study management con-
trol in greater depth.

* A one-semester or one-quarter course for undergraduate juniors or seniors
who have already had one or two courses in management accounting.

e Executive development programs.

* A handbook for general managers, management consultants, computer-
based systems designers, and controllers—those who are involved in or are
affected by the management control process.
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Chapter

The Nature
of Management
Control Systems

The central focus of this book is strategy implementation. In particular, the
book provides knowledge, insight, and analytical skills related to how a corpo-
ration’s senior executives design and implement the ongoing management sys-
tems that are used to plan and control the firm’s performance. Elements of
management control systems include strategic planning; budgeting; resource
allocation; performance measurement, evaluation, and reward; responsibility
center allocation; and transfer pricing. The book builds on concepts from strat-
egy, organizational behavior, human resources, and managerial accounting.

Management control is a must in any organization that practices decen-
tralization. One view argues that management control systems must fit the
firm’s strategy. This implies the strategy is first developed through a formal and
rational process, and this strategy then dictates the design of the firm’s man-
agement systems. An alternative perspective is that strategies emerge through
experimentation, which are influenced by the firm’s management systems. In
this view, management control systems can impact the development of strate-
gies. We will consider both points of view, as well as their implications in terms
of the design and operation of management control systems.

When firms operate in industry contexts where environmental changes are
predictable, they can use a formal and rational process to develop the strategy
first and then design management control systems to execute that strategy. How-
ever, in a rapidly changing environment, it is difficult for a firm to formulate
the strategy first and then design management systems to execute the chosen
strategy. Perhaps in such contexts, strategies emerge through experimentation
and ad hoc processes that are significantly influenced by the firm’s manage-
ment control systems.

The importance of the subject matter covered in this book is captured in the
widely accepted truism that over 90-percent of businesses (as well as nonprofit
organizations) founder on the rocks of implementation; either the strategies

1
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never come into being or get distorted, or the implementation is much more
costly and time-consuming than anticipated. However laudable strategic in-
tentions may be, if they do not become reality, they usually are not worth the
paper on which they are written. Conversely, high-performing companies excel
at execution. This book provides concepts, frameworks, and tools to help the
reader gain that “execution advantage.”

Consider the collapse of companies such as Tyco, Global Crossing, World-
Com, and Enron. Part of the reason for their demise was the lapse in controls.
CEO and top management compensation in these companies was so heavily
tied to stock options that executives were motivated to manipulate financials

to buoy the short-term stock price.

Consider world-class companies such as Emerson Electric, Lincoln Electric,
New York Times, Worthington Industries, 3M Corporation, Nucor Corporation,
Dell Computer, Wal-Mart, Southwest Airlines, Cisco Systems, and Analog De-
vices. Their long-term success is not just because they have developed good
strategies, but, more importantly, they have designed systems and processes
that energize their employees to execute those strategies effectively. The book
includes case studies on these companies to drive home the power of these com-
panies’ implementation capabilities.

The bias for paying too much attention to developing strategies and too little
to executing them is also evident in the prevailing dotcom autopsy. Three short
years ago, innovative business models were cheap. With so many new business
models currently under scrutiny, perhaps it was only natural that in diagnosing
dotcom demises, failure was quickly equated with failed business models. But
many of the Internet experiments were not so much based on bad ideas as they
were premature. There were limits to the rate at which infrastructure was con-
structed, and limits to the rate at which consumers would change their habits.
In the end, far too much was invested, far too soon. As corporations prepare for
their second generation of Internet initiatives, they should pay more attention
to resource allocation, budgeting, performance assessment, and other key man-
agement control levers in implementing strategies.

We begin this chapter by defining the three terms in the book’s title: control,
management, and systems. In the second section of the chapter, we distinguish
the management control function, which is our focus, from two other functions
that also involve planning and control: strategy formulation and task control.
The third section of this chapter contains a road map providing an overview of
the whole book and a brief description of the contents of each chapter.

Basic Concepts

Control

Press the accelerator, and your car goes faster. Rotate the steering wheel, and
it changes direction. Press the brake pedal, and the car slows or stops. With
these devices, you control speed and direction; if any of them is inoperative, the
car does not do what you want it to. In other words, it is out of control.

An organization must also be controlled; that is, devices must be in place to
ensure that its strategic intentions are achieved”But controlling an organiza-
tion is much more complicated than controlling a car. We will begin by describ-
ing the control process in simpler systems.



EXHIBIT 1.1
Elements of the
Control Process
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Elements of a Control System
Every control system has at least four elements:

1. A detector or sensor—a device that measures what is actually happen-
ing in the process being controlled.

2. An assessor—a device that determines the significance of what is actu-
ally happening by comparing it with some standard or expectation of
what should happen.

3. An effectar—a device (often called “feedback”) that alters behavior if the
assessor indicates the need to do so,

4. A communications network—devices that transmit information between
the detector and the assessor and between the assessor and the effector.

These four basic elements of any control system are diagrammed in Exhibit 1.1.
We shall describe their functioning in three examples of increasing complexity:
the thermostat, which regulates room temperature; the biological process that
regulates body temperature; and the driver of an automobile, who regulates the
direction and speed of the vehicle.

Thermostat The components of the thermostat are: (1) a thermometer (the de-
tector), which measures the current temperature of a room; (2) an assessor,
which compares the current temperature with the accepted standard for what
the temperature should be; (3) an effector, which prompts a furnace to emit heat
(if the actual temperature is lower than the standard) or activates an air condi-
tioner (if the actual temperature is higher than the standard) and which also
shuts off these appliances when the temperature reaches the standard level; and
(4) a communications network, which transmits information from the ther-
mometer to the assessor and from the assessor to the heating or cooling element.

Body Temperature Most mammals are born with a built-in standard of desir-
able body temperature; in humans that standard is 98.6°F. The elements of the
control mechanism by which the body strives to maintain that standard are:
(1) the sensory nerves (detectors) scattered throughout the body; (2) the hypo-
thalamus center in the brain (assessor), which compares information received
from detectors with the 98.6°F standard; (3) the muscles and organs (effectors)
that reduce the temperature when it exceeds the standard (via panting and
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sweating, and opening the skin pores) and raise the temperature when it falls
below the standard (via shivering and closing the skin pores); and (4) the over-
all communications system of nerves.

This biological control system is homeostatic—that is, self-regulating. If the
system is functioning properly, it automatically corrects for deviations from the
standard without requiring conscious effort.

The body temperature control system is more complex than the thermostat,
with body sensors scattered throughout the body and hypothalamus directing
actions that involve a variety of muscles and organs. It is also more mysterious;
scientists know what the hypothalamus does but not kow it does it.

Automobile Driver Assume you are driving on a highway where the legal (i.e.,
standard) speed is 65 mph. Your control system acts as follows: (1) your eyes
(sensors) measure actual speed by observing the speedometer; (2) your brain
(assessor) compares actual speed with desired speed, and, upon detecting a de-
viation from the standard, (3) directs your foot (effector) to ease up or press
down on the accelerator; and (4) as in body temperature regulation, your nerves
form the communication system that transmits information from eyes to brain
and brain to foot.

But just as body temperature regulation is more complicated than the ther-
mostat, so the regulation of a car is more complicated than the regulation of
body temperature. This is because there can be no certainty as to what action
the brain will direct after receiving and evaluating information from the de-
tector. For example, once they determine that the car’s actual speed exceeds 65
mph, some drivers, wanting to stay within the legal limit, will ease up on the
accelerator, while others, for any number of reasons, will not. In this system,
control is not automatic; one would have to know something about the person-
ality and circumstances of the driver to predict what the actual speed of the au-
tomobile would be at the end point of the process.

Management

An organization consists of a group of people who work together to achieve cer-
tain common goals (in a business organization a major goal is to earn a satis-
factory profit). Organizations are led by a hierarchy of managers, with the chief
executive officer (CEQO) at the top, and the managers of business units, depart-
ments, sections, and other subunits ranked below him or her in the organiza-
tional chart. The complexity of the organization determines the number of layers
in the hierarchy. All managers other than the CEQO are both superiors and sub-
ordinates; they supervise the people in their own units, and they are supervised
by the managers to whom they report.

The CEO (or, in some organizations, a team of senior managers) decides on
the overall strategies that will enable the organization to meet its goals. Sub-
ject to the approval of the CEQ, the various business unit managers formulate
additional strategies that will enable their respective units to further these
goals. The management control process is the process by which managers at all
levels ensure that the people they supervise implement their intended strategies.

Contrast with Simpler Control Processes

The control process used by managers contains the same elements as those in
the simpler control systems described above: detectors, assessors, effectors, and



