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PREFACE

In 2001, we gathered a group of researchers in Nice, France to focus
discussion on performance measurement and management control. Follow-
ing the success of that conference, we held subsequent conferences in 2003,
2005, 2007, and 2009. This volume contains some of the exemplary papers
that were presented at the most recent conference. The conference has
grown in number of participants, quality of presentations, and reputation
and this year attracted leading researchers in the field from North America,
South America, Europe, Asia, Australia, and Africa.

Though the conference has been generally focused on performance
measurement and management control and has included presentations on
many facets of the topic, each year we have also focused on a particular
theme of current interest. This year’s theme was directed at innovative
concepts and practices. This includes creative management approaches to
solving challenges of performance measurement and management control
and improving organizational performance. It also includes the innovative
use of theoretical, empirical, analytical, experimental, and case-based
research to address these topics.

There were three plenary sessions at this conference and the papers
are included here. Marc J. Epstein presented recently completed research
that challenges the existing paradigm on implementation of sustainability
strategies and provides a new way of thinking about the use of management
control and performance measurement to improve corporate sustainability
performance. Jean-Francois Manzoni provided a careful reexamination
of the topic of incentives drawing on a broad set of multidisciplinary
research. His challenges to much of the current research and managerial
practices require new and broader approaches to managerial rewards.
Antonio Davila integrated much of his recent work on the use of
management control practices and research related to organizational
creativity and innovation. It provided insights into the significant needs
for more progress in both research and managerial practice to encourage
increased organizational innovation. All three of these presentations
challenge the existing paradigms and propose new and innovative
approaches to both the research and practice of performance measurement
and management control.

X111



X1v PREFACE

In addition to the three plenary sessions, this volume also includes some
of the other excellent papers presented at the conference. The call for papers
drew a wonderful response of 250 submissions, so the competition to make a
presentation at the conference was quite high. Further, given the space
limitations in this book, another competitive selection was required. The
contents of this book represent a collection of leading research in
management control and performance measurement and provide a
significant contribution to the growing literature in the area. This collection
of papers also covers a representative set of topics, research settings, and
research methods.

From the first year, the conference has relied heavily on EIASM and
Graziella Michelante for organization and management and their enthu-
siastic participation and excellent work has been critical to the conference’s
success. We thank them along with Conference Co-Chairman Eric Cauvin
and all of the speakers and participants at the conference. Their attendance
and enthusiastic participation made the conference an enjoyable learning
experience. We are hopeful that this book will continue the search for
additional understanding and development in performance measurement
and management control, and provide guidance for both academic
researchers and managers as they work toward improving organizations.

Marc J. Epstein
Jean-Francois Manzoni
Antonio Davila

Editors
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MEASUREMENT AND
MANAGEMENT CONTROL






THE CHALLENGE OF
SIMULTANEOUSLY IMPROVING
SOCIAL AND FINANCIAL
PERFORMANCES:

NEW RESEARCH RESULTS

Marc J. Epstein

ABSTRACT

Neither management leaders nor academic researchers have developed
adequate responses or explanations to the general lack of success in
implementations of sustainability strategies. Consistent with the theme of
this conference, we have examined innovative concepts and practices
of leading companies that have successfully implemented sustainability.
In sustainability, as in other areas of performance measurement and
management control, new paradigms and practices and more research
may be needed to improve organizational performance.

Corporate CEOs and academic researchers alike have generally accepted that
corporate social and environmental impacts must be integrated into opera-
tional and capital investment decision making to more effectively manage
leading corporations. They have also recognized that effective management of
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4 MARC J. EPSTEIN

a variety of stakeholder interests (including shareholders, customers,
suppliers, employees, and the general public) is critical for organizational
success. But, the challenge that both managers and academics continue to
face is that though there is broad agreement on these issues, effective
implementation typically remains elusive. Large corporations have found it
challenging to integrate sustainability into day-to-day decision making.

So, if CEOs acknowledge the importance of sustainability and effective
stakeholder management, why has the implementation remained so
challenging? It is no longer a discussion of why, what, or whether to focus
on sustainability — but how. And, management research and practice might
suggest that the implementation should be similar to other implementations
of organizational strategies and the alignment of strategy, structure, systems,
performance measures, and rewards would lead to successful execution.
But success has been difficult and the explanations for these difficulties
have been unsatisfactory. And, neither academic research nor managerial
practice has been effective in describing how this implementation differs
and how to simultaneously achieve excellence in sustainability and financial
performances.

THE CHALLENGES OF SUSTAINABILITY
IMPLEMENTATION

Top management typically cascades these management decisions on sustain-
ability down in the organization to be responsive to local issues because the
sustainability impacts are often local. Only a small number of these decisions
are typically made at corporate headquarters. As these decisions are made at
the business units, geographical units, and facilities, individual managers
must make the appropriate trade-offs as they arise on social and environ-
mental versus financial impacts. Typically, the vice president of sustainability
(who often reports to the CEO) requests improved sustainability perfor-
mance while the CEO and CFO are demanding improved financial
performance. At the same time, little guidance and support is presented to
senior- and middle-level operations managers to aid in the decision making
and the trade-offs that must often occur.

Much of the managerial and academic literature emphasizes the critical
importance of top management commitment. Yet, here, even with that
commitment, sustainability implementation is very challenging and often
fails. And, it seems that our management accounting, management control,
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and performance measurement research has failed us, and not provided either
guidance or explanation as to how to succeed in corporate sustainability.

One explanation is that implementing sustainability is fundamentally
different. For operating goals, the direct link to profit is usually clear. And,
for innovation, though also long term and difficult to predict and measure,
the intermediate goal is new products and the ultimate goal is increased
profit. In these implementations of general operating goals or innovation
goals, companies set missions and strategies and develop aligned systems,
structures, culture, performance measures, and rewards.

For sustainability though, the goal is to simultaneously achieve excellence
in both social and financial performances. Measuring and managing this
paradox creates more challenges. It is often unclear how to make the trade-
offs. It is often unclear how stakeholders will respond to managerial actions.
The incentives are typically poorly aligned. The corporate and societal
priorities often change and the costs of implementing sustainability constantly
changes. So, the standard successful implementation approaches often fail.

Part of the challenge is that managers at all levels are being asked to
simultaneously manage social and financial performances. Most corporate
incentives and rewards are aligned with measures of short-term financial
performance of revenue and profit goals. Thus expenditures related to social
and financial issues that are not mandated by regulation remain
discretionary and the incentive pressures often cause dilemmas for many
managers. Further, systems and measures typically do not support effective
measurement or management of the trade-offs that often exist between
social and financial objectives and success. Neither do they often facilitate
the trade-offs between short-term and long-term goals. Managers need
guidance on how to balance social and financial objectives and measure
success, which they seldom receive.

In Making sustainability work: Best practices in managing and measuring
corporate social, environmental, and economic impacts (Epstein, 2008b),
I addressed the integration of social, environmental, and economic impacts
into management decisions and the implementation of sustainability into
large organizations. Through a relatively comprehensive look at the systems,
structures, performance measures, rewards, culture, and people that are used
to successfully integrate sustainability into the fabric of many organizations,
my research continued to discover excellent companies that are committed to
sustainability and were still finding the implementation to be enormously
challenging. To address this issue, Adriana Rejc Buhovac, Kristi Yuthas,
and I began a new field research project to explore how four successful
companies were able to successfully implement sustainability and overcome
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the challenges that were commonly seen in other global organizations (see
Epstein, Rejc Buhovac, & Yuthas, 2009, 2010).

In my presentation to this conference in 2007 (Epstein, 2008a), I presented
an introduction to this paradox of simultaneously managing social and
financial performances in both for profit and nonprofit settings and different
industries. That discussion was set within the analysis of alternative
organizational missions and the challenges of aligning appropriate perfor-
mance measures and rewards with those missions. Too often, organizations
are not able to achieve their missions and strategies, in part, due to their
inability to stay focused on the missions and having inadequate systems,
structures, and culture in place to motivate performance consistent with the
desired missions.

The simultancous management of social, environmental, and financial
goals and performances is recognized as one of the most critical challenges in
the field of sustainability and is sometimes seen as paradoxical. The challenge
of integrating corporate social, environmental, and financial impacts into
operational and capital investment decisions relates to the various tensions
between goals. Social and financial initiatives may benefit one another in the
long term, but they are often conflicting in their need for resources and
agendas in the short run. Also, financial initiatives are associated with clear,
measurable, short-term metrics, whereas measurements of social performance
are often uncertain and long term. Sometimes, there are win/win situations,
such as when waste and emissions are reduced, saving both company costs
and environmental damage. But, often the decision alternatives are seen as
trade-offs and managers throughout the business units and facilities must
struggle to improve social, environmental, and financial impacts simulta-
neously while being accountable for excellent performance in all.

In this current work, the focus is on sustainability and what formal
(including organizational design, performance measurement, and reward
systems) and informal (including culture, leadership, and people) organiza-
tional systems are used in best practice companies to facilitate success in
sustainability implementations. The current project’s findings were surpris-
ing and caused us to describe a new paradigm for implementation that is
more descriptive of successful sustainability integrations.

MAKING SUSTAINABILITY WORK

In my recent book (Epstein, 2008b), I described a new model (Exhibit 1)
based on my research. The model and the book provide details on the
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8 MARC J. EPSTEIN

drivers and measures that can be used to drive success in the implementation
of corporate sustainability. This includes cost management, capital invest-
ment, performance measurement, reward, and other formal systems that can
be used to implement sustainability. The book describes and integrates the
prior field, empirical, experimental, archival, and theoretical research and
provides a model for implementation. Though many organizations have
found the book and model helpful, it did not adequately address why so
many well-intentioned and well-managed companies were finding it more
challenging to implement sustainability than other organizational strategy
implementations. This was one of the primary motivations for the new
research study that has provided important new results.

THE NEW RESEARCH PROJECT AND RESULTS

In 2007, we began work on this new research project to discover what
permitted some companies to successfully implement sustainability when so
many others were unable to do so. We also wanted to examine how leading
corporations are integrating economic, social, and environmental impacts
into day-to-day management decision making. This led to the development
of five research questions.

Primary Research Question

(1) How do companies and their managers effectively manage social and
financial goals and performance simultaneously?

Secondary Research Questions

(2) What are the challenges and barriers?

(3) What characteristics of organizations, issues, and leaders enable more/
less success?

(4) What support systems (organizational design, performance evaluation,
rewards, and culture) facilitate managing social and financial perfor-
mances simultaneously?

(5) What other support could be provided (leadership, strategy, organiza-
tional structure, communication, and formal and informal systems)?
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Overall, the study aimed to identify those aspects of management control
and strategy implementation that were most critical to sustainability success
and investigate how they were operationalized in these successful companies.

Research Design and Sites

The project was titled “Managing Social and Financial Performance
Simultaneously: Corporate Best Practices” and sponsored by the Founda-
tion for Applied Research of the Institute of Management Accountants in
the United States. Four leading companies were selected as research sites:
(1) Nike, (2) Procter & Gamble, (3) Nissan, and (4) Home Depot.

Nike is the world’s leading designer, marketer, and distributor of athletic
products and clothing. Procter & Gamble is one of the world’s leading
branded consumer products companies. The Home Depot is the world’s
largest home improvement specialty retailer. And, Nissan North America is
a unit of Nissan Motor Co., a leading global auto manufacturer. All of these
companies have reputations for leading practices in the management of
sustainability and have high ratings on various indexes on sustainability
performance. All these companies agreed to provide significant access and
time to aid on this project. (Though some of the important elements and
findings of the research are summarized here, a more complete discussion
can be found in Epstein et al., 2009, 2010.)

After extensively examining previous relevant, related literature and
research in management control, sustainability, environmental manage-
ment, and related topics, the field research visits were started. Open-ended,
semi-structured interviews were conducted with senior managers, business
unit and facility managers, geographical unit managers, functional managers,
and sustainability managers. The study investigated how managers are
currently making the trade-offs and simultaneously managing social,
environmental, and financial performances and the systems and performance
measures they are currently using to facilitate these decisions. It specifically
looked at the characteristics of organizations and their environments, their
formal and informal support systems and processes (including performance
evaluation, rewards, organizational culture, leadership, etc.), and initiatives
that facilitate managing social, environmental, and financial performances
simultaneously. It attempted to provide a better understanding of the role of
hard and soft implementation systems. Hard systems are the formal systems
that include organizational structure, performance evaluation, and incentive
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systems used to motivate employee behavior. Soft systems are the informal
systems such as organizational culture, leadership, and people.

New Research Findings

Some of the key research findings from the four sets of field research visits
are summarized in Table 1. In general, the findings were surprising and
answered many of the basic managerial and academic research questions
of both the project and the field of inquiry. Since much of the work in
management control and performance measurement, generally and in
sustainability specifically, has focused on the formal systems more than the
informal systems, the finding of a heavy reliance on the informal systems of
leadership, culture, and people is significant. On a personal note, though
Making sustainability work is broadly focused on sustainability implementa-
tion, there is clearly an emphasis on the formal systems including the cost
management, capital investment management, social risk management,
performance measurement, and reward systems along with organizational

Table 1. Success Factors in Managing Social, Environmental, and
Financial Performances Simultancously.

Success Factors Evidence from Nike, P&G, the Home Depot, and Nissan
Balance financial and e Trade-offs between the social, environmental, and
sustainability goals financial goals and performances are not seen as difficult —

usually seen as win/win
e Sustainability tensions are solved by using new ideas, creativity,
and innovation

Make sustainability the e Keen awareness of anticipated stakeholder reactions to
business case sustainability that ultimately have a financial impact
e Stakeholder impacts are implicitly included in strategic and
operational decision making

Leadership e Consistent CEO and senior leadership support of sustainability
and sustainability manager has authority across the company
e Clear communication of sustainability strategy, policies, and goals

Strong culture e Innovation, creativity, entrepreneurship, and volunteerism are
the building blocks
e Openness, autonomy, and initiative are the norms supporting a
strong, innovative culture
e Broad sharing of culture through communication
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design as important levers to improve sustainability performance. Much
less attention was devoted in the field of study generally, or in the book
specifically, to the soft or informal systems.

Because many sustainability actions are difficult to specify, leading
companies also place heavy reliance on distributed leadership and are
learning to facilitate effective decisions in the business units and facilities.
Learning is increased and shared across the organizations as the decision
rights are more effectively decentralized. As these decisions are distributed
throughout organizations, there is also more reliance on culture and
leadership. This is consistent with less reliance on formal systems since the
managers see the formal systems as less critical or sometimes not critical
at all. One of the challenges of implementing sustainability effectively is that
many organizations see capitalism and citizenship as competing paradigms.
These leading corporations in our research study fundamentally have a
different view.

They have developed a new paradigm. These leading companies do not
see the conflict between managing both social and financial performances
and can simultaneously manage both because they are using the tension as a
source for new ideas and more innovation and creativity rather than as
impediments to decision making. They see social versus financial interests
not as competing but as complimentary.

IMPLICATIONS OF THE RESEARCH AND
GUIDANCE TO MANAGERS AND RESEARCHERS

Nike, Procter & Gamble, the Home Depot, and Nissan (North America)
are among the largest and most important companies in their industries. But
these companies’ evident drive for sustainability is nurtured primarily by
internal factors, leadership, organizational culture, and people, in parti-
cular, rather than externally. These factors were found to be the most critical
determinants of successful management of the various trade-offs that middle
managers face when they try to simultaneously manage social, environ-
mental, and financial performances.

Commonalities and Differences between the Studied Firms

There are several commonalities across the studied firms that facilitate
sustainability decision making. Corporate culture in each company is
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broadly shared and emphasizes norms critical for innovations such as
openness, autonomy, initiative, and risk taking. This aspect of the culture
has already been found crucial for ambidextrous organizations (Tushman &
O’Reilly, 1996). These companies promote both local autonomy and risk
taking and ensure local responsibility and accountability. A common
overall organizational culture that builds on sustainability helps managers
and other decision makers deal with the trade-offs that the simultaneous
management of social, environmental, and financial goals often causes.

A second commonality across the studied firms relates to their leadership.
In these companies, there is less conflict for the middle managers in
balancing social, environmental, and financial performances because those
conflicts are resolved higher up in the organization. Upper management
in these organizations believes in benefits relating to sustainability, and in
many cases sustainability values have been incorporated into the culture
and other soft systems in the organization. Middle managers are able to
make sustainability trade-offs because they know they will be supported by
leaders.

Thirdly, all four companies are consumer focused and the corporate
and brand image is very important to them. These companies try to
downplay rather than publicize their sustainability accomplishments.
They successfully integrated sustainability into their strategic business units.
It seems that their CSR or sustainability departments are in a position of
power within the company and have close relationships (either personal
or formal) with powerful decision makers in the organization. Despite the
fact that they evaluate performance mostly based on financial considera-
tions, they succeeded to ensure that all employees are aware of their
sustainability efforts and that they consider sustainability as value or even as
their personal issue.

SUSTAINABILITY IMPLEMENTATION SUCCESS

In Nike, Procter & Gamble, the Home Depot, and Nissan North America,
social and environmental considerations are deeply embedded into decision
making. Their sustainability performance is primarily driven by their
leadership and organizational culture. And, their managers have a keen
awareness of anticipated stakeholder reactions in the near and long term
and have incorporated them into their sustainability strategies and culture.
These leading companies have made many trade-offs spontaneous because
the concerns for social and environmental impacts have been incorporated
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into the companies’ corporate culture. And the role of leadership in
accomplishing this is critical.

Strategy and leadership are minimum enablers of successful sustainability.
But so is culture. Organizations can use formal and informal processes —
hard and soft implementation tools — for effective execution. But,
surprisingly we found the informal tools to be far more critical for
implementation success than previously anticipated.

Learning is also more critical than previously thought. Organizations
must implement systems to help managers learn about managing social
and financial actions. Learning is important because of the distributed
leadership and the allocation of decision rights down in the organization.
Middle managers thus need to better understand the culture, leadership, and
the various dimensions of social, environmental, and financial objectives
and performances to make effective decisions. Experience, education, and
organizational support are all critical. Companies have found that they must
make social and financial responsibilities an integral part of the strategy,
leadership, and culture throughout the organization and make it a part of
discussions and thinking related to operational and capital investment
decisions on a regular basis. They must also build more leadership capacity
for effective sustainability decision making and performance.

Much of the management control research emphasizes the importance
of performance measures. But, we also saw in this research that when
companies implement formal performance measures too quickly, it often
compromises learning. So, one of the core ideas of this new research
on sustainability performance is that implementing through motivating
specific actions often cannot work because it hurts badly needed learning.
Thus, corporations need to think of implementation approaches beyond
incentives and recognize that informal systems and learning are critical for
success. Further, in these leading companies, sensitivity to sustainability
issues is deeply embedded in innovation and R&D. Increased risks, such as
environmental emissions, climate change, potentially dangerous products,
unsafe supply, etc. create new opportunities for innovation to improve both
sustainability and financial performances.

IMPROVING RESEARCH AND PRACTICE
IN CORPORATE SUSTAINABILITY

Company leaders need to encourage more innovation and entreprencurship
in their organizations to address the risks in a sustainable and profitable
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manner. Opportunities lie in both technological innovation (products) and
business model innovation (processes). Changes in product manufacturing
and service delivery, in particular, can result in products and services that
are more social and environmental friendly.

The significant challenge of trying to simultaneously manage social,
environmental, and financial performances is one of the most critical
challenges in the field of sustainability. The evidence supports two new
conclusions. First, informal systems, such as organizational culture, and
leadership may be more important to drive sustainability implementation
compared to formal systems and processes and more than previously
thought. It provides at least a partial explanation for why implementation
of sustainability has been so difficult for major corporations and the failure
of traditional management control and performance measurement literature
and practice to adequately address this issue.

Second, some leading companies recognize how corporate financial per-
formance is impacted by stakeholder reactions to corporate sustainability
performance. Recognizing the financial value of stakeholder impacts
minimizes the magnitude of the loss in a “win/lose” scenario or, when
the value of these impacts exceeds the cost of an initiative, turns it into a
“win/win”’ scenario. These two findings, however, conflict with one another.
At the same time as the companies’ informal systems strongly promote
sustainability, their formal systems seemingly have a very traditional focus
on financial performance. But, the managers operating under these systems
do not believe these systems to be in conflict and they do not perceive a high
level of tension. Thus, a new paradigm has been developed to explain the
field research findings.

The study’s finding of the importance of soft or informal systems and
processes for successful management of sustainability might come as
somewhat surprising. Most of the literature on management control and
strategy implementation focuses on hard or formal systems and processes,
such as organizational design, performance evaluation, and incentive
systems used to motivate employee behavior. But, these systems alone have
not typically been successful in implementations of corporate sustainability
strategies. Corporate performance measurement, incentive, and reward
systems can be critical tools to implement sustainability and align the
interests of the corporation, senior managers, and all employees. However,
these systems must usually be a part of a broader set of systems aiming to
motivate and coordinate employee actions and corporate culture.

Formal systems that measure and reward performance and encourage
employees to pursue sustainability are often necessary to improve social and
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environmental impacts, to communicate the value of sustainability to the
organization, and to hold employees accountable for their contribution to
sustainability efforts. But to be effective, they need to be built on principles,
such as measurability, objectivity, and fairness. Some companies explicitly
state that they do not want to measure sustainability impacts directly
because they are difficult to capture. Or, they do not want to invest the effort
to measure social impacts, because the managers intuitively believe that their
sustainability efforts work. Rather, they choose metrics related to outcomes
reasonably close to the cause-and-effect relationships chain. Social impacts
are sometimes seen to be more difficult to measure than financial results,
because they are often intangible, hard to quantify, and difficult to attribute
to a specific organization, and have a long time horizon. This difficulty often
presents obstacles in producing compelling evidence of impact and mission
achievement. Though increased sustainability measures are available and
often a valuable component in sustainability implementation, some of the
leading companies have not focused on them — or are only now focusing on
measures of success. They have instead focused on getting the informal
systems right first before concentrating on the measurement.

While these companies may have a formal sustainability strategy,
structure, and systems in place, it seems that their impact on people
behavior is stronger through the internal context that they affect. CSR or
sustainability departments play an important role in educating other business
units about why the company should engage in sustainability efforts (through
educational and other efforts to influence the organizational culture and
values) in addition to influencing how the company acts to include
sustainability in decision making (such as developing tools for incorporating
sustainability). In P&G and the Home Depot, there is also a strong emphasis
on promoting employees from within, which additionally builds a strong
culture. People know the P&G (or the Home Depot) way and it makes
it easier to build culture when companies hire at the bottom and then
promote. Companies must otherwise find ways to sensitize new employees
to the culture which is often challenging. When employees have long-term
commitments, they are willing to do more voluntary actions that help the
long-term interests of the company and their associates since they will be
with them for their career. All four companies educate and train individuals
throughout their organizations to be sensitized to sustainability issues and
rely on staff who are specifically dedicated to sustainability programs.

For improved sustainability performance, sustainability strategy is only a
minimum enabler. Best practice companies will also have other formal and
informal systems and processes in place, of which leadership, organizational
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culture, and people may be among the most important drivers of effective
sustainability decision making. The CEOs should communicate (and over-
communicate) the importance of sustainability to the organization and
establish a culture of integrating sustainability into day-to-day management
decisions. Commitment to social and environmental concerns must be
consistently communicated both in words and actions. Organizational
culture supporting sustainability decisions can serve to inspire and motivate
employees to take sustainability obligations seriously. In addition, in their
recruitment and development practices, companies may seek to create in
their employees a passion and commitment to sustainability. This leads
to contributions that are good for the society, the environment, and the
company bottom line.

So, balancing social and financial performances simultaneously has been
a significant challenge for both nonprofit and for-profit organizations at all
managerial levels. Implementation has typically failed because organiza-
tions have not infused sustainability into the leadership and culture.
And, they have viewed the tension of managing social and financial
performances simultaneously as a conflict rather than as a source for
innovation and creativity. Thus, corporations often fail at effective
management of social impacts (and NGOs often fail at achieving their
social mission). Our new research finds that the informal systems are at least
as important as the formal systems typically used.

Providing the leadership, strategies, systems, culture, learning, and support
to aid managers in making the trade-offs in social and financial performances,
and recognizing that these can be complimentary, is critical for success.
So, for successful implementation, social and financial performances both
must be integral components of strategy and culture. Leadership must be
committed to sustainability and build additional organizational capacity.
Actions are more difficult to specify so distributed leadership is more critical.
Support with management control, performance measurement, and reward
systems as appropriate. But, the support of leadership, mission, culture, and
people are even more critical. All of these should be used to implement
learning as to how to make the trade-offs and make the challenging
managerial decisions (or eliminate the trade-offs). Managers must integrate
social and financial performances into all strategic decisions.

In contrast to most other organizational changes, the sole purpose here is
to improve social, environmental, and financial performances simulta-
neously. It is often difficult for managers to evaluate the trade-offs between
social, environmental, and the financial goals and performances because it
is difficult to measure the impact of social and environmental performances
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and to quantify the resulting benefits. The constant uncertainty about
how much sustainability is necessary, the constantly changing emphasis on
and costs of implementing sustainability, and the long time horizons
necessary to measure the financial benefits of sustainability make it difficult
to implement sustainability in the same way that other corporate strategic
initiatives are implemented. While considered a critical tool to implement
sustainability and align the interests of the corporation, generally, formal
implementation systems have a secondary role in the successful implementa-
tion of sustainability.

CONCLUSION

The focus of this conference has been on performance measurement and
managerial control, with the theme this year centered on innovative concepts
and practices. There are increasing demands for both the research and practice
to become more innovative. Teaching requires more innovative development
and delivery of content. Practice requires experimentation with new methods
to replace methods that have not worked and to adapt to changing
environments that demand new approaches to strategy implementation.

This topic has been increasing in importance in both managerial practice
and research with more attention in both the managerial and academic
press. And, innovation is needed both to adapt to the new socictal and
organizational demands and to replace approaches that have just not
worked. I have worked in this field for most of my carecer and have
acknowledged the lack of progress in advancing either managerial practice
or academic research. The research briefly summarized here is an attempt to
develop a new paradigm for improved research and practice.

The exploratory work cited here attempts to provide a credible explana-
tion for why many implementations of corporate sustainability have failed.
It also provides a synthesis of what some successful companies have done
that have led to success. Finally, it provides some guidance to managers for
improving sustainability performance.

But, more research is necessary. These are critical problems in both
managerial practice and organizational studies and the research is in its
infancy. Innovative research of both concepts and practice is needed. This
exploratory work looked closely at four leading companies and the results
here need further testing at other leading companies, and testing to determine
whether these findings could be implemented in laggards to help them
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achieve success. So, examination through standard field research is needed,
but carefully designed and implemented action research is also necessary.

Much research is also needed on the evaluation of stakeholder impacts
and the integration into management decision making. Management control
and performance measurement are critical elements to succeed in the
implementation of sustainability. The role of formal and informal systems in
the success of the implementations has been insufficiently examined. More
focus on research on this topic has significant potential to improve both the
research and practice in sustainability and improve organizational social,
environmental, and financial performances simultaneously.
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MOTIVATION THROUGH
INCENTIVES: A CROSS-
DISCIPLINARY REVIEW
OF THE EVIDENCE

Jean-Francois Manzoni

ABSTRACT

Over the last decades, the accounting and control literature has featured
much studying of and debate about the role and designing of incentives.
Over the last year or so, the debate over incentives and bonuses has
become a much more public one, as illustrated by the current public furor
over bankers’ bonuses and frequent calls to limit them and/or tax them
more heavily. The public nature of the debate is new, but the emotional
intensity is not;, an intense emotionality has often characterized
discussions of these subjects in print, as recently illustrated by a
controversy between supporters and opponents of goal setting published
in Academy of Management Perspectives.

This chapter tries to structure the debate by defining — and clarifying
the interactions between — key components of the debate. I then review
some — by no means all — of the evidence available in three streams
of research: goal setting, self-determination theory, and economics.
A surprisingly large number of commonalities emerge from this review.
I then revisit in light of this review two accountability models I had
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introduced at a previous conference as well a forthcoming field study of
the sophisticated approach developed by a successful multinational
corporation.

Over the last decades, the accounting and control literature has featured
much studying of and debate about the role and designing of incentives.
These subjects came up in previous editions of the conference that spawned
this volume. I contributed to this debate on two occasions. In the first
conference (Manzoni, 2002a), I contrasted two approaches to motivation
and rewarding: the traditional incentive alignment model (characterized by a
search for clear and unambiguous accountability) and an approach aiming
at directing managers’ attention beyond what they can strictly control and
introducing managerial subjectivity in the evaluation process in order to try
to find the right balance between completeness and controllability.

In the last conference, I (Manzoni, 2008) examined the slow and insidious
evolution that has led us from Kerr’s (1975) very reasonable reminder that
“the reward system should not be too inconsistent with the behavior we are
hoping to get from people” to the omnipresent precept that “what gets
measured gets done” and the apparent belief that e key to getting things
done is to find a way to pay people to do it.

I wondered to what extent we, as a research community, were not putting
too much emphasis on (a small component of) the reward system to solve
complex problems. Linking significant rewards to specific outcomes does
work, no doubt. That is, it gets people to do more of what we are paying
them for. But we face two problems: one, we cannot always pay people
exactly for what we want them to do. So we do not get exactly what we want
(and we get some other stuff we do not want). Two, we hope for A, B, C, D,
and E, some of which are negatively correlated, but we often can only
measure accurately (and hence only reward) A.

Fortunately, I concluded, practitioners have been more careful than the
research community! They maintain a lot of subjectivity (a term often
perceived negatively, which can be replaced by the more positive and
sophisticated term ‘“‘expert judgment”) in the performance evaluation and
reward process; they use multiple levers to shape behavior; and in particular,
excellent organizations make extensive use of the ‘“cultural lever.”

Over the last year or so, the debate over incentives and bonuses has
become a much more public one, as illustrated by the current public furor
over bankers’ bonuses, leading some governments to discuss (and in France
and the UK, to enact) special laws aimed at increasing the taxation of such
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bonuses, and leading some banks to reduce the amounts paid in bonuses this
year and to pay a greater proportion of these bonuses in stock rather than
cash.

The public nature of the debate is new, but the emotional intensity is not.
This intense emotionality has also often characterized discussions of these
subjects in print. Alfie Kohn’s (1993) charge against incentives led to such a
barrage of reactions that HBR felt the need to publish many of them in their
next issue. Kohn has continued his attack in several books since then.
Similarly, Dan Pink (2009) — another popular writer — has also contributed his
own summary. Both authors (and many similar critics) present analyses that
are very critical of any form of financial incentives. Supporters of goals and
financial incentives often reply with equal intensity, in the process sometimes
presenting an insufficient attention to the limitations of goals and incentives.

Such intensity was visible recently in a controversy between supporters
and opponents of goal setting. This debate, published in Academy of
Management Perspectives, became quite personal with both parties throwing
unflattering epithets at one another and explicitly questioning one another’s
professional ethics and competence.

My intention with this chapter is to try to structure the debate and review
some of the evidence available. To structure the debate it is important to
start by agreeing on the key concepts and vocabulary, and to distinguish
related but distinct concepts such as goal setting and incentive compensa-
tion, intrinsic and extrinsic motivation, autonomous and controlled
motivation. I also review the evidence gathered in the psychology literature
on the overjustification effect and in the economic literature on the
crowding-out effect (a broader notion than the overjustification effect).
I then propose a personal summary and conclude with a practical
illustration, summarizing Kohlemainen’s (2010) findings from a field study
of the sophisticated approach developed over the years by a very successful
multinational corporation.

A RECENT INSTANCE OF CONTROVERSY:
THE DEBATE ON GOAL SETTING

Ordonez, Schweitzer, Galinsky, and Bazerman (2009a) struck first. “We
contend that goal setting has been over prescribed,” they said.

Goal setting has powerful and predictable side effects that are far more
serious and systematic than prior reviews of goal setting have acknowledged
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and which have received far too little attention in the management
literature.

e Goals can focus attention so narrowly that people overlook other
important features of the task.

e Setting appropriate goals is a difficult intricate process and the goals
could be set too narrowly. Goal setting may cause people to ignore
important dimensions of performance that are not specified by the goal-
setting system. One example would be focusing too much on (specified)
short-term goals and neglecting (less-clearly-specified) long-term goals.

e Too many goals: goals that are easier to achieve and measure may be
given more attention than other goals.

e Inappropriate time horizon. Again the story here is one of the short-term
goals receiving too much attention at the expense of the longer-term
goals.

Stretch goals are another dimension that can cause serious side effects.
High commitment to very demanding goals may lead people to:

e Take too much risk or select suboptimal solutions. (Some studies show
that people motivated by specific challenging goals adopt riskier strategies
and choose riskier gambles.)

e Resort to unethical behavior — misrepresenting their performance level
and/or adopting unethical methods to boost performance — especially in
the presence of lax oversight, financial incentives, and organizational
cultures with a weak commitment to ethics. (Furthermore), “we postulate
that aggressive goal setting within an organization increases the likelihood
of creating an organizational climate ripe for unethical behavior” (p. 10,
italics in original).

® Decrease satisfaction with below-goal-but-high-quality outcomes and
reduce self-efficacy.

Goals can also inhibit learning and cooperation:

e High commitment to meeting a challenging goal on a complex task may
concentrate too much attention on task performance and not enough on
experimenting and learning. Locke and Latham recommend using
“learning goals” rather than “performance goals’ in complex situations,
but that is not so easy to do!

e Also, high commitment to meeting a challenging goal may decrease
production of “extra-role behavior”, including cooperation.
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Goals can reduce intrinsic motivation. Intrinsic motivation involves
“engaging in a task for its own sake.” Rewards have been found to decrease
intrinsic motivation, and so do goals.

Setting (productive) goals is not easy. When goals are applied to groups of
people, if the same goal is given to everyone it will be too hard for some and
too easy for others. If individual goals are set, the fairness of the system will
be questioned.

An individual with several goals could set some easy goals and some
“what the hell” difficult goals ... . Goals would be OK on average but the
individual would receive more rewards this way.

Managers should use goals with great caution and ask themselves a list of
10 questions.

Most research has been conducted in simple, well-specified domains with
well-specified performance measures (on tasks featuring limited uncer-
tainty). “Goals cause the most harm in complex, natural settings where
outcomes are interdependent, monitoring is difficult, and cheating is
possible” (p. 13).

Proponents of goal setting have privileged their publication record over
academic rigor (including by systematically ignoring disconfirming studies)
and providing sound managerial advice.

LOCKE AND LATHAM (2009)

Predictably, especially given the last section of Ordoéfiez et al. (2009a), Locke
and Latham (2009) were not amused. They argued that Ordofiez et al.
(2009a) attacked empty handed and without real data, making excessive use
of a few (often poorly researched) anecdotes and news headlines; that they
displayed very selective attention to the literature, carefully selecting from a
very small number of studies that have argued or found against goal setting,
several of which have methodological faults, and failing to mention the
considerably larger number of studies that supported the positive effects of
goal setting.

Yes, linking rewards to goal attainment can — and in a number of studies
has been found to — have dysfunctional consequences. But in many other
studies, these negative consequences did not materialize. And uncontrover-
sially, say Locke and Latham, considerable evidence shows that “‘a goal to
which a person is committed increases effort, prolongs persistence, and cues
people to search for strategies to attain it” (p. 19).
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A goal can also “provide purpose to an otherwise meaningless task; it
provides a sense of accomplishment. It is a standard for assessing one’s
personal effectiveness” (p. 20).

Goal-setting impact on all the dimensions reviewed by Ordofiez et al.
(2009a) is much less clear-cut than they imply. The evidence is much more
heterogeneous.

It is egregious and insulting to attack us for bad scholarship, for
disregarding evidence and for failing to investigate negative side effects of
goals.

Organizations cannot thrive without being focused on their desired end results any more
than an individual can thrive without goals to provide a sense of purpose. (p. 22)

Six months later, the two parties revisited their disagreement.
Ordoiiez, Schweitzer, Galinsky, and Bazerman (2009b) replied something
like this:

Our goal was not to review yet again the literature, but rather to put the spotlight on the
negative side effects that have rarely been studied or even allowed to happen in
laboratory experiments typically featuring simple tasks in simple contexts. The studies
we quote are outliers only because the literature has not actively looked for side effects.
We need to design more studies investigating this domain!

Surprisingly, Ordonez et al. (2009b) then went on to use a few more
anecdotes, not always clearly or reliably associated with the reckless pursuit
of demanding goals.

They also argued that Locke and Latham should not attack them
personally, and that by doing do Locke and Latham were doing exactly
what they were (unfairly) arguing Ordonez et al. (2009a) had done to them.

Latham and Locke (2009) replied that in their view, it was incorrect to
state that data were rapidly accumulating against the effectiveness of goal
setting. They acknowledged that a few studies do find divergent results, but,
they said, (a) these results are weaker than Ordofnez et al. (2009a, 2009b)
suggest and (b) there are very few of them, compared to hundreds of studies
featuring different tasks and different populations in different countries
documenting the positive impact of setting specific, challenging goals.

Furthermore, they said (rightly so, in my view), the role of goal setting in
Ordonez et al. (2009a, 2009b) anecdotes is not always clear nor is it
established reliably by careful research.

Overall, concluded Latham and Locke, Ordofez et al. (2009a, 2009b)
accuse us of bad scholarship but we are fine and they are the ones producing
bad scholarship.
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This was a fascinating exchange. On one hand, Latham and Locke indeed
have hundreds — they claim over a thousand — published studies supporting
the positive effect on motivation and performance of setting specific,
challenging goals, and the robustness of this finding does command respect.
On the other hand, we all know of cases where the intense pursuit of
ambitious goals led people to dysfunctional outcomes, for their organiza-
tions and/or for themselves.

In fact, Latham and Locke themselves have discussed this situation in a
number of writings, reviewing in the process some of their practical
recommendations for practitioners. I picked two articles in particular to
summarize their findings and suggestions.

LATHAM AND LOCKE (2006)

Goal directed action is an essential aspect of human life. Without goal directed action
people cannot obtain the values that make their survival and happiness possible. ...
Goal setting is first and foremost a discrepancy-creating process. Goals ‘“‘create
constructive discontent with our present performance. (p. 332)

More than 1000 studies conducted by behavioral scientists on more than 88 different
tasks (in all parts of the world) show that specific high goals are effective in significantly
increasing a person’s performance — regardless of the method by which they are set.
(p. 332)

Assigned goals can be as effective as self-set or participatively set goals,
provided the manager provides logic or rationale. On the other hand,
participation in goal setting can lead to the setting of higher goals, leads to
the discovery of effective task strategies and can hence increase a person’s
self-efficacy that the goal is attainable.

Compared to moderately difficult, easy, “‘do your best” goals and no
goals at all, specific and difficult goals lead to greater effort, focus,
persistence and performance, as well as greater satisfaction with the task,
individuals setting higher goals (because self-satisfaction becomes con-
tingent on a higher level of performance), and less boredom on
“uninteresting tasks” (as the mental focus shifts to goal attainment and
behavior hence becomes purposeful).

Latham and Locke (20006) further argue that “goal-setting and feedback
are the core of self-management” (p. 334). In one study, unionized workers
who set a specific goal for job attendance, wrote a behavioral contract with
themselves as to self-administered (rewards and punishments) and then kept
a daily log of their job attendance had significantly lower absenteeism than
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their colleagues who did not engage in this self-regulation exercise. Goals
hence do not need to be “tools of oppression” in the hands of managers
demanding ever higher performance; they can also be self-management tools
helping individuals to direct their own energy and deriving a greater sense of
purpose and accomplishment.

Still, acknowledge Latham and Locke (2006), a number of enabling
factors and pitfalls have been identified over the years. They review 10 such
pitfalls and propose remedies to address them:

1. “When people lack the knowledge and skill to attain a performance goal,
giving them a difficult goal sometimes leads to poorer performance than
telling them to do their best.”” (That’s because) ““a performance goal may
misdirect their cognitive resources to sheer effort and persistence, which
proves futile for goal attainment in the absence of knowledge on how to
attain it” (p. 334).

Remedy.: Assign specific, high-learning goals. They prompt people to
generate solutions to an impasse, implement them, and monitor their
effectiveness. (They are also more under the individual’s control and
hence less stressful. I cannot promise I will be effective, but I can promise
I will learn from my successes and errors.)

2. Conflicting goals given to individuals required to cooperate can lead to
lower group performance.

Remedy: “‘Set a superordinate goal or vision ... (that will) unite people by
giving them a case to rally around which in turn replaces opportunistic
behavior and replaces it with cooperative interdependence.” If this
“group goal” is associated with a group reward, so much the better. This
“group goal” modifies the perceived identity/the perceived boundaries of
the group. This superordinate goal can/should be complemented by
specific high goals that make the superordinate goal concrete.

Note: This particular set of recommendations makes great sense but is
not easy to implement:

e The “‘specific high goals” will focus on more controllable — and hence
more “selfish” dimensions of performance. These can easily become
the main focus of the appraisal effort ... . How do you maintain
sufficient focus on the superordinate goal?

e [f attainment of the superordinate goal is insufficiently influenceable by
individuals, it will in itself exert a reduced motivational force.
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e Profit sharing can help as a concrete manifestation of this “larger
entity” we want the employees to feel part of and care about. But
this identity must be supported by other mechanisms as well. Which
ones?

3. Goals can induce fear of failure, especially when the goal is crafted in
terms of error rate (“‘do not mess-up on more than 3 of these 15
problems”). When the same difficulty of target was framed positively
(find the answer to 12 or more of these 15 problems), performance
increased.

Remedy: Frame goals positively.

Note: Again the recommendation makes great sense. But the process that
explains this phenomenon is unclear. By emphasizing the failure rate, one
makes failure and its consequences more salient. That is clear. Now, why
does this lead to lower performance? Because it increases stress (especially
as the number of mistakes rises)? Because it leads people to ““play-not-to-
lose”, i.e., it reduces risk-taking and innovativeness? This would be an
interesting avenue for research.

4. Goals can have an adverse effect on risk-taking (and hence learning, of
which failure is an unavoidable component), especially if failure to attain
a specific high goal is punished.

Remedy: (1) Encourage and celebrate learning, especially learning from
errors. It helps to keep the focus on the task rather than ourselves. (It also
helps protect self-efficacy.) (2) Allow sufficient time for complex goals (as
an attempt to ensure the goal will not be perceived as unattainable).
If failures to reach specific high goals are “‘judged severely,” people will
strive to set less difficult or vague goals.

Note: This is clever advice, but probably not very easy to implement.
I know extremely few managers and even fewer companies that celebrate
learning from failures ...

5. Repeated success at reaching goals can lead to the setting of even higher
goals and the dysfunctional persistence of previously successful strategies
(dysfunctional because the environment has changed sufficiently for the
strategy to have outlived its usefulness).

Remedies: (1) Break the ‘““distal goal” into subgoals to increase the
amount of feedback created. (2) Encourage creative conflict, e.g., by
appointing and rotating ‘“‘nay sayers.”
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6. When money is tied to goal attainment, dysfunctional side effects can
appear like misrepresentation of performance, devious strategies meant
to improve performance at a cost to the organization, or attempts to set
easier goals in order to increase expected payoff. The latter is particularly
regrettable, as it decreases the idea-generating benefits of setting difficult
goals.

Remedies to reduce ‘“‘gaming” (misrepresentation of performance,
devious strategies):

Make sure there are set ethical standards and (a) model them from the
top, (b) put organizational controls in place to monitor compliance, and
(c) show zero tolerance of deviations from the standards.

Remedies to reduce the pressure to set lower targets:

(a) Set two levels of goals: a stretch goal that people are not punished for
not meeting, provided the second goal — less ambitious and set
relative to competition — is achieved.

(b) Continuous linear bonus system above a minimum threshold.

Note: To reduce the pressure on setting a lower threshold, this system
must start paying from zero (or from a number even lower than the
threshold and independent of the threshold). If this number is low,
the bonus slope — and hence the “raw attraction of the reward” will
be severely reduced.

(c) Introduce judgment (which allows the consideration of dimensions
for which quantitative targets or measures are imperfect) via a panel
of subject-matter experts (to reduce individual bias and increase the
amount of information brought to bear on the problem).

7. Excessive commitment (desperate over-commitment) to an excessively high
goal, because goal attainment ends up being tied to the individual’s, the
group’s, or to the organization’s sense of identity and self-worth. This
intense commitment to a goal that is no longer attainable or desirable can
lead the organization to adopt dysfunctional strategies (and refuse to
review strategies that have proven successful in the past but whose revision
would entail short-term costs and the failure to attain short-term goals).

Remedy: Leaders must remain flexible and must be willing and able to
reassess goals and plans based on the results they observe.

Note: This recommendation sounds eminently reasonable but is very
hard to implement; when does “‘commitment to a goal” stop, and “over-
commitment”/““foolishness” begin?
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8.

10.

Nongoal performance dimensions get ignored: That is an issue, but let
us be frank it is also the flip side of the coin. Goals focus our attention
and energy, that is why they are useful, and they can only focus
attention and energy on dimensions for which a goal is set!

Remedy: “If a certain outcome or action is critical, a goal should be set
for it” (p. 337).

. Goals may increase an individual’s stress, especially if they are

challenging &/or too numerous.

Remedy: Assign a reasonable number of goals (three to seven) and
“ensure that employee self-confidence is commensurate with the
difficulty level of the goal” (e.g., by providing sufficient training and
resources for employees to be — and feel — prepared for the challenges
they will encounter in pursuing these goals).

Note: Most managers I work with face more than three to seven goals.
Also, in real life, performance depends on a number of exogenous
factors over which the employees have limited to no control. Ensuring a
sufficiently high degree of self-confidence may require setting a target
that is low enough to be manageable under a very negative state of
nature and will hence turn out to be less than very difficult in most cases.
This problem may contribute to explain Merchant and Manzoni’s
(1989) observation that most profit center managers tended to report
very high probability of budget achievement.

High-performing employees may end up being penalized for their
excellence (and as a result may be overly stressed, demotivated, or even
leave the organization) if goal difficulty keeps being ratcheted up as a
result of their achieving past difficult targets.

Remedy: Let high-performing individuals and teams set their own goals
and strategies to attain them.

In summary, Latham and Locke (2006) acknowledge that setting specific,

challenging goals has potential drawbacks, but they believe that these
drawbacks can be overcome or prevented by applying the recommendations
presented above. Clearly, though, some of these recommendations are

“easier said than done,

ER]

which explains why, in real life, a number of

organizations and managers experience some of these drawbacks.

Latham and Locke (2006) briefly discussed as one of the challenges of

using goals their being tied to monetary incentives. Locke (2004) devoted
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a short but dense article to this very subject. He started by quoting a 2004
WSIJ article reporting that in a Hewitt survey, 83% of companies with a pay-
for-performance system said that their incentive plan was “only somewhat
successful or not working at all.”

He then discussed four ways to link goals and incentives:

1. Stretch goals with bonuses for success: This method has the pros and
cons of a strong incentive featuring a cutoff point (strong incentives to
make sure the hurdle is crossed — legitimately or not — but low incentives
to strive beyond target, etc.)

2. Multiple goal levels with multiple bonus levels: Less temptation to cheat,
but less striving for the top target.

3. Linear system without cutoffs: On the positive side, no incentives related
to the cutoff points and no upper limit. But other things equal, lower
payoff slope and hence less “motivational pull” to improve performance
at the margin.

4. Motivate by goals and pay for performance as assessed subjectively by a
team of senior managers. This is the best method in terms of flexibility
and comprehensiveness, provided the organization’s top managers are
knowledgeable and objective enough to exercise this discretion produc-
tively.

Locke (2004) adds a few additional points:

Goals should be set for all significant performance outcomes and critical
actions leading to these outcomes. Constructing causal maps showing the
relationship between actions and outcomes is a good idea.

Bonus systems are supposed to focus attention and effort in a certain
direction to the exclusion of others. Hence, do not be surprised if they do!
But rather think very carefully about what actions and outcomes are most
important to you.

We could add that the organization should also think about how these
most important actions and outcomes are related to other actions and
outcomes in the causal map, in order to select the set of measures that will
best capture the behaviors and outcomes the organization wants to
observe. “Best capture’” means that good measures are available for them,
where “‘good measures” are complete, controllable and noise-free. In my
ongoing work with organizations I am often struck by how crude some
incentive systems can be. Thus crudeness reflects a lack of involvement
and investment by the system’s owners.
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Any link — but particularly a quantitative/mechanical link — between
bonuses and goal attainment is bound to create a temptation to try to game
the system — by misreporting performance or by improving it in ways that
overestimate the actions’ positive impact on the short- and/or long-term
health of the organization. Top management is responsible for making sure
managers operate in an environment that discourages such gaming: They
must set ethical standards, model them from the top, put organizational
controls in place to monitor compliance, and show zero tolerance of
deviations from the standards.

To avoid cognitive overload and maintain sufficient simplicity (“Ideal
reward systems are simple,” p. 132), there should probably be between three
and seven goals, “depending on how complex they are and how much time
was allowed for completion.”

To reflect the strong interdependence that characterizes most
organizations, goals should be integrated across the entire organization.
“This is usually impossible due to time constraints.”” Hence organizations
should foster knowledge sharing by paying bonuses in part based on peer
ratings of knowledge sharing and/or how well the company does as a
whole.”

This is a strong remark. Locke (2004) is thus advocating more subjectivity
in bonus determination as well as “profit sharing” type of arrangements.

Goals should only be changed under fairly restricted conditions, otherwise
they lose their credibility.

Note that this prescription is somewhat contradictory with Latham and
Locke’s (2006) recommendation that managers should remain flexible and
willing to modify goals, a recommendation I labeled ‘“hard to
implement”.

Locke concludes on another strong remark: “Effective bonus plans are
extraordinarily difficult to set up and to maintain. It has been said that it is
better to have no bonus system at all, other than simply merit pay, than to have
a bad one. Bad incentive plans encourage people to do the wrong things in
the wrong way, and they lead to cynicism, anger, and indifference” (p. 133,
italics added).

All in all, the picture that emerges from Locke and Latham’s work is
much more measured and sophisticated than Ordoéfiez et al. (2009a, 2009b)
had given them credit for. Locke and Latham acknowledge some of the



32 JEAN-FRANCOIS MANZONI

challenges organizations face when trying to set specific, challenging goals,
and they offer several recommendations to support implementation. These
recommendations include:

e Do not use too many goals. Three to seven makes sense.
e Goal setting is serious business. Invest time and attention in the process!
o People will work more on measured areas than on others. You must
hence select carefully the few goals you want to set, to make sure you
capture the high-leverage items that can be measured accurately enough.

o For each dimension measured, it may make sense to set two levels of
difficulty — a challenging one and a more realistic one.

® You may need to modify these goals as the year progresses. But do not do
it too often and too easily.

e Linking goals to rewards is tricky business! If you do it, do it well or do
not do it at all. The best approach is to maintain a loose link between
goals and rewards and complement the process with managerial
subjectivity, ideally operating in teams. To be effective, such an approach
requires well-informed and competent managers.

o Goals will drive effort, even more so when linked to rewards, and some of
this effort may be misguided and directed in inappropriate directions.
You must hence make sure that appropriate ethical standards exist and
that they are modeled and enforced to discourage, prevent, and if
necessary detect and sanction employee misbehavior.

e Make sure that the pursuit of goals does not drive out learning and
experimentation. Set learning goals, celebrate “good failures,” and ensure
that discussions remain open and challenging.

e Do not let local goals make people lose sight of the common good. Make
sure everyone’s goals are complementary and linked to the larger-group
goals, and reinforce the sense of belonging to the larger group by setting
some (superordinate) goals and linking them to the reward system.

Let us come back to this later. For now, let us turn our attention to a
body of work that has received considerable attention over the years and
was heavily quoted by Ordofiez et al. (2009a, 2009b).

THE SELF-DETERMINATION
THEORY PERSPECTIVE

Gagné and Deci’s (2005) paper — reprinted in the 2009 Journal of
Organizational Behavior’s special issue presenting the eight most influential
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articles over the journal’s “Thirty Years of Shaping a Discipline” — provides
a very helpful summary of the evolution of self-determination theory (SDT).

SDT actually started out in life as “cognitive evaluation theory” (CET),
building on Deci’s (1971) results: Some students were paid to work on a
popular puzzle called Soma. Another group of students performed the
same task but without rewards. When the rewards were discontinued, the
students who had previously been paid were far less inclined to continue
playing with the puzzle than their colleagues who had not been paid.
Introducing rewards had apparently reduced their motivation to solve the
puzzle “‘just for the fun of it.”

In another study, Lepper, Greene, and Nisbett (1973) promised a group
of 3—5-year-old children that they would receive a “good player’ ribbon for
drawing with felt-tipped pens. A second group of children played with the
pens and received an unexpected reward (the same ribbon), and a third
group was not given any reward. All of the children played with the pens, a
typically enjoyable activity for preschoolers. Later, when observed in a free-
play setting, the children who received the reward promised to them played
significantly less with the felt-tipped pens, again suggesting that expected
rewards undermine intrinsic motivation in previously enjoyable activities.
A replication of this experiment by Greene, Sternberg, and Lepper (1976)
found that rewarding children with certificates and trophies decreased
intrinsic interest in playing math games.

These studies established the fact that intrinsic motivation could be
damaged when incentives were provided for engaging in an activity that
people might have chosen to do anyhow. This became known as the
“overjustification effect.” Throughout the 1970s and 1980s several dozen
experiments investigated the effects of extrinsic rewards on intrinsic
motivation and tested specific propositions of Deci and Ryan’s CET. Three
meta-analyses (Rummel & Feinberg, 1988; Tang & Hall, 1995; Wiersma,
1992) reviewed the evidence and concluded that expected, tangible rewards
made contingent upon doing, completing, or excelling at an interesting
activity indeed tended to undermine intrinsic motivation for that activity.
Cameron and Pierce’s (1994) meta-analysis concluded the opposite —
overall, rewards do not decrease intrinsic motivation. This disagreement
evolved into a controversy and generated several papers and some heated
exchanges.'

Deci et al.’s (1999) meta-analysis of 128 experiments seems to have
established a few robust conclusions: First, that whereas positive feedback
tends to enhance intrinsic motivation, tangible rewards tend to undermine
it — but not under all conditions. In particular, tangible extrinsic rewards did
not undermine intrinsic motivation when rewards were given independent of
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specific task engagement — e.g., a salary — or when the rewards were not
anticipated — e.g., an unexpected bonus. Even more, tangible extrinsic
rewards could actually enhance intrinsic motivation when they were
accompanied by a supportive interpersonal context.

As Gagné and Deci (2005) point out, CET progressively lost momentum
because it was perceived to be largely impractical: For one, many tasks
performed in real life by adults at work are not necessarily very intrinsically
interesting and hence do not generate much intrinsic motivation. Second,
most employees need to earn a living and using monetary rewards as a part
of a motivational strategy is perceived by many as practical and appealing.

Deci and Ryan hence broadened their approach and developed SDT
(Deci & Ryan, 1985, 2000; Ryan & Deci, 2000). SDT is rooted in a set of
assumptions about human nature and motivation: Human beings are
inherently motivated to grow and achieve, and will fully commit to and even
engage in uninteresting tasks when their meaning and value is understood.
Employees who appear passive and unmotivated developed these attitudes
over the years, including through their (past or current) experience of working
conditions undermining inherent motivation (Stone, Deci, & Ryan, 2009).

Central to SDT is the distinction between autonomous motivation and
controlled motivation, which is broader than the previous distinction
between intrinsic and extrinsic motivation.

When people act for autonomous reasons, they engage in the activity
because of the fun/enjoyment they derive from performing the activity itself
(i.e., intrinsic motivation) or because of the personal meaning they derive
from accomplishing the task (identified or integrated regulation). People act
for controlled reasons when their objective is to obtain the external rewards
(money, grades, or status) that the activity/goal may produce (i.c., external
regulation) or because they feel pressured or coerced (they would feel
ashamed, guilty, or anxious if they did not engage in the activity) or desirous
of praise or rewards (i.e., introjected regulation) (Fig. 1 presents a recap of
this autonomy-control continuum).

In SDT, extrinsic motivation can hence vary in the degree to which it is
autonomous versus controlled. SDT posits a controlled to autonomous
continuum to describe the degree to which an external regulation has been
internalized. A regulation that has been taken in by the person but has not
been accepted as his or her own is said to be ““introjected” and provides the
basis for “‘introjected regulation.” Examples of introjected regulation
include contingent self-esteem (which pressures people to behave in order
to feel worthy) and ego-involvement (which pressures people to behave
in order to support their ego). In this case, regulation is within the person
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Fig. 1. The Self-Determination Continuum (Adapted from Gagné & Deci, 2005).

but this is relatively controlled form of internalized extrinsic motivation.
“I work because it makes me feel like a worthy person.”

Being autonomously extrinsically motivated requires that people identify
with the value of a behavior for their own self-selected goals. With
“identified regulation,” people feel greater freedom and volition because the
behavior is more congruent with their personal goals and identities. They
perceive the cause of their behavior to have an internal personal locus of
causality. SDT also posits an even more autonomous type of motivation,
“integrated regulation” where the behavior ““is an integral part of who the
person is and emanates from their sense of self.”

I have found it hard to really get a good grasp of how this “integrated
regulation” differs from “identified regulation,” where the person engages in
an activity that s/he would not normally engage in, save for the fact that this
activity plays a useful role in helping the individual reach a personal goal
that is important for him/her.

SDT posits that human beings are moved by three basic psychological
needs:

Autonomy, i.e., the experience of acting with a sense of choice, volition, and
self-determination.
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Competence, i.e., exercising one’s abilities effectively or improving them; the
belief that one has the ability to influence significant outcomes.
Relatedness, 1.e., the experience of having satisfying and supportive social
relationships.

Regarding the question “how universal are these three needs?”’, Stone
et al. (2009) believe that more research is needed but cite two studies
(Chirkov, Ryan, Kim, & Kaplan, 2003; Vansteenkiste, Zhou, Lens, &
Soenens, 2005) whose findings “suggest that (these three human needs)
are universal — they transcend culture and context.”

The needs for autonomy and competence underlie intrinsic motivation.
That is, aside from being exposed to an interesting/pleasant task, people
need to feel competent and autonomous to maintain intrinsic motivation.

In the many cases where intrinsic motivation is not present or sufficient,
however, it is desirable for individuals to internalize the need to perform
these activities, i.e., to take in values, attitudes, or regulatory structures such
that the external regulation of the behavior is transformed into an internal
regulation and hence no longer requires the presence of an external
contingency.

This internalization process is facilitated by contexts that fulfill the needs
for relatedness and competence. When people experience satisfaction of the
needs for relatedness and competence with respect to an activity, they will
tend to internalize its value and regulation. But satisfaction of the need for
autonomy while internalizing is also necessary for the value and regulation
to be more fully internalized so the subsequent enactment of the behavior
will be autonomous.

This distinction between ‘“‘autonomous” and ‘‘controlled” matters
because autonomous motivation and autonomously motivated behavior
tend to be associated with more positive outcomes than controlled
motivation and behavior. Studies indeed show that work climates
promoting the satisfaction of the needs for autonomy, competence, and
relatedness enhance employees’ intrinsic motivation and promote inter-
nalization of extrinsic motivation, which combine to produce superior work
outcomes such as superior:

e Persistence and maintained behavior change

e Effective performance, particularly on tasks requiring creativity, cognitive
flexibility and conceptual understanding

e Job satisfaction
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e Positive work-related attitudes
e Organizational citizenship behaviors
e Psychological adjustment and well-being.

SDT has devoted a great deal of attention to understanding the impact of
the context on individual’s motivation. But it recognizes the fact that an
individual’s motivation is also influenced by one’s stable dispositions. SDT
refers to individuals’ General Causality Orientation and distinguishes three
such orientations:

e Autonomy orientation, which reflects a general tendency to experience
social contexts as autonomy supportive and to be self-determined.

e Control orientation, which reflects a general tendency to experience social
contexts as controlling and to be controlled.

e Impersonal orientation, which reflects the general tendency to be
amotivated (i.e., having limited intention to act).

A number of studies have examined the association between these
General Causality Orientations and other dimensions of personality and
behavior. They show that the autonomy orientation is positively related to a
number of positive features such as self-actualization, self-esteem, ego
development, integration in personality, and satisfying interpersonal
relationships; the control orientation is associated with public self-
consciousness, the type A behavior pattern, defensive functioning, and
placing high importance on pay and other extrinsic motivators; while the
impersonal orientation has been found to be related to an external locus of
control and to self-derogation and depression.

Regarding individual differences and personal motives, research has
shown, across varied samples with varied indicators of well-being, that
the strong valuing of extrinsic (relative to intrinsic) goals is negatively
associated with well-being (Kasser & Ryan, 1993, 1996; Sheldon &
Kasser, 1995). Specifically, “people for whom it is highly important to
amass wealth, present an attractive image and become popular or
famous tend to report ill being, including greater anxiety, depression,
narcissism, psychosomatic symptoms, conduct disorder, and high-risk
behaviors, as well as poorer self actualization, self-esteem, vitality, and
social functioning” (Sheldon, Ryan, Deci, & Kasser, 2004, p. 484).

Is this negative association driven by the content of the goals, or by the
reasons that lead the individual to pursue them? That is, is the problem
the quest for extrinsic goals in itself, or the quest for external goals for
“controlled reasons”? The evidence is mixed. Carver & Baird (1998)
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and Srivastava, Locke, and Bartol (2001) presented results suggesting
that the negative well-being association with the quest for financial
success was motive-driven, but Sheldon et al. (2004), looking at both
the quest for financial rewards and the broader quest for extrinsic goals
presented evidence suggesting both factors were at play.

Note that in Sheldon et al. (2004), the two aspects (relative pursuit of
extrinsic goals and controlled motivation) are positively correlated,
but at 0.26 not very highly so. So while it appears that people do tend
to pursue extrinsic goals more for controlled than autonomous
reasons, the two dimensions do appear to capture different aspects as
well. The controlled nature of the motivation is hence a problem, but
so seems to be the quest for external rewards, and money in particular.

Autonomy-Supportive Contexts and Behavior

Other things equal, the task and task context can play a big role in supporting
intrinsic motivation and autonomous behavior. Hackman and Oldham’s
(1980) job characteristics theory argued that the most effective means of
motivating individuals is through the optimal design of jobs. In particular,
internal work motivation would be increased by designing jobs that:

1. Provide variety, involve completion of a whole, and have a positive
impact on the lives of others.

2. Afford considerable freedom and discretion to the employee.

3. Provide meaningful performance feedback.

SDT agrees with these prescriptions, but adds that beyond the job and its
context, the manager’s interpersonal style also matters a great deal. Deci,
Connell, and Ryan’s (1989) field experiment was particularly enlightening in
this respect:

First, it showed that managerial autonomy support was positively
associated with employees’ job satisfaction, trust in the organization and
corporate management, and displayed more positive work attitudes.

In this study, managerial autonomy support was defined as:

e Acknowledging subordinates’ perspective (needs and feelings).

e Offering choice and providing opportunities for employees to take
initiative (make choices and solve problems), rather than pressuring them
to behave in specified ways.

e Giving meaningful rationales and noncontrolling informational feedback.
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Deci et al. (1989) also showed that managers could be trained to become
more autonomy supportive. The training consisted of managers spending a
total of six days with a change agent over a 2-3 month period. Results
showed that the level of managers’ autonomy support increased in the
intervention sites relative to the control group sites, and that these changes
led to improvements in subordinates’ perception of their jobs, managers.
and organization.

Several other studies have examined how the context can be designed to
provide the autonomy support that leads to such internalization. Deci,
Eghrari, Patrick, and Leone (1994) identified three aspects of communication
as critical to achieving greater internalization — both in terms of time spent
on the task and attitudes toward it:

(1) The framing of the message. Research has shown that providing a
meaningful rationale for engaging in an uninteresting activity can
facilitate internalization and boost autonomous motivation (Joussemet,
Koestner, Lekes, & Houlfort, 2004). Furthermore, when the rationale
given focuses on an intrinsic goal (e.g., it will facilitate personal growth)
rather than an extrinsic one (e.g., it will help you earn more money),
people persist longer and display deeper processing and better
conceptual learning (Vasteenkiste, Lens, Sheldon, & Deci, 2004).

(i1) Using language that conveys choice. Autonomy-supportive communica-
tion styles emphasize words like “could,” “may,” and “if you like” — as
opposed to “must,” ““should,” and “have to”” which are experienced as
controlling.

(ii1) Acknowledging the perspective of employees. In particular, recognizing
that people may not find an important activity interesting facilitates
integration of its value and regulation.

Deci et al. (1994) made one more very important observation: The
intensity of the internalization process was a function of how many of these
autonomy-supportive dimensions were present. In the group of participants
exposed to two or three of these dimensions, the internalization tended to be
integrated as reflected in significant positive correlations between the
amounts of subsequent behavior and self-reports of valuing the task and
feeling free while doing it. Whereas in the group exposed to zero or one
facilitating factor, the internalization was introjected, as reflected by
negative correlations between the amount of subsequent behavior and the
self-report variables.

In complementary studies, other features of autonomy-supportive
managerial behavior associated with subordinates’ adoption of more
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autonomous goals included facilitating the identification with the group,
increasing follower self-efficacy, and linking work values to follower values
(see appendix for a list of dimensions of autonomy-supportive behaviors).

I listed above a number of desirable outcomes associated with
autonomous motivation and autonomously motivated behavior. In addition
to being one of the predictors of autonomous motivation and autonomously
motivated behavior, managerial autonomy support has been found to be
positively associated with subordinates’ satisfaction of their needs for
competence, relatedness, and autonomy; job satisfaction; job performance;
performance evaluations; persistence; acceptance of organizational change;
psychological adjustment; and organizational commitment.

Two more important findings:

1. In several studies, autonomous motivation was associated with more
effective performance on relatively complex tasks, but there is no
difference or even a short-term advantage for controlled motivation
when mundane, effort-driven tasks are involved.

2. Research by Koestner and Losier (2002) found that while intrinsic
motivation yielded better performance on tasks that were interesting,
autonomous extrinsic motivation led to better performance on tasks that
were not in themselves interesting but were important and required
discipline or determination.

Put together these studies suggest that autonomous motivation consisting
of a mix of intrinsic motivation and internalized extrinsic motivation is
superior in situations that involve both complex tasks that are interesting
and less complex tasks that require discipline. When the job involves only
mundane tasks there appears to be no performance advantage to
autonomous motivation, although there maybe a job satisfaction and
well-being advantage.

Gagné and Deci’s (2005) extensive review of the literature confirms the
significant benefits individuals and organizations can derive from environ-
ments that foster intrinsic motivation and autonomous extrinsic motivation.
Several components of such environments have already been identified:

e Individual dispositions in terms of causality orientation (toward
autonomous motivation) and moderate desire for extrinsic rewards

e Job/task characteristics, which can make the task more or less intrinsically
appealing

e Autonomy-supporting work climates, and particularly the behavior of the
manager.
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Gagné and Deci (2005) also identified a few promising avenues for further
research:

Overall, more research needs to be directed at understanding how to
promote autonomous extrinsic motivation, as there is indeed evidence
showing that for certain types of task autonomous extrinsic motivation can
be the most effective form of motivation.

In particular,

e More work needs to be done in work settings to isolate concrete
managerial behaviors that represent autonomy support (and can then be
empirically tested to show that they indeed support autonomy and
facilitate internalization).

e More research needs to focus on the conditions under which performance-
contingent rewards could be productive.

(a) A number of studies have shown that the effect of performance-
contingent rewards on intrinsic motivation and internalization
depends on several contextual factors, in particular the interpersonal
climate. Indeed, in at least one study, tangible extrinsic rewards
administered in a supportive interpersonal context actually enhanced
intrinsic motivation. In this context, the reward may have conveyed a
competence-affirming message, over and above the potentially
autonomy-reducing signal introduced by the reward (but lessened
by the supportive interpersonal climate).

(b) More generally, studies of reward effects on intrinsic motivation have
generally featured the traditional dichotomous conceptualization of
intrinsic versus extrinsic motivation. More research needs to examine
reward effects with respect to the internalization of extrinsic
motivation.

e Some studies suggest that effective work groups can facilitate internaliza-
tion of extrinsic motivation and positive work group outcomes. More
research is needed to investigate the impact of relatedness among work
group members and between each member and his or her manager.

e More research is needed to understand how these various factors can
interact to promote intrinsic and extrinsic autonomous motivation at work.

In a more recent article, Stone et al. (2009) proposed six recommendations
that should help managers and organizations develop a culture of high
performance based on autonomous motivation:

1. Asking open questions and inviting participation in solving important
problems
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Many managers are more comfortable with (or simply do not know how to
proceed differently than by using) interactive styles that prevent, rather than
create, supportive dialog and engagement by the other party. Potential
impediments (and habits that should be eradicated) include imposing a
premature focus on the conversation, confrontation, labeling (e.g., “he’s a
weak performer”), blaming (e.g., “you failed us here”’), and playing the “I'm
an expert” role. Managers can be trained to formulate inquiries that invite
and allow the exploration of employees’ views.

2. Active listening including acknowledging the employees’ perspective

Open questions should be followed by active listening that includes explicit
acknowledgement of the employees’ perceptions of a problem. Again,
managers can be trained to develop strong active listening skills, including
techniques such as reflective listening and summarizing.

3. Offer choices within structure including the clarification of responsibilities

This point is relevant in the interpersonal domain, where the manager
offering or jointly developing with subordinates a list of possible actions to
address a problem logically follows from a dialog based on open questions
and active listening.

One of the challenging aspects of such discussions is the identification of
what’s discussable and what’s not. In some cases, a decision has been
made (e.g., staff reduction) and is no longer open for discussion. But
such decisions still often leave some margin of maneuver, which can be
used within a process called Informational Limit Setting that features
four steps: State the rule, explain (provide a meaningful rationale for) the
rule, express empathy for the other’s point of view and allow as much
margin of maneuver as possible on the implementation of the decision.

Beyond offering some measure of choice at the interpersonal level, the
organization can also design systems and processes that offer more
possibilities of impact and competent action by employees. For example,
by eliminating unnecessary approvals, simplifying processes, or establishing
more transparent processes.

4. Providing productive and effective feedback

Positive feedback can be stated in very controlling ways that actually
undermine autonomous motivation. And of course critical feedback can
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easily become controlling, disempowering, and competence reducing.
Feedback discussions can also undermine the quality of the relationship
between boss and subordinate, thus lowering the effectiveness of the next
feedback session. The challenge is to learn to offer feedback is a way that is
not only likely to be acted upon, but will also support the employee’s sense
of competence, autonomy, and relatedness.

Stone et al.’s (2009) title for this section is “providing sincere feedback
that acknowledges initiative and factual, non-judgmental feedback about
problems”. The title itself is complex! Entire books have been written on
this subject, which makes it difficult to offer a two-sentence summary.
One of the challenges of helping managers improve on this dimension is
the fact that while most training programs focus on the interaction
during which feedback is being delivered, the battle is actually largely
won or lost before the meeting, through the way managers prepare for
the meeting and frame the interaction in their mind and through the
quality of the relationship that the two parties have established (see
Manzoni, 2002b).

5. Minimizing coercive controls such as rewards and comparisons with
others

Too many managers, say Stone et al. (2009), assume that money is the
only relevant consideration. They then use monetary rewards to control
subordinates’ behavior. This is suboptimal for several reasons. First,
using financial rewards to drive behavior appeals to controlled
motivation which tends to lead to less effective and persistent behavior,
especially on complex tasks. Second, it increases the salience of financial
rewards and encourages people to strive for them, which has been found
in numerous studies (and several countries) to be associated with negative
outcomes such as poorer psychological health and lower satisfaction with
pay and benefits.

6. Develop talent and share knowledge to enhance competence and
autonomy

Personal and career development can be desired for controlled reasons
(including for the additional financial benefit they imply) or for autonomous
reasons (e.g., because they will involve the possibilities of developing one’s
talent, of having more autonomy or being able to achieve more within the
organization). Managers and organizations should encourage employees to
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think about development for “autonomous” reasons, which again is more
likely to happen if the organization tends to de-emphasize financial rewards.

Beyond these six avenues, Stone et al. (2009) comment on the
dysfunctional consequences of what they call “accountabalism,” a term
they borrow from Weinberger (2007) to refer to the tyranny of strict
accountability and the tendency it creates for managers to resort to
overlearned, command-and-control approach.

In particular, they cite an old study by Deci, Spiegel, Ryan, Koestner, and
Kauffman (1982) where the authors asked two groups of participants to
teach other participants to solve some spatial-relations problems. One group
of “teachers” was held accountable for their learners’ performance and were
told to ensure that their subordinates achieved high standards. No mention
of accountability was made to the second group of “‘teachers.”

Results were quite spectacular: Compared to those who did not face
explicit accountability, “teachers” facing accountability for learner perfor-
mance talked more than twice as much, gave three times as many
instructions, criticized more than twice as often, used nearly three times as
many controlling words such as ‘“‘should,” and where rated by trained
observers as being much less empowering. As for their learners, those
assigned to the accountability condition where less satisfied and less effective
in solving the problems on their own.

Pressure for results can hence have dysfunctional consequences on
manager’s ability to support their subordinates’ autonomy. Stone et al.
(2009) emphasize the importance for managers to learn to absorb the
pressure from above without passing it down. They also give a detailed
account of the Deci et al. (1989) intervention within Xerox (mentioned
above), during which the authors successfully trained managers to develop a
leadership style that delivers on the three fundamental needs of autonomy,
competence, and relatedness.

So Where Does all this Leave us?

Years of research in SDT has led to a few robust findings on the dis-
advantages of relying on “‘carrot-and-stick approaches’ and has identified a
number of promising avenues for managers and organizations intent on
creating autonomy-supportive environments and developing the engaged,
resilient, cooperative, healthy and effective workforces that such environ-
ments can produce. The goal is no longer to pursue intrinsic motivation
only, but rather a balance of intrinsic motivation and internalized extrinsic
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motivation, where unpleasant tasks are taken on with intensity and
persistence because tackling them helps us reach the objectives we have
set for ourselves. (This reminds me of a quote from Tom Landry, the
famous coach of the Dallas Cowboys in the 1970s, who said “‘Leadership is
getting someone to do what they don’t want to do, to achieve what they
want to achieve.”)

I have summarized some of these avenues above, including the
importance of training the management hierarchy to be able to produce
behavior that supports employees’ needs for autonomy, competence, and
relatedness; the design of jobs and the development of a structure and of
systems and processes that also foster autonomy, competence, and
relatedness; the recruitment of employees oriented toward autonomous
behavior and not overly seeking external rewards and wealth; financial
rewards being downplayed, but no longer considered evil and used in part to
reinforce the sense of belonging to the group.

SDT has placed most emphasis on the managerial behavior dimension,
which is starting to be reasonably fleshed out. Looking at the list in
appendix and at some of the points above does highlight how different this
is from “mainstream management,” which probably contributes to explain
why, as Stone et al. (2009) note with regret, so many managers talk about
empowerment and autonomy significantly more than they act that way and
indeed continue to rely on “carrot-and-stick’ approaches to drive employee
behavior.

THE ECONOMICS LITERATURE

The basic idea that monetary rewards could lead to lower effort supply has
been hard to accept in a discipline that has the relative price effect as one of
its main foundations and which has typically not distinguished between
intrinsic and extrinsic motivation. As far back as 1970, Titmuss (1970)
argued that paying people to give blood would reduce people’s willingness
to give blood. But he provided no evidence for his claim, and Upton’s (1973,
1974) empirical support for Titmuss’s hypothesis seems to have received
limited attention.

Inspired by the work pioneered by Deci and Ryan, Bruno Frey — a Swiss
economist — developed motivation crowding theory (MCT) (Frey, 1997;
Frey & Jegen, 2001). MCT recognizes that the introduction of monetary
rewards will typically trigger a positive price effect, but argues that this price
effect may be partly, completely, or even more than compensated for by
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Fig. 2. The Evolution of Effort Upon Introduction of a Reward (Frey & Jegen,
2001).

a reduction in intrinsic motivation and hence in intention to produce the
behavior.

In Fig. 2, for example, S is the traditional supply curve based on the
relative price effect. Raising the external reward for work effort from O to R
increases work effort from E to E+. The “crowding-out effect” induces
the supply curve to shift left to S, at which point effort goes down to E—.
In this case, the example is set up so that the new effort level is lower
than the initial effort level (which would represent a double loss for the
principal), but MCT recognizes that the net effect is not necessarily always
negative.

Similar to SDT, MCT does not equate external intervention with a
reduction in intrinsic motivation. MCT recognizes the fact that some
external interventions can have positive impacts on intrinsic motivation.
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But also similar to SDT, MCT posits that intrinsic motivation decreases
when the external intervention (monetary rewards and/or orders and
sanctions) leads to reduced self-determination and/or reduced self-esteem.

1. When the individual perceives the external intervention as reducing their
self-determination — when the individual feels “strongly encouraged” to
behave in a specific way by the external intervention — they will feel
overjustified if they maintain their intrinsic motivation (and will hence
reduce it in order to reach a new equilibrium).

2. When an external intervention carries the notion that the actor’s
motivation is not acknowledged (e.g., I feel the need to pay you to do
this because I do not trust that you would do it otherwise), the actor’s
intrinsic motivation is effectively rejected and the actor’s self-esteem is
impaired, leading to lower intrinsic motivation.

Frey and Jegen (2001) review a number of studies that identified instances
of crowding-out effects. Some of these studies were conducted in laboratory
settings (involving issues of reciprocity, extending and breaching contracts
under varying levels of law enforcement, and compliance with pollution
standards). Others were field-based and involved tasks/situations as different
from one another as number of hours worked under different intensity of
monitoring, readiness to offer voluntary work and intensity of effort in that
work, parents late to pick up their children at day care, citizens’ willingness to
accept a nuclear waste repository in their neighborhood and tax compliance.

Since then research has progressed and other authors have contributed.
Rost and Osterloh (2009) propose a broader crowding-out effect, where the
dependent variable is no longer intrinsic motivation but performance and
which features three components: the overjustification effect, the spill-over
effect, and the multitasking effect.

1. Overjustification effect, where adding an extrinsic motive leads to an
overjustification — too much motivation for performing this task. To
restore balance, the intrinsic motivation for the task decreases and the
locus of causality for performing the task becomes external.

Note: Lindenberg (2001) proposes an interesting theory to explain this
phenomenon. He posits that goals compete for the privilege of being
the main influence of cognitive processes. The strongest goal will win,
triggering a ““frame” that influences what information will be attended
to, how it will be processed, what alternatives are being considered,
and how alternatives are chosen.
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Lindenberg (2001) proposes three fundamental frames:

e Gain frame — Goal is to improve one’s resources
e Hedonic frame — Goal is to feel better
e Normative frame — Goal is to “‘act appropriately.”

The gain frame is powerful because (a) tangible rewards can be counted
(as opposed to other goals that are intrinsically less easy to quantify);
(b) money is a very attractive currency as it can be stored away and
traded now or later for other pleasures. The normative frame is the most
precarious and is “difficult to hold up against the onslaught of hedonic or
gain frames.”

While Deci and Ryan would say that the external intervention shifts
the Perceived Locus of Causality from internal to external, Lindenberg
(2001) would say that it shifts the framing from a Hedonic or a
Normative frame to a Gain frame.

Using an analytical modeling approach, James (2005) also concluded
that motivation crowding out will occur when rewards are perceived as
controlling, which he said is more likely to occur when the object of the
agent’s intrinsic motivation is the source of the agent’s extrinsic
compensation and when the incentives offered to the agent are large.

2. The spill-over effect: Individuals offered extrinsic rewards to perform
tasks that they might have otherwise performed for intrinsic reasons will
now increasingly expect other tasks to be rewarded. In particular,
incentives crowd out intrinsically motivated voluntary cooperation
beyond that subject to the incentive mechanism. For example, a child
rewarded for clearing the table will also expect to be rewarded for taking
out the garbage.

3. Multitasking effect: Individuals concentrate on tasks that are being
rewarded, at the expense of other tasks that may be useful for the
organization but are not being rewarded. (The tasks may not be rewarded
because the reward system is imperfectly designed, and/or because they
are very hard to measure accurately. The net result is they are not being
measured and individuals overperform on measured and rewarded
dimensions and underperform on unmeasured dimensions.)

Bénabou and Tirole (2003, 2006) have proposed two additional paths that
can lead to lower autonomous motivation for a task following its link with a
reward:

4. The introduction of incentives by the manager leads the workers to
reassess their beliefs about their own quality or about the nature, interest,
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and difficulty of the task, as in: “If you are willing to pay me to do this, it
can’t be really pleasant or easy, can it?”

5. If the worker obtains esteem from others for voluntarily performing an
action, this social valuation can be spoiled by a perceived change in the
value of his actions caused by the extrinsic incentives. The worker would
lower effort out of concern that others will suspect that s/he is performing
the action in order to secure the reward and would hence not give him/
her as much social credit for the action.

6. One final reason that may cause an external reward to lead to lower
production is in the case of prosocial behavior, where the individual
knows that s/he “‘should be” engaging in this behavior. S/he would
engage in such behavior through self-monitoring and self-management,
motivated in part maybe by the concern for what others will think (point
#5 above), but also by the individual’s desire to live up to a certain social
standard/ideal. In that context, the reward would signal to the individual
that such costly self-management is not really expected and is unlikely to
be rewarded, which would relieve the individual of his/her self-imposed
constraint.

An interesting example of the last two dimensions can be observed in some
business schools via the policy to “buy-back™ some faculty private time for
additional teaching within the institution. This buy-back typically occurs at
a rate that is below market rate for at least some faculty members, and hence
requires some degree of ‘“‘cooperative behavior” from these individuals.
I remember sitting in front of a new Dean who was essentially telling me
that in his view, the buy-back procedure was really a transaction and hence
(a) did not in any way constitute an institutional contribution, (b) was not
“expected” anymore. My off-load teaching promptly went down to zero.
When I joined my current employer, a similar system applied and off-load
teaching was expected as a part of the collective effort to make the
institution successful. I hence cooperated, until one day where the subject
came up with the President and I was no longer sure I understood “‘the
deal.” So I asked: “Is off-load teaching a mere transaction, or is it also
institutional contribution”? The President immediately understood my
question and said “It is absolutely part of institutional contribution!” ... .
My point was this: I know that I am forfeiting money every additional day
I teach inside the institution. But I like it here and I am happy to help,
provided you know I am helping and once in a while you say “thank you!”
If you now think I am doing this for the money and if you no longer
appreciate and acknowledge the effort I am making, then I am no longer
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doing it! And if you now want to buy my time, your compensation cost for
this activity will have to increase by orders of magnitude.

This is also exactly what a very famous colleague at a previous institution
once said to a Dean who was exploring the idea of starting to “‘pay” for
certain activities that heretofore we had engaged in voluntarily. “Listen,”
the colleague said, ““if you try to pay me to do this, I'll stop doing it
immediately!”

One more point in the economics literature. Because such a high proportion
of the accounting and control literature focused on designing incentive
contracts refers to the principal agent paradigm and other economic models,
I thought economists would be equally focused on the design of incentive
compensation for managers. But Prendergast’s (1999) extensive review of “‘the
provision of incentives in firms” painted a very different picture.

Indeed, Prendergast (1999) highlights several times during his review the
fact that explicit incentive contracts can only apply effectively in cases where
the tasks performed are simple and measurable enough, which is by far a
minority of cases. In his words:

Pay-for-performance is constrained by the noisiness of the measures used and the ability
of agents to handle risk. (p. 8)

“Contracts cannot specify all relevant aspects of worker behavior.” As a result, agents
can typically game the compensation system (by “‘multitasking”).

As a result, it is predicted that in those positions where there are significant opportunities
for reallocation of activities, there will be an absence of pay-for-performance; in essence,
complex jobs will typically not be evaluated through explicit contracts. (p. 9)

I believe there has been an insufficient focus on workers whose outputs are hard to
observe, in particular those where subjective assessments are used. Instead, the
understandable focus of the literature has been on occupations (such as CEOs, mutual
fund managers, professional golfers etc.) for which measures of output are available.
However the majority of workers do not satisfy these criteria. Instead, most workers are
evaluated on subjective criteria. (p. 11, italics added)

Note: Prendergast later explains that for CEOs, “‘aggregate measures
of performance are available through, say, the stock price return, which
is relatively exempt from multi-tasking concerns” (p. 22). 1 guess
“relatively” is the key word in this sentence ...
It is important to bear in mind here in evaluating these studies that each of the cases the
documented below, the nature of the job carried out by the workers is “simple”, in the

sense that an aggregate measure of the worker’s performance is easily available. (p. 16)

In each of the cases considered above, workers carry out “simple” jobs. (p. 17)
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Many jobs are complex, in the sense that many aspects of those jobs are hard to contract
over. As a result, the use of explicit contracts could cause agents to focus too much on
those aspects of the job included in the contract to the detriment of those that are
excluded. (p. 22)

A disappointment of the economics literature has been to the paucity of information
collected on the evaluation of workers with poorly measured output. Despite the fact
that most workers in the economy are evaluated subjectively, the economics literature
has largely focused on the aggregation of observed objective signals. While we have
learned much from this literature, the set of workers with easily observed output is a small
fraction of the population. (p. 33, italics added)

Frey and Jegen (2001) also noted that one of the reasons economists tend
to over-rate the power of payment-based measures is that they tend to focus
on simple tasks and task environments where is limited intrinsic motivation
to lose because the task is not very intrinsically appealing, output is easy to
measure, and there are limited risks of “multitasking,” and where some of
the other sources of motivation (particularly a tightly knit small group) are
not necessarily available.

A PERSONAL SUMMARY

My interest in SDT goes back over 20 years. Over that period, I have spent
about 100 days a year working with executives in a teaching, research, or
consulting capacity. Through that period I have also been an employee and
to a lesser extent a manager in social systems we call business schools.

Looking back at the SDT research stream for this review, I realize that
over the years I have internalized a few fundamental assumptions about
human beings: In particular, I believe that under the right conditions, the
overwhelming majority of people — not all, but the overwhelming majority —
try to do a good job. And in a surprisingly high number of cases, they
will try to do the best job they can. A key word in this sentence is of course
“under the right conditions,” which implies that (a) this may not be the case
at any given point in time and some individuals may need to grow back into
this desire, (b) the right conditions must be created and the manager has a
major role to play in doing so.

I have also come to believe that as a general rule, people should have
a strong say in how they go about doing their job. Three major reasons:
(a) people should and typically do know more about their job than their
boss; (b) people learn from their own experience much more than they learn
from explanations given by others in the absence of experience; (c) people
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tend to be much more committed to decisions they strongly influenced.
Their involvement hence improves the likelihood that they will own the
decision and its implications, which should yield better performance and
better learning over time.

Last, I have come to appreciate the motivation that can come from
being part of a high-performance group that one identifies with and want to
be part of. I think that many of us — most of us, probably — feel the need
to be part of something exciting that is bigger than we are, some collective
enterprise that makes a difference in the world — to make the world a better
place if possible, but often simply to make an impact. It may also be a way
to affirm our existence ... As an individual researcher, teacher, and
consultant I have some impact on the world. As a member of a group of
50 some colleagues and 300 or so staff members (or as a manager or a
member of the management team in a corporation), I have a much bigger
impact and a much richer life. I am counted on by my colleagues, I matter!
And I can count on them too, and together we care and look out for one
another. I derive a feeling of security from being part of this group. The
group also stimulates and pushes me, and while cooperation is our norm
and we hence try not to compete with one another, there is a form of
emulation that helps us perform at a higher level.

In Manzoni (2002a), I contrasted two approaches to motivation and
rewarding: The traditional incentive alignment model (characterized by a
search for clear and unambiguous accountability, see Fig. 3) and an
approach aimed at directing managers’ attention beyond what they can
strictly control and introducing managerial subjectivity in the evaluation
process in order to try to find the right balance between completeness and
controllability (see Fig. 4).

Based on the review above and my experience with executives and
organizations over the years, I would complement this ‘“‘new paradigm”
with the following ideas:

Do not try to solve all problems with the reward system. To use rewards
as a clear individual motivating force, you will have to increase the amounts
involved, create competition among individuals, make the reward system
more visible, and/or select some performance dimensions at the expense of
others. In the process, you will have a hard time measuring performance
accurately enough and without encouraging what the economists call
“multitasking.”” In addition, the conditions described above (large awards,
competition among people, high visibility of the awards and selection of
clear directions and exclusion of others) are exactly the conditions identified
by as likely to encourage controlled motivation. You may very well get your
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Fig. 3. The Traditional Management Control, Incentive Alignment Paradigm.

way in the short term (i.e., get an increase in the dimensions you are now
rewarding due to the “price effect’”’), but you will be getting controlled
behavior which is likely to have negative consequences in the short term
(e.g., possible gaming/multitasking) and medium/long term (e.g., less
effective and persistent behavior).

In particular, do not try to pay for prosocial/citizenship types of behavior,
as these are probably the kind that are most likely to decrease in the very
short run due to the overjustification/crowding-out effect. Even worse, your
starting to pay for prosocial behavior may trigger a clear self-fulfilling
process, where you interpret the decrease in prosocial behavior as the proof
that introducing incentives was indeed needed. On that basis you would
reinforce the incentives, thus creating a system where you will have to pay
more and more for the rewarded — and increasingly, for the hitherto
unrewarded — prosocial behaviors.

Instead, work on all the managerial levers at your disposal. Think of these
levers in terms of the 7Ss, Galbraith’s Star model or my own representation
in Fig. 5. But use all the levers, including:

e Designing the jobs and the relationships between them (organizational
structure and processes) in a way that enhances the intrinsic appeal of the
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job and taps people’s sense of autonomy/impact, competence and
relatedness.

o In particular, create a sense of interlocked identities (from the larger
group to the smaller, more local communities) people can feel attached
to.

e Train managers to enhance the ability of enough of them to produce a
supportive interpersonal style (as discussed above).

e Recruit people with a strong orientation toward autonomous motivation
and a low desire for financial rewards.

e Model from the top of the organization and reinforce particularly during
new employees’ socialization process the kind of prosocial behavior and,
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more generally, the organizational culture needed and desired. (Evidence

shows that internalization is facilitated by explicit or implicit endorsement

of behaviors by significant others Gagné & Deci, 2005).

® You can, of course, also establish some financial rewards, especially if

these rewards:

o Are not too easy to calculate and predict

o Are not too large

o Are not linked too explicitly to specific prosocial behavior and other
specific activities, but rather to outcomes, and especially group
outcomes

o Are determined via a system that allows informed, competent, and
trusted managers to add “‘expert judgment” and ensure that hard-to-
measure performance dimensions are taken into account.

Working on this list and remembering the chapter I wrote for the last
conference (Manzoni, 2008), I am struck by the large number of practices
listed above that were also included in my — or rather Lorange’s (2002,
2008) — description of the IMD approach to managing a business school.
I knew two years ago that this was a well-thought-out system, but I had not
realized it was so consistent with goal setting and SDT prescriptions.

This list also includes a number of features of the system used within
Egon Zehnder, one of the most successful executive search firms: In parti-
cular, the very collective approach to compensation, the strong sense of
group (instead of an emphasis on the local office), and the considerable
importance placed on recruiting people who are likely to be good fits and on
explaining to them how the system works in order to help them self-select as
well (see Zehnder, 2001; Lowe, 2004).
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It also happens that as I was preparing for this conference I was also
acting as guest co-editor for a special issue of Long Range Planning
on Strategic Performance Measurement. This role gave me an opportunity
to read several drafts of Kohlemainen’s (2010) study and to consider its
contribution and implications. Kohlemainen’s objective was to provide a
rich example of how a ‘“‘strategic performance measurement system’ can
become part of a dynamic system, where strategy and tactics are contin-
uously adapted and the organization obtains both empowerment and
alignment. She found this system within DynCorp, a disguised name for a
successful global leader in the telecommunications industry within which
over the course of two years, she conducted about 30 interviews and
discussions with managers from different parts of the organization.

Reading her study, I was struck by how much her findings echoed the
reviews above and my modest (2002) proposal of a “new paradigm.”

AN INTERESTING SUPPORTING DATA POINT:
THE KOHLEMAINEN (2010) STUDY

Typical of large multinationals, DynCorp’s structure features a complex
matrix, with three “‘sectors,” global functions, and regions. The organiza-
tion has historically nurtured a strong organizational culture, characterized
by openness and empowerment, edge and intensity (a strong performance
drive), and a lot of active discussions.

DynCorp features many discussions on and around the organization’s
strategy, and the way this strategy needs to be deployed and translated
into action plans. The organization organizes an annual “DynCorp café”
process, complemented by “‘strategy release events™ that combine to ensure
widespread involvement throughout the organization.

DynCorp tracks the performance of its business and horizontal units
by tracking a series of “Common Measures” perceived to be drivers of
EVA, including growth, profit, productivity, market share, and customer
satisfaction. These Common Measures tend to be stable over time.

Sectors and horizontal units have their own scorecards. Targets change,
but measures tend to be relatively stable. Performance on these measures are
continuously tracked and discussed by the relevant top managers, similar to
what Simons (2000) would call an interactive system.

Performance evaluation and reward involves two complementary
processes: the semi-annual performance appraisal (SAPA) and the annual
performance evaluation (APE).
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The SAPA process unfolds every six months. Each individual is called
upon to select a maximum of nine performance dimensions. This selection is
meant to be discussed with the individual’s manager, but the process is really
meant to be very decentralized. The selection should be based on the
company’s goals and strategy, the sector/horizontal unit’s strategy and
action plans and the way the individual is expected to support them, as well
as a few “Corporate Focus Areas,” i.e., key areas/initiatives that DynCorp
is in the process of deploying.

The nine dimensions can include qualitative ones, but for each
dimension three levels of objectives will be defined (high, target, minimum).
Of the nine dimensions, a maximum of six are taken into account for the
calculation of the individual’s bonus. The other three will not enter into
the calculation, at least not mechanically. This bonus calculation is
acknowledged to involve a fair amount of subjectivity. Managers are
allowed to take into account the impact of actual exogenous conditions on
the subordinate’s measured performance, and/or are allowed to modify the
individual’s targets during the period. Performance on these six plus three
dimensions is the object of continuous discussions during bosses and
subordinates.

While the SAPA process determines the individual’s bonus level, the
APE influences other rewards offered to subordinates, including their salary
level, training, and promotion possibilities. The APE is meant to lead to a
comprehensive evaluation of the subordinate’s performance, including both
the “what” (including the individual’s performance vs. their goals) and the
“how,” including the extent to which subordinates “live” and contribute to
DynCorp’s corporate values. These corporate values are very present within
DynCorp, starting with the recruiting process. After a few years where
“what” and “how” were weighed 60/40 in the overall appraisal, the weights
were recently changed to attribute equal importance, with again a high
degree of subjectivity left to the manager.

Kohlemainen (2010) discusses a number of mechanisms that contribute to
DynCorp’s ability to feature such a high degree of managerial judgment/
subjectivity in its performance evaluation and reward system. In particular,
she highlights the following dimensions:

e Subordinates are actively involved in the selection of the dimensions over
which they will be evaluated and of the performance levels that will be
expected of them.

e DynCorp’s various systems and processes nurture ongoing dialog between
boss and subordinates. This dialog allows for a continuous adjustment



58 JEAN-FRANCOIS MANZONI

of tactics and targets and ensures that bosses are very well informed about
their subordinates’ actions and actual performance level.

e These discussions might also allow bosses to try to micro-manage their
subordinates. In practice, however, such micro-management is prevented
by the fast-paced nature of the industry, the large span of control
managers must deal with as well as the fact that such micro-management
would be contrary to DynCorp’s values, which are taken very seriously by
the organization’s top management and are enforced by the APE process.

e Empowerment is also supported by small number of measures used. One
of the ways managers can restrict their subordinates’ autonomy is by
setting tight goals on a large number of dimensions. The proliferation of
tight goals ends up severely restricting subordinates’ ability to take action.
DynCorp managers are restricted to a maximum of six dimensions, plus
three for discussion only.

e The semi-annual horizon may also contribute to making the subjectivity
more manageable for both bosses and subordinates, as events and
discussions remain “fresher”” in people’s minds than when an annual
horizon is used.

e Managers have the right to inject their “expert judgment” into the SAPA
and APE processes, but they must also document their decisions in
writing. They are trained to put DynCorp values into practice and are
evaluated on the extent to which they do so.

e Last but not least, Kohlemainen (2010) was struck by the ‘“learning and
development” climate that seemed to permeate the organization and, in
particular, boss—subordinate relationships. Individuals facing significant
performance challenges were not ““punished,” but rather were helped and
coached by their boss who developed and deployed with them a “personal
development plan.”

DynCorp is but one organization, of course, though one that has
managed to remain the global leader for years in an extremely competitive
industry. Kohlemainen’s (2010) interviewees described these practices as
important components of the company’s success over the years. Also,
somewhat reassuringly, the approach Kohlemainen (2010) describes is very
consistent with the findings of years of research in goal setting and SDT. It is
also quite congruent with the model I proposed in Fig. 4.

Over the last few years, the accounting and control research community
has devoted considerable time, energy, and space in its journals to the study
of actual and potential incentive practices. I continue to believe, as do many
of the researchers whose work I reviewed above, that this search for the
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ultimate compensation contract is (a) largely disconnected from the way
most organizations are managed, (b) misguided in that it encourages
managers to think of the reward system as a major lever — and even the
major driver — for behavior, as opposed to one of many levers, which we
should make sure does not “‘stand in the way’’ and is ““generally congruent”
with the kind of behavior we are hoping to stimulate, as opposed to being
the main driver for this behavior.

So much exciting and insightful work in being conducted in various
strands of the psychology, economics, and management literatures that has
direct potential implications for the accounting and control community.
I hope this chapter provides some opportunity for cross-fertilization.

NOTE

1. Three commentaries by Kohn (1996), Lepper, Keavney, and Drake (1996), and
Ryan and Deci (1996) appeared in the same issue of Review of Educational Research
arguing that Cameron and Pierce’s (1994) review was flawed and its conclusions
inappropriate. Cameron and Pierce (1996) responded in the same issue. Eisenberger
and Cameron (1996) wrote in support of Cameron and Pierce, leading Deci,
Koestner, and Ryan (1999) to conduct a very extensive review of 128 experiments.
The same protagonists went at it one more time two years later, still in the Review of
Educational Research (Deci, Koestner, & Ryan, 2001; Cameron, 2001; Deci, Ryan, &
Koestner, 2001).
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APPENDIX. LIST OF DIMENSIONS IDENTIFIED IN
VARIOUS STUDIES AS AUTONOMY SUPPORTIVE

- Understanding and acknowledging subordinates’ perspective (needs and
feelings)

- Encouraging opportunities for employees to take initiative (make choices
and solve problems)

- Minimizing pressure and controls

- Offering choice

- Giving meaningful rationales

- Giving noncontrolling informational feedback

- Facilitating employee’s identification with the group

- Increasing the subordinate’s self-efficacy

- Linking work values to the subordinate’s values

- Structuring work to allow interdependence among employees and
identification with work groups.
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Management accounting and control systems play a relevant role in the
creative side of the innovation process. However, the traditional paradigm
of this research field focused on optimizing efficiencies in the organization
if it runs into problems when confronted with creativity. To progress on
our understanding of the role of these systems in creative settings, our
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66 ANTONIO DAVILA

1. INTRODUCTION

The first part of the 21st century has reinforced the shift for value creation
from organizations excellent at standardizing, mass production, and
efficiency to organizations that compete on new concepts that engage the
customer and shift her attention from price to functionality and aesthetics.
A CEO from a successful fashion company indicated that only one company
can be the low cost producer, “the rest of us, he said, have to surprise our
customers.” However, we still carry a significant heritage from this
management view created in the early part of the 20th century. Income
statements have one line for revenues and multiple lines to explain costs,
reflecting this view of detailing efficiencies rather than value creation.

Management accounting and control is not an exception. Its conceptual
framework was developed during the early period of industrialization. Even
if at some point it might have lost its relevance, its regained significance
meant a retooling of the existing mechanisms, rather than a break with its
view on how organizations work (Johnson & Kaplan, 1991).

The premise of this article is not that the knowledge developed under this
paradigm is not relevant anymore. On the contrary, these concepts are both
important and useful because efficient use of resources will remain a
cornerstone of management. Even these new organizations that compete on
delighting the customer are also very good at execution. Additional research
is needed and should be welcome to further improve the organizations’
ability to manage resources. Rather, the premise of this article is that this
new organizational landscape requires a new paradigm in management
accounting and control (Kuhn, 1962). This paradigm will examine how the
information environment, the various types of control mechanisms from
basic economic incentives to more elaborate boundary and belief systems
(Simons, 1995) can support and enhance the efforts to create new concepts.

The objective of this article is to support the need to think about how this
new paradigm will look like. It does not attempt to outline these new concepts;
the empirical evidence and the accumulated theoretical work are still too
sparse to venture. In an effort to interest the reader about the new roles that
management accounting and control is playing in these companies, the article
contrasts these roles to the ones that these management tools have in the
“efficiency” paradigm. Next, it gives an overview of the creativity literature
highlighting those concepts that might be relevant to build the “creation”
paradigm. This overview of creativity does not mean that this is the only
literature relevant to this view on management accounting and control. It is
discussed because creativity and control have often been viewed as opposites
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that do not mix, much like oil and water. Yet, creativity has become an
important aspect of organizations that surprise the customer. It is not the only
aspect. The ability to execute is paramount to value creation and the
“efficiency” paradigm dominates here. As Edison put it, genius is 1%
inspiration, 99% perspiration. Yet this 1% is gaining relevance in organiza-
tions. And tools for executing strategy have to be built to respect and protect
this 1% that makes the difference when dealing with the customer. The final
section of the article provides examples that illustrate some thoughts on how
these new concepts might look like. At this point, these thoughts are based on
observations and clues that have appeared during my own research and that of
my colleagues. As they are not based on systematic data collection and well-
defined research questions, they remain thoughts.

2. CONTRASTING PARADIGMS

The purpose of management accounting and control systems differs across
the “‘efficiency” and the “‘creation” paradigms. The “‘efficiency” paradigm
was built on the premise that certain people plan and design (managers and
engineers) while others execute (line people). This idea intimately associated
with Taylorism was later picked up in the early work on strategy (Andrews,
1971). In the management control literature, this tradition was picked up in
the feedback model associated with the thermostat metaphor (Ashby, 1960).
The objective of management control (Anthony, 1965) is to align goals and
implement the strategy designed at the top as efficiently as possible. On the
management accounting side, detailed cost information allows managers to
assess whether efforts to redesign processes and products reduce costs or
increase revenues. Nonfinancial measures are relevant as they provide
leading information about this dual objective. For instance, quality measures
monitor the causes of quality costs and visibility over these drivers enhances
management efforts to reduce these costs. Similarly, nonfinancial measures
associated with revenue-enhancing efforts are often focused on the delivery
process: time to market, delivery time, customer complaints, or customer
satisfaction. Seldom have these measures gone into leading indicators of
product, service, or business model success; or measures of innovation risk.
The objective of management accounting information is often to see through
the organization to discover opportunities to improve execution. The
assumption behind this need to see through is the separation between the
people who analyze, design, and decide the strategy — who need access to this
information to do their job — and the people that implement the strategy who
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physically interact with processes and activities but are assumed to lack the
motivation and/or the skills to participate in strategy formation. A more
cynical view of this assumption, which might be right in certain settings, is
that these tools are not to move information to those people motivated and
skilled, but rather for those people who are unskilled to exert their power and
maintain their privileged access to resources by controlling information and
capturing knowledge (Baxter & Chua, 2003).

Various concepts in management control characterize the “efficiency”
paradigm. Budgets are set to provide early warnings of potential deviations
that need to be investigated because something unplanned is happening.
Unfavorable variances are often interpreted as bad because processes were
not executed as expected. Somebody in the execution team did not do what
he was supposed to. Favorable variances are often seen as lucky events that
helped the organization deliver above expectations. Markets turned to be
better than expected or somebody found a way to improve processes and
this knowledge is quickly moved to the designers (top management).

The concept of agency costs is also characteristic of management control
within this paradigm. Agency costs are associated with the separation of
ownership and control. Delegation is a second best solution because the
agent’s objectives are not fully aligned with those of the principal and
efficiency is lost. The role of performance measures in agency relationships is
to write contracts between the principal and the agent. The ability of these
measures in capturing the effort and the information of the agent and the
design of the contract determine the efficiency loss. A common assumption
is to picture the agent as effort averse who will only exert effort if the payoff
if larger than the cost of effort. This assumption is relevant in that economic
incentives become a critical piece in designing organizations. Effort aversion
is not a required characteristic of agency research and the use of economic
incentives neither. Yet, these two characteristics are often implicit in the
interpretations of theoretical models. Another common (although not
necessary) assumption is to model the agent as risk averse who values
stability and avoids uncertainty.

Other concepts are also characteristic of this efficiency paradigm, often
rooted in the economics discipline. The concepts of economies of scale or
learning curves are supported through efficiency arguments. Economies of
scale arguments lead to larger organizations that take advantage of costs
decreasing with size. Learning curve arguments lead to standardization to
reduce costs through accumulated volume. These concepts are built upon
the idea of efficiency at the expense of variety, experimentation, and
discovery of business models.
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Contingency theory in management accounting research also implicitly
relies on the assumption of efficiency. The hypotheses that predict certain
management tools being better fitted to certain settings are often based on
efficiency arguments. Fit happens when the lowest cost configuration is
adapted to the particular environment that the organization is embedded in.
Empirical evidence is mostly consistent with these arguments. This evidence
reinforces the idea that the “efficiency’” paradigm is highly relevant to
organizations. However, looking at the world only through this lens misses
certain aspects of management accounting and control that are becoming
more relevant and, more importantly, are giving successful organizations the
edge over competitors.

The ‘“‘creation” paradigm contrasts with the earlier view. Management
accounting and control are tools to stimulate ideas and communicate
knowledge. It shares with Simons’ concept of interactive system the
characteristic of supporting search efforts. However, this idea goes all the
way down to creative teams in fashion companies, to cross-functional teams
that scout the world for new ideas in technology companies, or to business
development teams in infrastructure management companies looking for new
services for their customers. It also differs in that these management tools do
not necessarily focus on the search effort but combine stages of convergence
and divergence. At certain stages, they create an organizational environment
to have people focus on meeting deadlines or functionality goals. At other
stages through the processes, they encourage variance when people are
looking for new concepts. The challenges are how to sequence this
divergence—convergence through time and how to avoid divergence becoming
scattered energy and convergence becoming narrowness. Simons’ concepts of
belief and boundary systems become relevant to manage these tensions.

Another aspect that characterizes this alternate view is the belief that
analysis, design, and decision around strategic options are dispersed around
the organization (and outside the organization). If everybody can perform
the task of creating, then management accounting and control will move
information throughout the organization not only to “‘see through” the
hierarchy but to identify and fund opportunitiecs. Management control
systems identify these ideas, move them to the people with decision rights
about resource allocation, and support the implementation of those that are
most attractive. The bottom-up role is not any more to control strategy
implementation, but to facilitate strategy formation.

The shift from efficiency to creation has significant implications on the
design of management accounting and control. The objective is not to find
inefficiencies, mistakes, or implementation failures; the objective is to
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experiment and learn from these experiments to discover new dimensions of
customer value, new deployments of the company’s capabilities to access
new segments or new markets, or new ways to structure the business model.
Variances are not to find a person responsible for the mistake or to codify
new knowledge and extract the rents associated with it. Variances are
opportunities to learn as a team. The emphasis on teams highlights the
variety required to create that is seldom isolated in one person. Management
accounting information looks outside rather than inside and the mix of
revenues, customers’ buying patterns, or competitors’ products become
more relevant internally than the cost lines.

The concept of coercive versus enabling bureaucracy (Adler & Borys,
1996) speaks to a shift where management accounting and control provides
an information and motivational environment for people to feel confident
about the compromise of the organization toward them and their
capabilities. The focus moves from avoiding mistakes and hiding them to
avoid being penalized to managing and understanding risk. Failures are not
seen as inefficiencies that should have been avoided but as outcomes
associated with creation. Management systems are not designed to avoid
failures but to manage risk. Moreover, these systems are adapted to the level
of risk. Systems for incremental innovation with low levels of risk and high
knowledge are very different from those for radical innovation with high
levels of risk and low knowledge.

The concept of agency and divergence of objectives is also toned down in
favor of a team perspective. Management systems reinforce the identity that
brings together the organization (and each team within the organization).
They focus on the commonalities among colleagues rather than on their
differences. As illustrated in Section 4, team identity is not to be mixed up
with lack of economic incentives and straight salaries. Actually, these
compensation policies may easily lead to people disengaging from the team
because they are perceived as unfair. The fact that economic incentives have
often been interpreted within an agency framework does not mean that this
is the only interpretation or the one that best reflects reality. More
importantly, lack of incentives and straight salaries can be as damaging as
badly used incentive systems.

The “‘creation’ paradigm is not to replace the “‘efficiency’ paradigm. It is
not that the latter one is bad or outdated and the former good and the way
into the future. The challenge is to combine both paradigms within an
organization and to mix them in the most responsive way given the
organization. The weight on creation is different for a fashion design
company compared to that for a public service. The meaning of creation for
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the design of management systems is also different in a software company
compared to that in a biotech firm. Successful organizations have realized
the importance of both of these paradigms in designing their management
accounting and control systems. They have “efficiency” systems that do not
undermine “‘creation” systems and conversely “creation” systems do not
overrun ‘“‘efficiency” systems to put the company at too much risk. These
organizations have temporarily found the right equilibrium between these
contrasting forces.

3. CREATIVITY RESEARCH

Creativity research itself goes way back into the past (Galton, 1869). The
initial interest was on what made individuals creative; individual creativity is
still today a very fertile ground for research (Zhou, 2007). The progress in
the psychology of creativity become relevant to management accounting
and control systems because of their impact on the working environment of
people. Research has also evolved toward society as a whole and why certain
societies and certain periods in history have been more prone to creative
activities than others (Simonton, 2007).

Organizational creativity is a fairly recent field (Metha, 2009). Its objective
is to study what makes certain organizations come up with more creative
solutions that are often translated into innovations and value creation.
Amabile (1996) addresses this question from a social psychology perspective
studying the impact of the individual’s environment into his creative results.
She identifies three components of creativity. The first component is domain-
relevant skills such as factual knowledge, technical skills, and special talent.
Second, creativity relevant processes such as cognitive style, application of
heuristics and working style are not task specific but associated with the
personality and work habits. Third, task motivation that drives the person to
engage and express creative actions. Amabile highlights the role that intrinsic
motivation plays in enhancing task motivation. Intrinsic motivation is
associated with aspects such as intrinsic engagement, autonomy, goal
orientation, and self-regulatory mechanisms. Selection and training systems
are most relevant control systems to the first two components, while
performance measures, incentives, boundaries, team identity, resource
availability, or inspirational systems are most relevant to task motivation
(Davila & Ditillo, 2010). Woodman, Sawyer, and Griffin (1993) highlight the
characteristics of the group where the person is engaged such as composition,
processes, and organizational context (including management systems) as
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relevant sociopsychological factors to individual creativity. The idea that the
context influences individual creativity has been extended including factors
classified into field variables such as the people around and domain variables
including rules, symbols, and common practices (Csikszentmihalyi, 1996).
The people in the field change the domain as they adopt or reject creative
acts. Ford (1996) extends this idea and proposes that creativity is a subjective
judgment of the people in the field through sensemaking. Creativity becomes
a social construct that organizations and society create. Management control
systems are the repositories of many of these rules and symbols (performance
measures) and through their changes managers influence the creative domain
of organizational members. The interaction with external constituencies also
becomes an important aspect of creativity and again management systems
often play a relevant role in structuring these relationships and moving the
information through the company.

Unsworth (2001) has suggested to look at creativity not as a uniform
construct but as a meta-concept that groups different concepts. She identifies
four types of creativities depending on whether the idea is open or closed and
the driver of engagement as external or internal: expected creativity,
responsive creativity, proactive creativity, and contributory creativity. The
specific taxonomy is not as relevant as the proposed unpacking of creativity.
The multidimensional nature of the concept suggests alternative taxonomies,
which may help in better understanding the variation of management
systems and their functionality in creative settings.

Bechky & Hargadon (2006) extent the concept of collective mind to
collective creativity where the collective effort adds beyond the sum of the
individual through four interrelated activities: help seeking, help giving,
reflective reframing, and reinforcing. Again, the role of management systems
in these four activities goes beyond their traditional remoteness to creativity.

Finally, Metha (2009) in his dissertation provides an important element to
further understand individual creativity in organizational contexts. Starting
from role theory, he uses an ethnographic research methodology to identify
when and why people engage in or refrain from creative actions. He
describes how people’s initial role enactment determines their predisposition
toward creativity. Some enactments exclude creativity, while others include
it. However, as interactions happen, this initial enactment changes through
the experience of the individual within the group. Individuals may reinforce
their original enactment of their role, they may also exclude creativity from
their original role definition if they perceive nonreception or rejection of his
ideas (role contraction), or they may redefine their role to include creativity
if the reaction to expressing an idea is positive (role expansion). He further
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examines the evolution of creative contributions from different individuals
and teams as leadership evolves through changes in the problems that the
organization faces. Here again, management systems are an important
element in structuring roles and interaction between people. They may be
designed to purposely exclude contributions and forcing role contractions or
they may encourage ideas supporting role expansion into creative acts.

This quick overview of creativity research highlights the dynamic nature
of theory evolution in this field. As creativity within organizations has
gained in relevance, new concepts are emerging to better understand the
phenomenon. But more interestingly, this evolution refers to and reinforces
the role that the organizational environment and management control
systems as critical components of this environment. The field’s constant
reference to the context of the individual and even to the idea of
organizational creativity suggests that these systems are not irrelevant or
peripheral to the phenomenon, but central to it. The suggested roles are
consistent with a “creation” paradigm, yet the absence of a management
systems’ research framework and the extended belief that control systems
are grounded on an “efficiency” paradigm have fully ignored the important
role that these systems play in creative environments.

4. SOME THOUGHTS ON THE NEW VIEW ON
MANAGEMENT ACCOUNTING AND CONTROL

This section provides some examples as to how the same management
accounting and control tools are interpreted in a very different way across
organizations. These examples are then used to illustrate aspects of these
tools that this different view on management accounting and control might
emphasize.

Stock-related securities are sometimes distributed in for-profit organiza-
tions to people working at the company. However, the interpretation given
to them differs. One high-growth startup company emphasized their
incentive properties. These securities aligned all the employees around
value creation as reflected in stock price. They were linked to a performance
measure — stock price — that reduced the divergence between owners and
employees (making these latter also owners). They granted the company the
“right” to have employees work hard and long hours because their effort
was translated into value for each employee. The “efficiency” paradigm
transpires through the idea of alignment between owners and employees or
the reward for effort associated with working long hours. This view of
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stock-related securities is not uncommon. Most arguments for granting
these securities to managers are based on variations grounded on the idea of
reducing agency costs such as aligning incentives. In this particular
company, a severe downturn in the stock market (bursting of the Internet
bubble) led to a drop of more than 80% of the stock price and a high
turnover among employees who saw their incentive dilute in the drop.

Contrast the above interpretation of stock-related securities with the
following case. The company, also fairly young, grounded its growth on
designing and delivering innovative products. It also relied heavily on this
type of securities. Yet, its objective was to give employees the opportunity to
share on the gains that they contributed to create. In creating value,
especially companies relying heavily on creativity and people’s ingenuity,
people put a lot of personal energy into the project. Value comes from
sharing on a common effort, the organization benefits from this sharing
among employees with very different skills. The idea of a fixed salary to
avoid the unwanted consequences of these securities was discarded. People
quickly realize that the company is good at sharing the effort but bad at
sharing the gains and as soon as they learn this, they lower their energy to
what they are paid for. One way to rewarding people for their contribution
was to share with them on the potential gains. These securities were not
intended to motivate or to give any right to demand long hours, but a way
to fairly distribute the value created. They were but one piece of a more
elaborate motivational system where the vision of the company, recognition
elements, and passion for work also carry an important weight.

The following example illustrates how the “efficiency” and ‘‘creation”
paradigms affect the design of management systems that move information
bottom-up. The first company, a successful software company, relied
exclusively on an “‘efficiency”” paradigm. Plans were decided at the top of
the organization and then cascaded down through objectives for each
manager. A recently hired manager came up with an idea to open up an
attractive geographic market that the company had so far ignored. She
walked into the meeting with her boss to set her quarterly objectives with the
idea. Her boss walked with the objectives that he needed her to reach in order
to reach his own objectives. Most of us would think that the boss discarded
her idea as soon as she mentioned it; the objectives coming from the top were
more relevant than her particular idea. The outcome was actually worse. The
boss readily appreciated the idea and tried to be responsive to it. She came out
of the meeting with all the objectives that her boss had come into the meeting
with plus an additional objective: her idea. Because her idea was the last
priority in the list, it became 5% of her bonus; in other words, she could only
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devote 5% of her time (it would take her about 5 years to make some initial
progress on her idea). This manager went into the meeting with an idea and
came out with more work and no resources to execute it. This outcome is not
that uncommon, every time we suggest an idea to our boss and he responds
saying that it is great and that we should do it (without removing any of the
other responsibilities) mimics what happened. The system is designed to kill
any top-down initiative in an effort to be efficient.

Contrast the above example with another company that believes on the
value of ideas coming from all over the organization. In this company, they
send groups of engineers and marketing and sales managers to trade shows,
customer visits, and visits to distributors to look for ideas. They mix
technology and market to have both sides of innovation. If these groups find
an interesting idea, they prepare a business plan and they present it to top
management. If the idea is considered worth exploring further, the team gets
a certain amount of money as well as a significant proportion of their time
(often in the range of 80%) to start the exploration. Once they run out of
resources, they go back, present their progress and top management decides
whether to keep on funding the idea. The process is similar to the funding
process of startup companies.

A final example illustrates the relevance of management accounting and
control in creative settings. The company competes in the fashion industry
through a unique style proposition and growth rates above 80% per year. The
cycle requires two collections every year as well as multiple “refreshments” in
between. The success of the company depends on the success of each
collection and the company is at risk every season (half a year). The creative
team is made up of a core team surrounded by other teams that specialize in
purchasing, prototyping, or computer design. The company carefully crafts
the environment of the team: what is the driving metaphor for the collection,
trips to different parts of the world to get fresh ideas, or the interaction
among team members (the performance of a member depends on her
contribution to the group rather than the success of her designs). Yet, the
environment is not only crafted through these inspirational tools. The team
also works with clearly set deadlines, information about the best sellers of the
last collection (with the idea of having at least a good percentage of the
collection based on these best sellers to limit risk), color palettes, and material
cost information. It also interacts with people in the prototyping and
computer design to check on the manufacturability of the proposed ideas and
its final look. In parallel, the company runs a sophisticated, information-
intensive logistic system with real time information on sell out from retail
outlets to coordinate the overall system spread throughout the world.
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This example illustrates the relevance of systems embedded in the creative
environment — how the creative process itself is structured around stages
that are well defined and follow a convergence—divergence cycle converging
into a topic then diverging looking for ideas in their trips, converging into a
collection structure (based on last collection’s best sellers), diverging again
into individual designs, and converging into the final collection. It also
illustrates the organizational duality where systems based on a ‘“‘creation”
paradigm coexist with systems based on an “efficiency”’ paradigm in the
logistic side of the business. In addition, the “efficiency’ paradigm enters
the creative environment through boundaries around costs, deadlines, and
previous collection’s information. The “creation” paradigm also enters the
business side through unconventional and creative marketing campaigns.

These examples suggest several thoughts on the role of management
accounting and control:

1. The sensitivity to the external world, through participation in trade-
shows, inspirational trips, analysis of customers’ behavior, and product
preferences is a trait that stands out. Management systems to enhance
new ways of creating value are likely to have an external focus. This is in
contrast to the design of systems to enhance organizational efficiency that
looks internally. The contrast is whether the information focus is the
revenue line or the cost line. Management accounting to support creative
environments will need to shift from an internal to an external focus.
Tools such as the balanced scorecard are about implementing strategy:
how the organization will execute a plan. It does have some external
information in the customer perspective, but with an internal view: how
do customers see our organization. An external focus requires a
structured view of players in the market. The Landscape Scorecard
(Davila & Oyon, 2009) proposes a systematic way to map the
environment and track the main actors around: partners, regulators,
entrepreneurial companies, market, and competitors view as well as the
internal view that captures ideas from the organization.

2. The optimistic perspective on the brainpower of organizations. Creativity
is not exclusive to top management or a certain department. It may come
from anywhere within or outside the organization. For management
systems, it means that the information flowing from the bottom is not
only about whether there are variances against plan. These systems must
be rich enough to move ideas and opportunities. Their use has to be such
that this information is translated into face-to-face interaction and
resource allocation decisions.
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3. Performance measures are not as much about efficient use of resources
but more about sizing and managing risk. The objective is not to define
output-input ratios but to define risk profiles and project portfolios that
reflect the risk profile of the company.

4. Most of the same tools are present in creative environments. There are
budgets, measurement systems, or incentive systems. However, their use is
different. For instance, incentives are not about extracting information
out of intrinsically lazy people that do not really want to collaborate, but
about being fair in how effort and gains are shared. Budgets are not about
blaming them about variances being associated with problems, they are
boundary systems that might or might not be hit. Behavioral controls are
not to limit opportunistic behavior but to define the field of creation.

5. The “magic” of companies that manage creativity is not in the particular
management accounting tools that they adopt — most of them are the
same at least in their label. It is not only how they use them, where there
is a significant change compared to the “efficiency’” paradigm. The most
attractive research question is the dynamic interaction of these tools
among themselves and their use in supporting “‘soft’” variables such as
identity, customer delight, exploration, trends, fashion, and risk.

6. Finally, creative environments require management accounting based on a
“creation” paradigm as well as on an “efficiency” paradigm. Creation
without execution does not become value. The interesting question is how
to create dual companies where these somewhat contrasting paradigms
work together.

5. CONCLUSIONS

Edgar Degas said: “Only when he no longer knows what he is doing does
the painter do good things.” Organizations will have to get close to the edge
where they do not know exactly what they are doing. Efficiency will be a
competitive position for a few companies around the world. The others will
have to compete on bringing new ideas to the market. But creativity cannot
be planned or structured. It needs guided freedom and discipline to translate
it into value generating opportunities.

As organizations move toward generating value at the top line rather than
through reducing costs, management accounting and control will have to
change the paradigm to think about its role in organizations. The traditional
focus on the inside, cost lines, and processes will not go away; but it will
need to be complemented with a view toward the outside, inspiring and
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stimulating their people, the revenue lines, the landscape that opens and
closes windows of opportunities and threats. The good news for manage-
ment accounting and control researchers is that there is a new paradigm that
needs to be built through which research will be able to influence practice.
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ABSTRACT

Purpose — This study aims to investigate the role of private equity and
venture capital (PE/VC) operators in the introduction of innovative and
sophisticated performance measurement and management control systems
(MCSs) within their acquired companies.

Methodology/approach — Contingency theory suggests that PE/VC
operators represent an important factor of change in a company’s control
system as they set the motivation for change and facilitate the
transformation process within management systems. This study uses an
explorative case study to verify this hypothesis. Data are derived from
interviews with managers and public information.
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Findings — Results demonstrate that PE funds promote the adoption of
advanced MCSs such as the Tableau de Bord. Their aim is both to
monitor and guide the acquired companies while sustaining their
managers’ decision-making process. However, company managers can
be a critical variable in the process of change. At the same time, the case
study confirms that PE/VC funding is positively correlated with the
growth of acquired companies.

Research limitations/implications — Results are limited to the analysis of
a single case study, representing a starting point for further research in
other industries and countries.

Originality/value of paper — This study sheds light on the role of PE/VC
operators in promoting the adoption of MCSs. Moreover, it suggests that
despite their supposed short-term orientation these operators invest in the
implementation of time-consuming and expensive MCSs.

1. INTRODUCTION

Over the last decade the Italian private equity and venture capital (PE/VC)
market has been characterized by intense activity, with small- to medium-
sized enterprises — the so-called middle market — as the main targets (Del
Giudice & Gervasoni, 2005)." Even if the Italian PE/VC market is smaller
than in other European countries (on average, funds invest 3 million euros
each year in Italy), it usually registers a significant number of transactions
per year — reaching 400 investment deals in 2008. At the same time, funds
and venture capitalists have become more involved with the acquired
companies, confuting their reputation of being “hands-off”” stakeholders
(conservative and non-interfering) compared to their US colleagues
(Bottazzi, Da Rin, & Hellmann, 2004).

Among the various reasons behind this high degree of PE/VC fund
involvement in their investee or target companies, the most significant are:

e the need to increase control over acquired companies in order to
overcome information asymmetries and the risk of moral hazard when
dealing with smaller and unstructured enterprises unused to disclosing
company information;

e the opportunity and necessity to guide and sustain target companies
actively in order to gain expected returns on investments (despite their
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potential these companies do not have the managerial competences
needed to pursue a path of rapid growth in today’s global, turbulent, and
complex competitive environment).

PE/VC funds can take advantage of different instruments to monitor and
guide acquired companies, ranging from the establishment of new corporate
governance rules, the creation of an advisory committee, the nomination of
an external auditor, and the selection of board members (Lerner, 1995;
Fried, Bruton, & Hisrich, 1998), to the introduction of management control
systems (MCSs) and performance measurement reporting (Jones, 1992;
Alvino, 1999).

These instruments are fundamental control tools that help keep things on
track. However, PE/VC funds can also use them as dedicated instruments to
promote the upside potential of the firm. New board members can contribute
to the identification and review of new corporate strategies, while innovative
MCSs set up by the institutional investor can better support managers’
decisions (e.g., introducing a feed-forward approach) and help them in
the identification of qualitative and intangible contemporary key success
factors (KSFs).

Traditional accounting control systems may be insufficient to this end.
They might be suitable for reporting purposes regarding routine activities
but fail to provide guidance to the firm in today’s competitive world since
they describe the results of past actions and focus mainly on a firm’s internal
aspects. Thus, PE/VC operators may represent a key factor in encouraging
(or imposing) additional and innovative planning and control systems
within acquired companies. They may act to monitor the achievement of
economic and financial objectives and provide a set of managerial tools
important for the direction and functioning of a growing organization.

In order to understand to what extent PE/VC operators contribute to
the adoption of innovative MCSs, we decided to analyze the case of
an [talian shipyard company, which has received investment from an
international PE fund and in which the Tableau de Bord (TdB) management
system has been introduced. In particular, this case analysis will allow us to
examine the role of the PE/VC operator in relation to different contingency
factors that can drive changes in MCSs and to verify if this subject has
introduced more sophisticated performance measurement and control
systems mainly to improve control over the target company or to help
managers face external changes better. Moreover, this case study will help us
compare the actual structure and use of this tool with those suggested in the
normative literature.
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Despite intrinsic limitations due to the qualitative methodology chosen,
this study sheds light on how variables that drive the adoption of innovative
management tools really act within organizations.

The paper begins with an overview of previous studies that have described
the emergence of innovative MCSs focusing on the distinctive characteristics
of the Balanced Scorecard (BSC) model proposed by Kaplan and Norton
(1992) and its French precursor, the TdB. It then surveys management
control literature that has analyzed factors driving change in control tools.
The research methodology is presented in Section 3, and Section 4 describes
the case study used to illustrate the implementation of the TdB long-
itudinally. Section 5 is dedicated to the analysis of evidence from the case
study and discusses the role of the PE fund along with other variables that
have contributed to the introduction and deployment of a new MCS.
The last section summarizes the major conclusions of the study.

2. THEORETICAL BACKGROUND

2.1. From Traditional Accounting Control Systems
to Balanced Scorecard Methods

Management control was defined by Robert Anthony (1965) as “‘the process
by which managers ensure that resources are obtained and used effectively
and efficiently in the accomplishment of the organization’s objectives.”
MCSs have been commonly viewed as mechanisms designed to support the
implementation of strategy at the management level, while conceptually
separating management control from strategic and operational controls.
Within this framework, MCS research has focused mainly on accounting
information produced primarily to measure cost efficiency and financial
performance, while ignoring external aspects of the business.

When business conditions in the 1980s changed as globalization, demand
for customization, quality, and speed revealed many limitations in traditional
management accounting, it became evident that a review of this concept was
necessary (Hayes & Abernathy, 1980; Johnson & Kaplan, 1987). MCSs
became more important in both the formation, implementation and control
of strategy (Otley, 1994) as many authors began to demonstrate that lower-
level employees should also be involved in strategically significant activities
in order to reduce the gap between strategic plans and day-to-day actions
(Merchant, 1985; Simons, 1991). In addition to this, strict competition based
on differentiation and flexibility suggested that performance measures
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needed to shift from measures that focus on financial performance (which
represent consequences of past actions) to measures that are able to capture
new critical success factors related to customer demand and customer
satisfaction (which can provide an insight on the company’s future ability to
compete and survive) (Chakravarthy, 1986; Palmer, 1992).

Thus, researchers proposed modern approaches that broaden the areas of
operation of MCSs and include non-financial indicators in order to provide
managers with an integrated system that can directly support the strategic
priorities of the business and drive attention more toward the future of the
company rather than hinder it by excessive focus on past performance
(Merchant, 1985; Nanni, Dixon, & Vollman, 1992; Kaplan & Norton, 1992;
Meyer, 1994).

Among the different management tools developed by researchers and
practitioners to align employee goals with strategy, important contributions
are the Performance Measurement Matrix (Keegan, Eiler, & Jones, 1989),
the Performance Pyramid (McNair, Lynch, & Cross, 1990), the Integrated
Performance Measurement Systems (Bitici, Carrie, & McDevitt, 1997), and
the Performance Prism (Neely & Adams, 2001). The most famous manage-
ment model, however, is the Balanced Scorecard (BSC) proposed by Kaplan
and Norton (1992, 1996).

The BSC has its roots in the work of Johnson and Kaplan (1987) who
realized that traditional accounting measurement systems are largely
irrelevant because they focus on financial measures while ignoring clients
and their needs. They affirm that financial measures alone are not sufficient
to evaluate a company’s performance, thus reporting should also include
measures regarding new competitive factors such as competence and
knowledge, customer satisfaction, operational efficiency, and innovation.
In 1992, Kaplan and Norton decided to include these business dimensions in
the four fundamental perspectives analyzed by the BSC model: finance,
customers, internal business processes, and learning and growth perspec-
tives. These dimensions are conceptually linked to each other by causal
relationships. In fact, the model assumes that organizational learning and
growth are drivers of improvements in internal business processes and that
these processes, in turn, drive customer satisfaction, while the customer
dimension influences financial results.

Since this procedure implies that strategy is translated into a set of
hypotheses about cause and effect relationships, the BSC has evolved from a
mere measurement system and a tool for management reporting (as initially
proposed) to a strategic instrument that companies use to set and implement
strategy at the operational level, aligning the entire organization with the
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company’s goals (Kaplan & Norton, 1996). One important advantage of the
BSC is to translate strategy into objectives and measures in a cascade
process from top-level functions to the single lower-ranking individual.

To summarize, the BSC is a strategic control system that has the merit of
balance between financial metrics and non-financial metrics and between
internal and external factors affecting business strategy. It links strategic
objectives (long-term orientation) with annual budgets (short-term orientation),
clarifies and gains consensus about strategy, aligns managers’ and employees’
personal objectives with company strategic goals (especially through the
creation of the link between rewards and performance measures of the BSC),
tracks individual and collective performances, and defines and communicates
company goals to its internal and external stakeholders (Kaplan & Norton,
1996; Butler, Letza, & Neale, 1997; Ittner & Larcker, 1998).

Similar to the BSC — although more than 50 years old — is the Tableau de
Bord (TdB) that has been used for decades by French managers to control
performances on the basis of key control parameters regarding different
organizational aspects of a company (Epstein & Manzoni, 1997). Initially
conceived as a tool for the top management designed to provide a quick and
global view of a firm’s operations and its environment, the TdB evolved in
the early 1990s from a tool for diagnosis and reporting to a system that can
aid managers in the strategy implementation (Bourguignon, Malleret, &
Norreklit, 2004).

Traditionally, the TdB emerged to meet the information needs of French
managers long practiced in guiding and controlling firms through non-
accounting data (Lebas, 1996). As leadership positions in French industry
were occupied by engineers (not just in the manufacturing areas but also in
financial, services and marketing departments) who considered physical
information a better basis for decision making, the TdB was developed to
provide these managers with non-financial data that could help them both
verify the achievement of past objectives and predict a firm’s ability to
produce positive results in the future. Accounting data were also considered,
but they had a secondary role aimed at providing information on financial
consequences associated with decision making. The TdB was conceived of as
a balanced combination of financial and non-financial indicators (Lebas,
1996).

When general criticism toward traditional management accounting
appeared in the late 1980s, supporters of TdB also began to rethink this
management tool. In this case, the problem was not accounting for
qualitative or physical information (according to Bessire and Baker (2005)
French authors have always emphasized on the use of non-financial
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information in their reporting models), but rather it became fundamental
to place greater emphasis on how to ensure coherence between concrete
actions and strategic objectives. This led to the development of causal
analyses of performance and the adoption of a pyramidal analysis of
company management at the three levels of strategy, management, and
operations (Lebas, 1994).

Therefore, both the BSC and the TdB can be categorized as strategic
management tools that translate the company mission and strategies into
objectives and measures supporting top managers in the implementation of
the company’s strategy while promoting organizational learning to some
extent. In fact, both management control tools sustain the communication
and understanding of the firm’s purpose, objectives, and strategies to all its
members by establishing favorable conditions to organizational learning.
Moreover, both models aim to avoid the monopoly of financial accounting
(they also consider qualitative and physical data) and use non-financial
information to predict future performance demonstrating anticipation
(a feed-forward approach) to be more important than reaction.

However, some differences still persist. According to Bourguignon et al.
(2004) most of these can be explained in terms of ideological assumptions
about how to create social order that influence functions and characteristics
of management methods whose construction is aligned with the specific
beliefs and implicit ideas of the local society of origin (the United States and
France, respectively).

First of all, the BSC always builds on four predetermined categories of
measurement (although Kaplan and Norton claimed that other dimensions
can be added) while the TdB relies more on managers’ subjectivity and their
perception of the environment to design areas of measurement, implying that
the TdB can take a variety of forms. This is coherent with the fact that the
TdB has been grounded in a strong theoretical base of analysis, which roots
actions into the firm’s political dimension (the so-called mission or purpose
of the firm, which is unique for each organization and deals with long-term
issues). This suggests that strategy, consequent actions, and their economic
dimensions expressed through indicators become specific to an organization
and it is not possible to guide the firm with a list of four generic, predefined
components as proposed by the BSC (Bessire & Baker, 2005).

Second, the BSC assumes that there is a linear chain of cause and effect
relationships among the different areas of measurement whereby better
trained employees will lead to more efficient business processes, which
in turn will lead to more satisfied customers and to happier stakeholders.
This assumption presumes the existence of a sort of generic model of
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performance, which makes the BSC easier to implement practically although
seriously simplifies reality (Otley, 1998; Nerreklit, 2000). Moreover, since it
provides managers with specific routines to follow, this underlying model
helps managers cope better with uncertainty in coherence with the American
way of managing uncertainty through expert systems. On the contrary, the
TdB does not suppose any predefined link among areas of measurement —
allowing the possibility that strategic objectives are in conflict.

Third, the BSC presumes a mechanical top-down deployment of strategy,
objectives, and measures in the organization, ignoring the fact that strategy is
often a process of incremental and collective construction. This is particularly
true in France where management methods are not expected to create
hierarchies (as in the United States), since social order is mostly embodied in
the rituals of social groups (Bourguignon et al., 2004). Here, there is a more
significant interaction between hierarchical levels and responsibility can also
be shared among managers. The TdB gives to “local” managers the right to
choose action variables as it is presumed that no one knows the actual
business better than them. This implies strong negotiation on measurement
between the various areas and levels as well as the possibility of having a
system of shared responsibility.

Lastly, the TdB is less linked to rewards, while the BSC stresses the
importance of linking performance measures with the reward system
coherently with the idea that in United States anyone who works hard will
be fairly evaluated and remunerated. This is due to the fact that the
TdB does not embrace the concept of individual responsibility to reward
(which is more diffuse in American society and included in its management
tools), while it attributes more importance to managers’ learning during
the implementation process of the system and the supply of sufficient
information for decision making.

2.2. Determinants of Changes in MCSs

As described above, it seems that changes in the competitive environment are
the main factors that highlight limitations in existing accounting informa-
tion and pushed managers and researchers to develop new systems and
measures to support strategy implementation and improve performance
through measurement. In fact, drawing from contingency theory, researchers
have essentially explored external contextual factors, for example, intensity of
market competition and internal contextual factors such as size, CEO
experience, or other structural business variables (Libby & Waterhouse, 1996)
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to understand what stimulates and hampers changes in management systems
in the same way that contingency theory was previously used to explain
differences in the design and use of management accounting systems (Otley,
1980; Govindarajan, 1988; Chapman, 1997; Chenhall, 2003).

This approach is broadened by another important line of research that
links the MCS design to company strategy, where strategy is considered as a
unique internal contextual factor (Simons, 1987; Langfield-Smith, 1997).
The underlying idea is that every firm has its own mission, objectives, and
strategies that imply different informational needs, such that every firm
should adapt management systems to its specific situation. In contrast to the
mainstream contingency approach, no generalization is possible in this case
(Marchini, 1995).

There is also a series of studies that argues that contextual factors
explored by contingency theorists are not sufficient to drive changes in
concrete terms. Such changes materialize if there are also internal drivers
that promote and sustain the introduction of a new managerial systems
such as skilful managers — particularly senior managers who can support a
project or other agents of change who can influence employees from the top
to the shop-floor level.

Belonging to this group are authors like Innes and Mitchell (1990) who
have identified three categories of factors that stimulate management
accounting changes:

e Motivators: general changes in the wider organizational context,
especially regarding competitive market conditions, organizational
structure, production technologies, and product cost structures;

e Catalysts: the more direct reasons for the initiation of change in
management accounting practices such as poor financial performance,
loss of market share, or the launch of challenging products;

® Facilitators: organizational factors contributing to the realization of
change initiatives, such as staff and computing resources linked to the
accounting function, organizational autonomy from the parent company,
and the authority of accountants.

According to Innes and Mitchell, motivators are the factors that drive
the emergence of catalyst factors that actually push managers to consider
change, but facilitators are also necessary since they prepare the firm for
subsequent change initiatives.

More recently, researchers have also linked the adoption of new or
improved MCSs to the presence of PE/VC operators in a company’s equity
(Hellmann & Puri, 2002; Davila & Foster, 2004). Besides contingency
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theory, they use different lines of research to provide explanations of control
intervention applied by PE/VC operators in their target companies,
including information asymmetry and agency cost theory. Most of these
studies have actually adopted the agency cost theory of Jensen and Meckling
(1976), which describes the relationship between PE/VC operators and
managers of the target company as a principal-agent situation.

Considering that a PE/VC investor’s arrival can imply a substantial change
in a company’s governance, strategies, and structure with the definition of
new challenging growth targets (it creates motivations and accelerators to
change), it is not unusual that it can emerge the need to establish a new
control system whose goal is to both control and align individual goals to
company objectives and reduce or prevent managers’ moral hazard (Jensen &
Meckling, 1976). At the same time, the institutional investor can also
contribute to the realization of the new management system providing
financial resources and managerial competences (facilitators). Investment
funds are not only providers of capital, they increasingly tend to play a
partnership role (Sapienza, Manigart, & Vermeir, 1996; Wright & Burrows,
2008), which bring a broader package of professionalization benefits (over
and above financing) to the acquired companies (Hellmann & Puri, 2002).

Another important consideration is that studies on changes in MCSs have
always considered company’s top managers as the main actors of any type
of evolution in management systems. Top managers usually first identify the
need for change, then they plan, organize, and oversee the change as they
are the principal subjects interested in creating tools for improving company
performance. However, primary stockholders can also identify the need
for and guide the promotion of the adoption of new MCSs since their
proprietorship status allows them to sit in the Board of Directors — or at
least to nominate some top managers and define their responsibilities. This
is especially true for PE stockholders that have a significant professional
experience in doing business and recognizing changes needed.

From this point of view, the acquisition of a company’s equity stake by an
institutional investor could represent a significant moment in which to
reconsider management systems as this subject modifies the existing context,
can operate as a protagonist of change, and can also facilitate the change
within the MCS.

Interestingly, much empirical research demonstrates that there is always a
positive impact of PE/VC operators on the MCS. They usually produce
enhancements in accounting information systems, an increase in the quality
of information provided, a more efficient budget preparation process, higher
participation among all employees, and an intensification of formal controls
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(Jones, 1992; Mitchell, Reid, & Terry, 1997; Ciambotti, Aureli, & Salvatori,
2009). Moreover, PE/VC presence has been significantly associated with
high growth rates in both start-ups and established companies (Davila,
Foster, & Gupta, 2003; Davila & Foster, 2004). Considering that control
systems are critical for providing executives with relevant and timely data to
use in their managerial decision making, we may assume that an improve-
ment in MCSs will presumably lead to better decision making and company
performance.

3. METHODOLOGY

Assuming that changes in MCSs are related to substantial modification
in a company’s environment and/or internal organization — as suggested
by contingency theory — this study proposes that PE/VC operators can
represent a relevant driver of change. Instead of describing how frequently
this event occurs, we believe it is more important to clarify the deeper causes
behind it as well as its consequences. For this reason, we decided to conduct
an exploratory research useful to capture the details of the phenomenon.
As a consequence, the results of this study are exploratory and are not to be
interpreted as the only possible answer to the research question.

The primary methodology used is the case study research approach.
In particular, we have identified and chosen to analyze a single case
regarding the implementation of the TdB in an Italian shipyard following
the suggestions of Dyer and Wilkins (1991). The case study is both
illustrative and explorative (Ryan, Scapens, & Theobald, 2002). Despite its
limitations, case study research should not be undervalued since it is also
possible to build theories from case studies (Mintzberg, 1979; Yin, 1981;
Eisenhardt, 1989). In our case, we found this approach very useful. First, it
illustrates the concrete adoption of the TdB. Second, it allowed us to explore
and understand which variables drive the adoption of innovative manage-
ment tools and how they act within organizations.

Cited literature on MCS indicates that contingency factors are strongly
associated with variation in the design of these systems (Chapman, 1997,
Langfield-Smith, 1997), but studies do not explain how firms identify the
need to adopt a new MCS. Through the reconstruction of transformations
in the examined company, it will be possible to identify who requested the
specific control tool and for what reasons, bearing in mind the specific
industrial context and changes in the company’s strategy that the PE
operator introduced during the investment period.
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Three types of data were collected for this study: interviews, company
data, and public information in the yacht industry. Most of these data were
gathered over a two-year period between October 2006 and December 2008.
The period of observation covers a decade, from 1998 to 2008.

Research was mainly conducted through personal interviews with
executives, including top- and medium-level managers. Interviews were
preferred over questionnaires since they offer more flexibility, completeness,
spontaneity and there is certainty of response origin, although they are more
expensive, and require more time and additional effort in the response
codification phase. Interviews focused on managers’ experiences with
the implementation of the TdB in order to reconstruct the history of its
development. Moreover, interviews were also used to understand better the
competitive context and confirm the strategy stated in company documents.

Since the company’s history is observed through managers’ eyes, we are
aware that collected information is subjective. This technique, however,
allows us to identify which factors and conditions are really relevant for the
interviewees and avoids suggesting answers that otherwise would not be
given (as would be the case in a questionnaire), potentially leading to
distortions (Zammuner, 1998).

Finally, during the period cited we collected public information related to
the company and its financial investor in order to match the company’s
development trend with the phases of early design stage, the roll out, and the
ordinary running of the control system.

4. CASE STUDY DESCRIPTION
4.1. A Brief Overview of the Yacht Industry

In this paper, we observe the introduction and use of a new MCS devoted to
performance measurement at a single company, which operates in the ship-
building industry. Before describing the company it is necessary to provide
some key information about this peculiar industry. It has a global dimension
while at the same time is very highly fragmented (there are more than 6,000
shipyards around the world).

Yacht building is actually a very complex and long-term activity that
usually involves many different players and suppliers, whose clients are
spread all over the world. The market is usually divided into sailing and
motorboats, the latter representing about two-third of the total units
produced. Moreover, the industry can be segmented according to boat type



Performance Measurement and Management Control Systems 93

(fly-bridge, open yacht, sport fisherman, lobster boat, and runabout) and
according to boat’s length (the main distinction is between megayachts and
yachts whose length is less than 24 m).

Over the last decade, two important market changes have occurred in this
industry: the emergence of new clusters of high net-worth individuals (e.g.,
from Russia and other New Developing Countries) and the introduction of
new financial instruments (as financial leasing in 2001), which have both
increased yacht demand (Ucina, 2006). Italian shipyards that have exploited
these opportunities have registered very high performance growth rates.
Between 2000 and 2007, the national yacht industry’s total turnover tripled
and Italian shipyards have become leaders in Europe. Global statistics
indicate that Italy is the second yacht producer after the United States in
terms of total turnover and number of employees (Ucina, 2007).

In the same period, however, Italian shipyards also faced different
challenges. These stem from growing international competition and relevant
changes in consumer needs and behaviors, who have begun to require more
and more sophisticated, exclusive, and complex products. As demonstrated in
different empirical studies (Cherubini & Nastasi, 2005, 2006; Tracogna, 2007;
Fortezza, 2008) and confirmed by interviewed managers, customers ask for
high levels of innovation and quality and their preferences are progressively
driven by intangible aspects. These changes in consumer models have
emphasized that firms need to focus more on clients’ needs and have to
improve their learning and innovation capacity. This means that traditional
functional structures are no longer appropriate: companies should maximize
their ability to respond to customer needs (e.g., by adopting a divisional
structure), organize themselves around processes, and place a greater emphasis
on product quality. In addition to this, firms have to invest more in knowledge
and information technologies, which can contribute to product advances and
efficiently and effectively support the development of innovative solutions.

At the same time, stronger international competition and increasing
product complexity have pushed firms to resort to and cooperate with
external partnerships more frequently (yacht building has become so
complex that it requires the involvement of other firms specialized in
painting, coachwork, resin treatment, or in the manufacturing of
components such as engines, wood furniture, and electric parts). Thus,
the Italian nautical industry has transformed into a networked system
of small- and medium-sized enterprises, specialized in different phases of
the production process, linked with each other and often led by a larger firm
recurring to external partners to maintain flexibility and to access external
knowledge (Fortezza, 2008).
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In synthesis, it seems that while the general socioeconomic context and
the political scenario have remained unchanged, new competitive rules
have appeared so that today company competitiveness depends mainly on
product innovation, quality, and efficient and effective management of the
value chain processes that contribute to satisfy client needs.

4.2. Ferretti and the Entrance of a Private Equity Fund

Among Italian shipyards, there are two important groups which lead
the national and international yacht market: Azimut-Benetti and the
Ferretti Group. In this paper, we will analyze the Ferretti Group, which is
recognized as one of the first four world players in the design, production,
and marketing of luxury motoryachts from 7 up to 85m.

Although it registered a total turnover of 901 million euros at the end of
2008 and it counts more than 3,000 employees, 9 different brands/business
units, 25 production sites, and an international network of approximately
85 distributors, its origins are quite humble. In fact, Ferretti was born in 1968
as a small family firm specialized in selling small motor sailers. The company
began to grow in the mid-1980s when the founder Norberto Ferretti decided
to shift the company’s focus to the production of motorboats measuring up
to 25m and began to participate in offshore competitions, which made the
name Ferretti famous and allowed some sales abroad.

Its most significant development dates back to 1998 when the PE fund
Permira (ex Schroder Ventures) acquired 66% of the company’s capital and
launched a process of expansion to be achieved through internal develop-
ment and a series of acquisitions that allowed the company to enlarge its
product range both in terms of length and typology.® From 1998 to 2004,
Ferretti added eight other brands (Custom Line, Bertram, Pershing,
CRN, Riva, Apreamare, MochiCraft, Itama) to its historical brand
Ferretti, all corresponding to as many business units. In addition to this,
new production sites have been constructed and other service companies
(manufacturers of fiberglass and interior components) have been acquired.

The entrance of this institutional investor was the result of the encounter
of two different interests. On one hand, the PE operator Permira realized at
the end of 1990s that it might be very profitable to invest in a sector with
a high growth potential such as the nautical sector,® where elevated
fragmentation of the supply and international reputation of Italian yachts
offered an opportunity to create a large nautical pole with a global
leadership position. Moreover, Ferretti represented the perfect opportunity
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since it had good earnings, a growing turnover, a strong tradition, and
expertize in yacht building as well as excellent technical capabilities derived
from technological research carried out for sports competitions.

On the other hand, in the same period Ferretti found itself at the
crossroads: either the company would remain a small family firm or it would
open its property to external investors to obtain the financial resources
necessary to develop. Specifically, Ferretti could undertake a strategy of
strong internationalization or it could enlarge its product range. Whatever
the case, both alternatives required consistent and enduring financial
support, so founder Norberto Ferretti decided to reimburse other family
members and find a strong financial partner with international experience.

Many strategic initiatives took place in the company over the years
following the signing of the deal. First, new corporate governance rules were
introduced so that the family’s interests and priorities were definitely
separated from the company’s life and a key role was given to the Board of
Directors — where investor representatives sit (together with the founder).

Most importantly, a new general strategy of development was defined.
Both the company management (including the founder) and the staff of the
institutional investor cooperated to extend the company’s presence all over
the world by establishing an international strategic network of dealers and
to pursue a strategy of expansion through the well-targeted acquisition of
firms producing top of the range motoryachts belonging to complementary
market segments.” In this case, Permira was not a mere supplier of financial
resources as it opened its international network of business relationships,
which facilitated opportunity identification and allowed Ferretti to be
supported by most expert consulting companies during its acquisitions
(while bridging the company’s weakness in exploiting opportunities of
international markets).

Second, the new investor proposed to reinforce the company’s compe-
titive strategy of differentiation based on quality and technological
innovation while focusing on niche markets (high segment of different
types of luxury motoryachts). Since Ferretti had paid modest attention to
research and development in comparison to its international competitors,
Permira promoted a strong investment effort (up to 50 million euros per
year) to find innovative solutions and support advances in employees’
competences. This is demonstrated by the creation of a specialized team
currently of approximately 90 professionals within the Ferretti Group
named the Advanced Yacht Technology (AYT) Engineering division
and the creation of the Ferretti Lab. The first is dedicated to the research
of new technologies and design solutions, being in charge of planning
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and integrating highly innovative solutions.® The lab center is concerned
with the study of new materials through precise testing and is active in
guaranteeing the greatest possible standards of quality. With the same goal,
the company’s managers were periodically enrolled in training courses and a
master program in business administration.

In addition to this, the investment fund sponsored the introduction of new
approaches and techniques to manufacturing such as total quality manage-
ment (TQM), materials requirements planning (MRP), and manufacturing
resources planning (MRP II), which all aimed to provide on-time delivery
of a quality product to customers and introduce industrial production
efficiency without eliminating the artisanal work carried out during the
various stages of production — thus guaranteeing exclusive details.

Last but not least, PE also cooperated to fill a gap in managerial
competences by attracting and recruiting top- and medium-level managers
(also from other industrial sectors) to gain experienced professionals who
could handle increasing complexity, company development, and its inter-
nationalization process. Functional organization was abandoned for an
organizational structure articulated into business units, where each brand
could focus better on its own products and market segments while benefiting
from the company’s centralized purchasing and other group synergies. As
well, new information systems and management control tools were deployed.

Thanks to these changes, in just three years the company expanded
significantly and evolved from a small-medium-sized firm (as it was prior
the entrance of the PE fund) to a large group. Employees grew from about
220 units in 1997 to 1,100 units in 2000, the company’s turnover quadrupled
(from 47 to 188 million euros) and the number of yachts sold doubled in the
same period.

At the end of year 2000, the company was admitted into the Italian stock
exchange. However, just two years later, the institutional investor still
present among shareholders decided to launch a Voluntary Public Tender
Offer together with the company’s management team to acquire the entire
share of capital of the company. Delisting seemed the best solution for
exploiting Ferretti’s further potential for growth, which the financial market
did not recognize. This was actually a winning decision. The group realized a
further expansion through acquisitions and a precise strategic international
plan over the following years. Moreover, delisting did not halt the growth
trend. From 2003, the number of employees went on rising (15.5% per year
on average) to the current 3,000 units, while turnover recorded an increase of
about 20% per year. Similarly, the number of boats sold increased steadily
from 2003 to 2007 by 18% per year on average — peaking in 2004.
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4.3. The Deployment of the Tableau de Bord

Like many small Italian family firms (Marasca & Silvi, 2004), Ferretti has
been regularly managed with informal mechanisms and controlled through
the exclusive use of accounting data reported in annual financial statements
(the balance sheet and the income statement) and annual budgets of sales and
production. These documents immediately demonstrated their inadequacy
upon the arrival of the PE fund. While preexistent Ferretti management
placed great emphasis on economic aspects such as boats’ contribution
margins and firm earnings to monitor organizational performance, the
institutional investor’s informational needs were more concerned with
financial aspects and variation of the company’s assets. Moreover, informa-
tion had to be provided more frequently and in a more timely fashion.

This brought about in 1998 an initial review of accounting documents
prepared by the administrative department and transmitted to the group’s
Board of Directors. Special attention was dedicated to writing the balance
sheet, which conformed to a reporting package containing balance sheet
details on variations in company’s intangible assets, property plant and
equipments, inventory (in particular on work in process on order), current
receivables and payables, debts and loans from banks, and shareholder equity.
Data reported actual amounts, budget, revised budget (forecast), and the
previous year in order to evaluate variances both in absolute and percentage
terms. As well, three key business indicators derived from annual accounts had
to be provided to the Board of Directors: net financial debt, amount of capital
expenditures, and ebitda. Information had to be provided initially at quarterly
intervals and then on a monthly basis in coherence with the short-term view
that characterizes investment funds (according to managers interviewed).

This information received particular attention because it strongly
influences a company’s value estimation (which influences the return of
investment of a PE fund) and its ability to produce cash to pursue growth
objectives. Moreover, they are fundamental to planning and controlling
financial sustainability in this particular industry that requires high exposure
to financial debts because of significant time lag between payments for
operational expenses and the collection of credits.

Such enhancements in the reporting practice were possible, thanks to the
employment of additional personnel (e.g., controllers and financial
managers) and close cooperation between Permira’s staff and company
managers. The latter welcomed the new reporting package since they felt
that it could help them to cope better with the uncertainty that characterizes
the shipyard industry.
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In 2000, when the company reached the dimensions of a large global
enterprise and a huge quantity of data had to be managed (almost all new
brands had been already acquired and each of them still maintained their
own information systems), new informational needs were identified. The
institutional investor (through its representatives in the Board of Directors)
began to ask for a clearer and synthetic view of global company performance
(at that time there was too much emphasis on business unit performance,
lacking an overall picture of the system) and homogeneous and comparable
data among business units. At the same time, since business units and their
managers benefited from significant decisional autonomy in order to respond
better to customer demand, it became fundamentally important for the
Board of Directors to ensure that deliberate strategy would be translated into
coherent actions by managers at the local level while also providing them
with a tool that could facilitate understanding of cause—effect relationships
among variables and processes that influence the achievement of the
company’s development goals. Last but not least, the investor was convinced
that a greater formalization of management activities had become vital for
future company growth since foreseen quotation and greater complexity had
revealed that many informal reporting practices (like meetings) turned out to
be inadequate, ineffective, and too costly.

This convinced the PE fund to recur to a globally known consulting
company that proposed the introduction of the TdB in addition to existing
financial statements as it could answer both cited needs of information
reporting and personnel control. In particular, consultants argued that TdB
was the most suited instrument because it could potentially:

e provide a company overview to the Board of Directors through few key
parameters;

e be deployed at corporate, business unit, and functional levels (usually
there are as many tableaux de bord as business units and hierarchical
levels) so that local managers can also benefit from local indicators to
improve their decision making;

e highlight links between company goals and business unit objectives (each
document has to be integrated with the others in a nested structure) and
relationships between objectives and casual factors expressed through
parameters at the local level;

e influence managers’ behavior especially if related to the reward system;

e encompass non-financial measures (e.g., regarding customer satisfaction,
innovation, and human resources that represent the most important factors
for company performance in the actual competitive environment), which
give better information on cause—effect relationships than financial measures.
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Fig. 1. Logic and Phases of the Reporting Project in Ferretti Group.

Thus, the TdB was proposed for both corporate and business unit levels.
Its setup (see Fig. 1) first required the Board of Directors to assert the
company’s mission and objectives and identify KSFs related these
objectives. Second, performance indicators were identified to measure KSFs
and the achievement of different goals. Next, the process was applied
throughout hierarchical levels with the specification of business unit
objectives, KSFs, and relative performance indicators, which all had to be
coherent and logically related to corporate goals and measures. In 2001,
at the end of this process, TdB appeared to be a bulky report including
(both at corporate and business unit level) a financial area of analysis and
the monitoring of five other operational areas: marketing and sales,
manufacturing, engineering, human resources, and general services with
key performance indicators (KPIs) for different hierarchical levels.

Since this was a complex system necessitating strong IT support in
collecting, processing, and integrating data, the Board of Directors decided
to revise the existing enterprise resource planning system and launched a
changeover from Proj (AS400) to SAP for all Ferretti Group brands (which
actually became effective only in 2003). Moreover, the Board of Directors
planned to link the TdB to a new reward system, which introduced incentives
and a partially variable salary for top- and medium-level managers.

Interestingly, Ferretti’s mission was “translated’ into a series of financial
objectives and related key factors that characterize themselves for
influencing the company’s value generation process (whose performance is
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usually expressed through financial parameters such as economic value
added or EVA). This implied that great attention was dedicated to the
development of the TdB’s financial area (see Fig. 2). As demonstrated by
the concurrent introduction of the cash flow statement in addition to
the balance sheet and the income statement, good financial performances
were considered as critical since they represent the fundamental condition
(in terms of liquidity and future viability) for allowing the company to
pursue its expansion strategy and to invest in innovation, quality, personnel,
and manufacturing efficiency (its most important competitive factors).

So, the TdB’s financial area was structured to provide the Board of
Directors with detailed information on four financial KPIs that were also
linked to the reward system in order to develop more sensitivity to financial
aspects and the cost of capital in company’s organization:

e net increase or decrease in cash (end value resulting from the cash flow
statement);

e cconomic value added or EVA (net ebit—capital charge);’

e net financial position (cash and cash equivalents 4 short- and medium-
term financial assets—short- and medium-term financial liabilities);

e coverage (ebit/financial interests).

Unfortunately, its first experimental deployment in selected business units
proved to be quite complicated. Managers found the editing of many different
reports explaining the construction process, the composition, and variances of
financial indicators (tables, graphs, and tree diagrams required significant
managerial time) very demanding. Most of them were considered redundant
to accounting data. Moreover, some KPIs were not fully understood.®

In addition to this, not all business unit managers were comfortable with
the selected operational areas of analysis since they did not fully reflect key
issues of the yacht industry. Managers also did not consider it rational to
include some non-financial measures of marketing, research, or human
resources in the TdB. As interviewed managers state, they recognize that the
increasing role played by intangible resources as well as the adoption of
TQM and JIT techniques contributed to the idea that it was insufficient to
rely only on accounting data to predict organization’s ability to survive and
develop; however, they found that there were many qualitative variables
that could not be meaningfully related to company’s financial performance.
Thus, another simpler version of the TdB was implemented in 2003 after a
deep confrontation among PE representatives and company’s managers and
with the active contribution of business unit managers.



101

Performance Measurement and Management Control Systems

"901], UONBAID-AMN[BA SImu) ssoursng ® jo odwexy 7 "Suf

feloueuld
[eusreN +—
feuareWW| —
[eyden
Bujiop
S)UBWISaAU| 1PY10 maN obelany
[ I ]
[
10108} X abelany (%)
fenuuy uip DOVM
abreyd
[exded

S1s00 |
198110
Xe] n
sajes  —
[1IMPO09D [
v®9S || S1S092 uibrep
jelol 10241pU| uonnquIuod
lig3 LU

uoljeald anjea




102 SELENA AURELI

Today, in Ferretti Group the TdB is conceived primarily as a tool to
monitor business results, help managers in decision making, and a way
to reinforce company’s goals throughout the organization’s ranks as it
translates into quantifiable indicators.

Its focus is primarily — but not exclusively — on financial measures. The
most important KPIs are:

products’ contribution margins

ebitda

net working capital

capex (mainly referred to plugs, moulds, and machinery)
net financial position.

The report also includes quantitative and statistical data regarding the
sales area, manufacturing and purchasing, and the human resources area,
which have a strong financial impact on value creation. For example,
indicators of sales orders (for the current and the two following years) and
indicators of production coverage sorted by boat type (advances in
production compared to the current budget and the existing long-term
production plan) are fundamental to anticipating payment flows and the
company’s inventory level before they go beyond an acceptable level.
Similarly, it is crucial to know the number of boats shipped and the amount
of stock at dealers (both new and old boats) in order to check sales and
production plans. Also important is the analysis and classification of
purchases made by different company areas since they are useful for
anticipating outflows and providing information to adjust future payment
terms with suppliers, while human resource indicators regarding both
production-floor workers, office workers and managers provide information
on worked hours, number and cost of people involved in every boat, which
are useful for the calculation of a product’s contribution margin.

As interviewed managers stated, strong support in the editing process
came from the simultancous adoption of the integrated computer system
SAP, which can also provide additional secondary and detailed information
on non-financial data if necessary.

Then, as planned, managerial performance (primarily concerning CEOs,
CFOs, COs, directors of marketing and sales) is now evaluated on the basis
of KPIs. There is an initial definition of targets to be reached and then
the monitoring of levels achieved at the business unit level as well as the
individual level. When targets represent individual responsibilities they
are accurately chosen in coherence with business unit objectives. Incentive
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payments (stock options and/or bonuses) represent the most motivating
instruments, but the opportunity of a faster carrier path is also important.

It is interesting to note that interviewees do not think of the current TdB as
simply a management-by-exception control tool because it is discussed in all
its parts at regular monthly meetings where both operating managers and
their business unit superiors participate. It is used to prepare budget forecasts
and it serves as research agenda for quarterly meetings with corporate top
management and the institutional investor. It does not manage only
unfavorable variances but all the data and it involves frequent and regular
attention and confrontation among managers, peers, and subordinates who
can learn and share the same language (it is a form of interactive control as
described by Epstein and Manzoni with reference to the BSC).

Unfortunately, it is difficult to claim that described changes in the MCS are
correlated to company performance and its growth trend. In fact, both during
the years dedicated to finding the appropriate control system and after the
deployment of the final TdB, company data indicate that the organiza-
tion went on growing on a regular basis. Ferretti has always registered
excellent short-term financial performance but also good potential for longer-
term performance as demonstrated by its ability to attract resources critical for
innovative activity like capital, research partners, and commercial partners.

Only two very small discontinuities in Ferretti’s development trend have
been recorded — a minor decrease in the company’s growth rate (about
4 percentage points less in turnover and employees’ average growth rate)
registered in 2003 and a rebound in company performance in 2004 that
recovered and exceeded performance levels precedent to the reduction.
However, they cannot be easily related to the introduction of a new MCS as
the delisting in 2002 could also have generated an ambiguous signal to
potential customers probably causing a decrease in the company’s order
book. A real and unexpected halt in Ferretti’s growth came only at the end
of year 2008 with the worldwide financial and economic crisis.

5. DISCUSSION OF RESULTS
5.1. Variables Explaining Change in MCS

From the history here described through managers’ perceptions and
memories, it emerges that a PE operator may be a key motivator for the
introduction of additional and innovative control systems in acquired
companies. This change is related to the particular situation — expressed in
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terms of new strategies and a different organizational structure — that arose
after its arrival and that has its main supporter in the institutional investor.

Both cited contextual factors are relevant in this case. While a modifi-
cation in company strategic directions in 1998 did not cause a “revolution”
but just some small adjustments in the existing accounting management
system, the real innovation occurred with the concurrent increase in the
organization’s complexity in 2000. The introduction of TdB appears to be
linked with two important influencing circumstances — the formulation of
new strategic directions defined coherently in relation to actual changes in
the competitive environment (new consumer behaviors and higher intensity
of market competition) and an increase in company dimensions and
decentralization (related to the creation of different business units) with the
subsequent necessity to control better the implementation of deliberated
strategies and manage organizational complexity (see Fig. 3). In fact, the
proposed new control system had the dual aim of:

e monitoring the achievement of economic and financial objectives linked
to the company’s development strategy also through the alignment of
employee behavior with company’s goals,

e providing the target firm with managerial instruments important for the
direction and functioning of a growing organization where huge
information flows need to be gathered and selected for decision making.

Adjustments and innovations in the MCS clearly express the willingness
of this particular type of investor and did not arise from modifications in
information needs of previous company managers, nor from other external
actors such as customers. This is demonstrated by the fact that no particular
improvements in existing management systems were carried out autono-
mously before the arrival of PE, although some previous changes in the
competitive environment had already highlighted limitations in traditional
accounting systems. The introduction of an integrated system such as the
TdB represents such a significant investment that Norberto Ferretti
probably would not have undertaken it prior to PE’s arrival. As a small
family firm, Ferretti lacked the financial resources, the time to dedicate to
the process, and its staff did not have the appropriate mentality. Similarly,
output information produced by the new MCS also exactly reflects
investor’s needs. Since value creation represents the most important goal
of a PE investor, it is quite obvious that the financial area of analysis was
more developed than others.

The role of company managers, however, has proven to be fundamental
in the deployment process of the new reporting tool. In fact, even if the
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CONTIGENCY FACTORS

External changes

MARKET OPPORTUNITIESand THREATS

o Growing number of international clients

* New financial instruments increasing clients’ purchasing power
o Higher international competition

o New client needs and behaviours

GENERAL SOCIO-ECONOMIC and POLITICAL CONTEXT unchanged

Ll

Internal changes

STRATEGIES

o Development (of product range) through external lines

o Strong internationalization through a dealer network

o Product differentiation (quality, innovation) and focus on niche markets
o Improvement of industrial production efficiency
ORGANIZATIONAL STRUCTURE

o Creation of different business units/brands

e More decentralisation

e Increase of size and complexity

o New governance rules

L1

NEW INFORMATION NEEDS of PE and company managers
&
NEW MANAGEMENT CONTROL SYSTEMS

Facilitators
RESOURCES provided by the PE:
o financial resources
* managerial competences
o new information systems
® new personnel
UNITY OF BOARD OF DIRECTORS
SUPPORT OF COMPANY MANAGERS

Fig. 3. The Role of the Private Equity (PE) Fund in Generating Change.

knowledge necessary for designing the MCS did not come from existing
managers but from outside subjects (the consulting company), they were
critical for the adjustment of the TdB to the company’s characteristics and
its successful deployment.
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As the case study demonstrates, managers can seriously hinder the
deployment of a new MCS, but at the same time they can also act as key
facilitators. In its first version, the TdB encountered resistance due to
ignorance, to the creation of excessive managerial workload, and to the fact
that EVA and the underlying financial logic was not part of existing
managers’ language. On the other hand, the second reformulation of the
TdB was facilitated by managerial support and has improved, thanks to
their suggestions provided after a process of trial and error.

In all phases, managerial support for the system demonstrated to be
important (usually revealed by close cooperation between Permira staff
and the company’s manager). As suggested by Innes and Mitchell (1990),
company managers represent the organizational factor that significantly
contributed to the implementation of change initiatives (like the availability
of an advanced information system as SAP).

In addition to this, two other important factors have also contributed to this
successful change. First, the fund has allocated sufficient resources (money,
fund managers’ time, external consultancy support) to design and implement
the system. Second, the Board of Directors (including its founder) was
unanimously oriented toward the company’s growth and value creation goals.

As theorized in previous research, in this case general changes in the
competitive environment such as hyper and global competition, customer
demand for quality, exclusive products, and innovative solutions are related
to changes in the MCS — although indirectly. They are included in variations
occurred in company’s strategic directions. The Board of Directors has
taken into account threats and opportunities emergent in the external
environment (along with company’s strengths and weaknesses) in defining:
a development strategy based on internationalization, an enlargement
of product range through external acquisitions, a competitive strategy
based on quality and technological innovation, and modifications in the
manufacturing area as well as in the organizational structure.

5.2. Characteristics and Appropriateness of the Tableau
de Bord Implemented in Ferretti Group

The TdB adopted in the Ferretti Group is similar to that prescribed by
academic researchers since it operates as a reporting tool for both corporate
and business unit managers, but it also acts as an instrument to align all
employee objectives with corporate goals (linking operations with the
strategic dimension and defining performance indicators at corporate,
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business unit, and individual levels) influenced by the investor’s interest in
obtaining satisfactory returns from this investment. Moreover, findings
are consistent with mainstream literature that highlights the usefulness of
this type of managerial tool for managers’ learning and decision making:
the TdB illustrates the causal analysis of performance and educates
managers’ reasoning regarding the financial consequences of their day-to-
day actions.

Similar functions are also attributed to BSC, although the two instru-
ments have some differences (see Section 2.1). Consequently, we question
whether BSC could have been a better solution or not.

Initially, the choice of the TdB appears to have been better in this
particular case, since it is not a single document applied equally to the entire
company (as is the BSC). It contributes to preserve the business unit
autonomy necessary to address effectively the different market segments in
which Ferretti’s brands operate. In fact, the TdB allows each business unit
to define different objectives and success factors so that they can better cope
with different local issues while respecting the overall group strategy.
Moreover, the areas and analytical indicators structured in the TdB
can be adapted to specific company and business unit needs, while BSC,
with its structured set of four types of indicators, may seem too rigid to the
company’s managers and thus provoke resistance.

As already reported in other studies (Epstein & Manzoni, 1998), the
actual structure of Ferretti’s TdB, however, tends to overemphasize
financial measures compared to qualitative and quantitative data. Account-
ing data do not take a secondary role, as stated by Lebas (1996). As well,
some important variables are missing. For example, there are no indicators
regarding supplier quality, satisfaction, or forms of cooperation with
external subjects — even if this industry is transforming into a networked
system of firms.” On one hand, this means that this company does not
fully benefit from a better understanding of non-financial factors that can
better predict future financial performances and drive day-to-day actions.
On the other hand, a less-detailed list of non-financial indicators can
preserve openness and space in which managers can operate, while still
steering the company toward growth.

One possibly dangerous consequence of this financial focus is that the
system may encourage too much short-term thinking since today high cash
flows and earnings (for which managers are rewarded) often mean fewer
investments for the future even if these investments are in the interest of the
company. Nevertheless, including capex among the most important KPIs
can contribute to reducing this peril.
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This shows that the TdB contains indicators (and also objectives) that are
somehow in conflict. While looking to maximize the firm’s cash flow,
managers are also pushed to foster investments in learning and innovation.
As explained in the literature on TdB (Nerreklit, 2000), this is probably due
to the fact that this instrument offers no predefined linear link among
areas of measurement (as does the BSC) and that circular reasoning is more
diffused. According to Ferretti’s managers, even if it is true that intense
learning and innovation efforts contribute to more efficient processes,
satisfied customers and better financial performance, it is as much true that
development processes depend on financial results. Unsatisfactory financial
results can limit the provision of capital necessary to invest in research for
innovative solutions.

Lastly, here the TdB is strictly linked to rewards and performances
evaluated at corporate, business unit and individual levels. This makes the
implemented TdB very similar to the BSC model whose creators stress the
importance of linking performance measures with the reward system.

According to Merchant’s (1998) classification of control mechanisms,
Ferretti’s TdB is used as result control, which influences individuals
by measuring the result of their actions. At the same time, the TdB also
functions as a personnel control mechanism since its deployment process
and its periodical review at company’s meetings contribute to align personal
objectives with those of the organization. Monthly discussions of the TdB
represent an occasion in which to reinforce the communication of company
objectives and continuous dialog among corporate managers, brand
managers, and subordinates and in the final analysis influence employees’
behavior in the intended direction.

6. CONCLUSIONS

Conscious that this case study cannot lead to general indications, it attempts
to provide some advances in the literature regarding changes in MCSs.
First, it highlights the role of PE/VC investors in defining MCSs, which
have not been deeply analyzed in previous studies on MCS change. What we
see is that this type of investor can impose/suggest only some adjustments
to existing information systems (as in the first phase) or it can contribute
to modifying acquired companies’ managerial systems significantly (as
occurred with the implementation of TdB). In any case, MCS change is
strongly related to contingency factors generated by the PE investor to some
extent. Second, it suggests that the management staff is one of the most
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critical actors in influencing the introduction of a new MCS. Top as well as
lower-level managers can be process facilitators or can hinder, delay, or even
prevent the change.

Lastly, it confirms that PE/VC operators, although still having an
intrinsically speculative approach to their investments, can contribute to a
firm’s development. The TdB was not only introduced for control purposes
because this instrument also helps the acquired company to manage better
growing organizational systems where huge information flows need to be
gathered and selected for decision making. Moreover, the PE fund has
provided access to research and commercial partners, contributed to the
improvement of financial and managerial competences among employees
and to an increase in short- and long-term performances that otherwise a
small family company could not have obtained. In other words, this study
provides a virtuous example of the investor—investee company relationship
that would be of interest to both PE/VC operators and organizations
searching for financial and managerial support for development.

An important implication of this study is that future research on PE/VC
impact on business systems should also take into account these presumably
positive contributions to investee companies. Besides financial and
quantitative evaluations (investment funds can create or destroy value), it
is worthwhile to analyze qualitative aspects of PE/VC intervention such as
possible improvements in management systems and organizational culture
as well as possible deteriorations in organizational climate and company
stability due to excessive use of leverage. Thus, a more comprehensive
evaluation should consider, on one side, company’s capabilities upgrading
and benefits deriving from the establishment of a performance culture and,
on the other side, the risks associated with a strong speculative approach of
some investors. In this way, it is possible to understand what remains after
the exit of PE/VC operators and to what extent companies are prepared to
stand alone in today’s highly competitive environment.

One important limitation of this study is that results are related to the
analysis of a single case study. Thus, it represents a starting point for further
research in other industries and countries. Moreover, this study cannot lead
to general conclusions because the behavior of professional investors may be
very different. For example, venture capitalists usually have fewer resources
to dedicate to their target companies compared to PE funds, although they
are more long-term oriented, which translates the costs for management
system implementation into investments.

In addition to this, the study does not precisely address how the
implementation of a new MCS has affected company’s performance. We
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know that some previous research studies have found a positive correlation
between performance and adoption of similar control management tools
(Hoque & James, 2000; Davis & Albright, 2004), while others have not
(Ittner, Larcker, & Meyer, 2003). In this case, PE/VC funding has had
a definite and positive impact on target company growth, it is difficult,
however, to state that this performance is strictly correlated to improvements
in the management information system. Performance could also depend on
other factors such as a more robust international strategy or an increase in
the specific segment of the yacht market in which Ferretti Group operates.

Further research should focus on the creation and testing of a logical
model devoted to analyzing the influence of different possible internal and
external explanatory variables on company performance.

NOTES

1. According to the Italian Private Equity Monitor, until the year 2005 target
companies with a turnover lower than 30 million euros were the “absolute leaders.”
Also in 2008 small- and medium-sized enterprises with less than 250 employees and a
turnover lower than 50 million euros represent the primary category of actors: they
are involved in about 70% of total deals.

2. Similarly, academic research in Italy has begun to emphasize the importance
of non-financial performance measurements to manage modern companies
also with reference to small- and medium-sized firms. For a review of the literature
see Amigoni and Miolo Vitali (2003), Corsi (2006), and Garengo and Biazzo
(2005).

3. To date the body of shareholders is formed as follows: 50.2% Candover Fund,
10.7% Permira Fund, 39.1% shared between Norberto Ferretti (Group Chairman)
and the group management team because in January 2007, Permira sold to Candover
its majority stake of the Group through a secondary buy-out operation.

4. For example, figures demonstrate that the value of yacht production in Italy
has grown of 16% from 2005 to 2006 (Ucina, 2006). The interest of PE funds in the
nautical sector is also demonstrated by other financial operations occurring in Italy
over the last years — for example, Cantieri del Pardo is controlled by The Rhone
Capital, Cantieri di Pisa is held by Dresdner Kleinwort Benson, Cantieri Candos was
acquired by Balmoral Capital and Franchini Yachts is partially owned by Pentar.

5. Product range enlargement represents a crucial strategy since it is an important
driver for attracting and retaining clients who can find all types of boats they need
within the group, from the small, entry-level motoryacht when the customer is a
newcomer to the luxury steel megayacht for the mature customer. This goal also
concerns single business units which are pushed to identify and develop new models
(with different lengths, different materials, engine power, access to guidance, etc.) for
their segment.

6. The fruit of this continuous research and testing is, for example, the anti-rolling
gyro (ARG) system, a technology exclusively developed with Mitsubishi Heavy
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Industries, fundamental in eliminating rolling and guarantees maximum comfort
during cruising. Other important technological achievements are the EasiDock
“Smart Command” that allows maximum manoeuvrability of the boat, and the
NAVIOP integrated management system that, in a single screen, allows to have full
control of the yacht functions.

7. Contrary to the suggestion by Bennett Stewart (1991), in this case the
company’s value creation (also called residual income by some economists) is
calculated as “‘basic”” EVA, without any accounting adjustment.

8. For example, besides differences in managers’ financial competence levels, some
problems in EVA’s comprehension were related to its underlying approach to
calculation. In fact, while EVA is calculated according to an entity (or unlevered)
approach such as after-tax operating profits minus the cost of all capital used to
produce these profits, [talian accounting tradition defines this “‘extra profit” as what
remains after proprietorship has been adequately remunerated — giving preference to
the equity approach.

9. Some key factors that are logically correlated to competitive success, but not
objectively linkable to financial performance (e.g., product defect rate, dealer
satisfaction level, perception of corporate image and brands) are monitored recurring
to other information repositories and documents.
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ABSTRACT

Purpose — This paper aims to explain through a statistical model the link
between innovation and performance. The data taken into consideration
is from Unicredit Group survey for the period 2004-2006 on Italian
manufacturing firms.

Methodology — We consider a broad concept of innovation. investments in
R&D and technology, new processes, new products, innovation in terms of
marketing and organization, investments in training of human resources.
Performance is measured in terms of ROA without considering extra-
ordinary items and taxes, to eliminate exceptional events and fiscal aspects.

Findings — With respect to innovation strategies, we find a weak, but
significant, relationship between ROA and innovation. In addition, the
influence of innovation on ROA does depend on innovation types and
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industry structures. Conversely, the amount of innovation expenditures
does not have an influence on performance.

Limitations — The main limitations of our analysis are represented by the
missing values coming from the financial reporting in short form and by
the consideration of a short time period (the year 2006 ), with reference to
the innovation expenditures and the measurement of performance.

Implications — From a managerial point of view, our model describing the
relationship between innovation drivers and financial performance might
represent a useful tool for managers aiming to introduce or implement
innovation strategies in their organization.

Originality — Innovation is a common topic in econometric studies but not
so much in managerial and accounting literature. The goal of the paper is
to link macro and micro perspectives in a combined framework based on
managerial and financial accounting.

INTRODUCTION

Innovation is not a new concept. It is a common topic in political economy
or econometric studies, yet it is not well addressed in management and
financial accounting literature. In particular, there is a great fragmentation
across the fields of study. In econometrics, the approach generally has a
macro perspective aiming to highlight the impact of innovation on economic
industry, in order to drive government policy and public investments and/or
financing.

Even most of the studies with a micro perspective and a political economy
background provide results showing the impact of innovation on firm
performance or growth with the objective of defining predictable models for
a specific industry or country.

A higher level of homogeneity characterizes the micro perspective
literature with a managerial focus. This stream of studies, typically,
encompasses a strategic management approach with implications in terms
of planning and control systems and redesigning firm business models.

Recent literature has offered a more integrated framework, considering
both strategic aspects and firm profitability in a balanced scorecard perspective
with a cause and effect relationship between leading and lagging indicators.

The measurement of innovation has also generated a lot of fragmentation
according to the different analysis perspectives. The most typical indicators
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used are Research and Development (R&D) expenditures and patents
(OECD, 2002). Nevertheless, the former is just a measure of input, not
considering the productivity and the effort spent in the innovation process,
and the latter is the “official” result of a process of invention and a partial
measure of output, unable to capture other intangible investments in innova-
tion (Mairesse & Mohnen, 2005; Mairesse, Mohnen, & Dagenais, 2006).

In reality, innovation has a broader meaning with reference to both product
and process and it is not only technology-driven, but marketing-driven as well.

With reference to this broader concept of innovation, which embraces
product innovations, process innovations, marketing innovations, and
organizational innovations, according to the indications of the Oslo Manual
(OECD, 2005), this paper aims to contribute to the stream of studies based
on a managerial perspective with the purpose of verifying a possible
relationship between innovation variables and firm performance.

Specifically, we test whether innovation influences performance and
whether this influence depends on innovation typologies — product, process,
organizational product, organizational process — and on the industry
categories identified in Pavitt’s taxonomy (Pavitt, 1984). Therefore, we test
whether the innovation expenditures have an influence on performance
depending on the industry categories.

The goal of the paper is also to create a connection between macro and
micro perspectives, consistently with the data. In fact, the sample we use
comes from a survey conducted at a macro level with the purpose of
depicting the status of Italian manufacturing firms during the period 2004—
2006, with a section dedicated to innovation investments and strategies.

The variables considered in our linear model reflect the broad meaning
of innovation mentioned above, while performance is measured in terms of
the profitability ratios such as return on assets (ROA), one of the typical
firm performance indicators.

Since ordinary least squares do not provide us with a satisfactory fit, due
to heavy tails and asymmetry in the response variable, we replace them with
a more flexible method based on a skew-7 distribution for the error term.

With respect to innovation strategies, we find a weak, but significant,
relationship between ROA and innovation. This implies that the effect of
innovation on ROA is limited and the latter is probably in large part
explained by other variables.

In addition, the influence of innovation on ROA does depend on
innovation types and Pavitt’s taxonomy, implying that industry structures
and different innovation variables interact in determining the sign and
strength of their combined effect.
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Conversely, the amount of innovation expenditures does not have an
influence on performance depending on the industry categories, although we
have some evidence of a positive effect of scaled innovation expenditures for
supplier-dominated firms.

The remaining portion of the paper is structured as follows: the second
section offers a brief overview of the innovation definition; the third section
presents a literature review on innovation; the fourth section develops the
Hypotheses; the fifth section describes the data and the sample selection;
the sixth section presents the model; the seventh section describes the
empirical findings; and the eighth section concludes.

INNOVATION DEFINITION

Considering the huge amount of literature examining innovation from
different perspectives, it is not an easy task to try and define it.

Innovation is often intended as synonymous for R&D, especially in
everyday language. However, literature typically refers to the broader
meaning of the word, which embraces investments in R&D and technology
(Lev, 2001; Lev, Nissim, & Thomas, 2005), new processes, new products,
innovation in terms of marketing and organization, investment in training
of human resources.

The OECD (1991) definition, even if it is referred to technological innova-
tion, captured many of these aspects: “innovation” is an iterative process
initiated by the perception of a new market and/or new service opportunity
for a technology-based invention leading to development, production, and
marketing tasks striving for the commercial success of the invention.

The core definition considers:

1. an iterative process consisting in the introduction of an invention on the
market and a continuous improvement of that innovation;

2. the fact that innovation has to be processed through production and
marketing in order to reach the marketplace, otherwise we can only
speak about invention.

This iterative process implies different degrees of innovation that can be
measured by innovativeness: its degree of newness.

In theoretical literature, the term innovation has been labeled under many
typologies with an evident difficulty in comparing the results of different
research, especially if coming from diverse fields. Although these categories
have similar names, they can be totally different in their substance and vice
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versa. Consequently, the definitions and the framework behind the word
“innovation” cover a wide range of nuances (Boer & During, 2001;
Shavinina, 2003; Fagerberg, Mowery, & Nelson, 2004; Meeus & Edquist,
2006; Maital & Seshadri, 2007; Birkinshaw, Hamel, & Mol, 2008).
Moreover, if we consider the empirical literature about product innovation
(Kotabe & Murray, 1990; Klepper, 1996; Davila, 2000; Fritsch & Meschede,
2001; Kleinknecht & Mohnen, 2002; Bisbe & Otley, 2004; Kumar &
Phrommathed, 2005; Damanpour & Aravind, 2006; Kaufman & Woodhead,
2006; Davila, Foster, & Li, 2009), we can find a sort of disorganization.

Joseph Schumpter is often thought of as the first economist to draw
attention to the relevance of innovation. He proposed (in 1934) five types of
innovation (OECD, 2005, p. 29):

introduction of new products,

introduction of new methods of production,

opening of new markets,

development of new sources of supply for raw materials or other inputs,
creation of new market structures in an industry.

Historically, research on innovation types has followed a technological
imperative, assuming that firms mainly organize their innovation efforts
through R&D activities, and has thus focused on a narrow definition of
product and process innovations associated with the R&D function in
manufacturing organizations (Gallouj & Weinstein, 1997; Miles, 2001;
Mairesse & Mohnen, 2004).

Theory development and empirical studies of innovation types have not
focused on innovation antecedents, namely, environmental and organiza-
tional conditions that enhance or hamper the process of generation
or adoption of each type (Jansen, Van den Bosch, & Volberda, 2006;
Kimberly & Evanisko, 1981; Tornatzky & Fleischer, 1990).

Garcia and Calantone (2002) tried to systematize the literature by creating
a sort of ontology on the definition of innovation and innovativeness.
However, these authors confirmed that ““ad hoc categorizations of innova-
tions into degrees of innovativeness have led to inconsistencies in labeling
innovation types.”

A first dichotomy of innovation typologies is based on macro and micro
perspectives. In a macro perspective, the focus is on the world, market, or
industry, and innovativeness is evaluated with respect to the exogenous
context. From a micro perspective, instead, innovation is based on firm or
customer focus.
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Secondly, innovation discontinuities may originate from a marketing or a
technological direction. Product innovation may require new marketplaces to
evolve and/or new marketing skills for the firm. Similarly, product innovations
may require a paradigm shift in the state of science and technology, new R&D
resources, and/or new production processes for a firm. Some products may
require discontinuities in both marketplace and technological factors.

The same authors identify radical, really new, and incremental innova-
tions. Radical innovations are those with both marketing and technology
discontinuities at the macro level, as well as at the micro level. Really new
innovations are those with either marketing or technology discontinuities —
not both — at the macro level, and with consistent discontinuities at the
micro level (both types or the same as macro). Incremental innovations have
discontinuities at the micro level only (marketing, technology, or both).

Considering this kind of definition and typology ‘“‘chaos” from the
literature, we have adopted the definition and the framework of the Oslo
Manual published by OECD in his third edition in 2005.

The Oslo Manual aims to provide guidelines for the collection and
interpretation of data on innovation, by setting a benchmark for innovation
surveys and research for OECD members. In innovation studies it
represents a reference point to set a framework in terms of definitions and
guidelines that can support time and space comparison.

According to the Oslo Manual (OECD, 2005, p. 46), an innovation is the
implementation of a new or significantly improved product (goods or
service), or process, a new marketing method, or a new organizational
method in business practices, workplace organization, or external relations.

In addition, the Oslo Manual distinguishes three concepts for the novelty
of innovation: new to the firm, new to the market, and new to the world.
The first concept covers the diffusion of an existing innovation to a firm (the
innovation may have already been implemented by other firms, but is new to
the firm). The new to the market and new to the world concepts concern
whether a certain innovation has already been implemented by other firms,
and whether the firm is the first in the market or industry or worldwide to
have implemented it. Firms that first develop innovations can be considered
drivers of the process of innovation.

Considering the innovation types, the Oslo Manual (OECD, 2005, p. 48)
distinguishes: product innovations, process innovations, marketing innova-
tions, and organizational innovations.

1. A product innovation is the introduction of a product or service that is
new or significantly improved with respect to its characteristics or
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intended uses. This includes significant improvements in technical
specifications, components and materials, incorporated software, user
friendliness, or other functional characteristics. Product innovations can
utilize new knowledge or technologies, or can be based on new uses or
combinations of existing knowledge or technologies. The term “product”
covers both goods and services.

2. A process innovation is the implementation of a new or significantly
improved production or delivery method. This includes significant changes
in techniques, equipment, and/or software. Process innovations can be
intended to decrease unit costs of production or delivery, to increase
quality, or to produce or deliver new or significantly improved products.

3. A marketing innovation is the implementation of a new marketing
method involving significant changes in product design or packaging,
product placement, product promotion, or pricing. Marketing innova-
tions are aimed at better addressing customer needs, opening up new
markets, or newly positioning a firm’s product on the market, with the
objective of increasing the firm’s sales.

4. An organizational innovation is the implementation of a new organiza-
tional method in the firm’s business practices, workplace organization, or
external relations. Organizational innovations can be intended to
increase a firm’s performance by reducing administrative costs or
transaction costs, improving workplace satisfaction (and thus labor
productivity), gaining access to nontradable assets (such as noncodified
external knowledge), or reducing costs of supplies.

The framework used in the manual represents an integration of insights
from various firm-based theories of innovation with the approaches that
view innovation as a system.

In our paper we consider the broad concept of innovation of the Oslo
Manual, which covers the implementation of a new or significantly improved
product or process, a new marketing method, or a new organizational
method, workplace organization or external relations, and the relative
typologies identified, with the purpose of using its general firm-oriented
framework for a specific investigation in the Italian manufacturing context.

LITERATURE REVIEW

Government, academics, and executives have considered innovation as the
main source of economic growth and competitive advantage.
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In recent years the number of social science publications focusing on
innovation in economic and social change has increased. However, a key
point impeding research linking innovation processes is intellectual
fragmentation across the relevant fields of study and within the same field.
In fact, no single discipline deals with all aspects of innovation, even if
innovation is a systemic phenomenon whose results interact continuously
between many players and organizations. This situation makes it hard for
scholars to keep up-to-date with the literature in this field of research.

An evidence of this fragmentation is represented by the fact that scholars
working within economic sociology and especially comparative political
economy have developed sophisticated treatments of why differences in
national institutional frameworks continue to exist in a rapidly globalizing
economy. Few scholars within these disciplines, instead, aim to employ
macro-level institutional analysis to understand micro-level patterns of
innovation (Casper & van Waarden, 2005, p. 25). In fact, this literature has
generally not given much attention to the way the institutional environment
of organizations influenced their structures, and in turn, innovations within
organizations (Walton, 1987).

Macro and Micro Perspectives in Innovation and Performance

From the macro point of view, innovation can be considered in terms of
“capacity to create a paradigm shift in the science and technology and/or
market structure in an industry” (Garcia & Calantone, 2002).

At a macro level, the different patterns in innovative performance and
sectoral specialization by country have attracted quite a degree of attention
in recent years (e.g., Archibugi & Pianta, 1994; Patel & Pavitt, 1994, 1996).
These authors have posed further questions to be investigated, such as: why
are some countries more innovative than others? And in different fields?
Why do some countries make radical innovations, while others make more
incremental innovations? The differences among countries suggest that
nation-specific factors shape the innovation processes and nation-specific
structures of organizations and institutions may make the difference.

Countries differ in their innovative performance. As Porter (1990)
highlighted, the commercial innovative activity is not spread evenly across
nations. In addition, countries differ in other indicators of innovative output:
number of patents registered, new products and processes developed,
new firms founded in new promising sectors, successful marketing and
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commercialization, and trade balance in high-tech products (Casper &
van Waarden, 2005).

The above differences in innovation output have traditionally been
explained in the economics of innovation by differences in input: amount of
investment in R&D, capital investment in general, supply of qualified labor,
and so on. However, input factors alone cannot explain national differences
in innovative performance. While R&D-related public expenditures have
varied over time across various countries, the sectoral specializations of
countries appear to have been quite consistent over time.

The relation between innovation and export performance has, in fact,
been firstly and deeply studied at the macro level, where studies, both
theoretical (Posner, 1961; Vernon, 1966) and empirical (among others
Wakelin, 1998; Greenhalgh, 1990), have identified innovation (proxied in
different ways, ranging from R&D expenditures to patenting activity) as a
potential explanation for different world trade performances of countries
(Brusoni, Cefis, & Orsenigo, 20006).

From a micro perspective, innovation is the capacity to influence the
firm’s existing marketing resources, technological resources, skills, knowl-
edge, capabilities, or strategy (Garcia & Calantone, 2002).

Literature with a micro focus can be categorized into two groups: one with
a political economy theoretical background, the other with a managerial
theoretical perspective.

In the first stream of literature we can find studies with a focus on
European countries, which highlight that at the firm level also innovation is
a determinant of firms’ export performance (Gourlay & Seaton, 2004;
Greenhalgh, Taylor, & Wilson, 1994).

With reference to the Italian context, Basile (2001) and Sterlacchini
(1999), respectively, found that the export intensity of innovating firms
is systematically higher than that of noninnovating firms and that small
non-R&D-performing firms are more likely to export when they have
innovative activities.

Focusing on the persistence of innovation, studies have examined the
patterns of innovative entry, exit, and survival, by using European Patent
Office data for six countries (Malerba & Orsenigo, 1999). These authors
found that innovative activities are characterized by high degrees of
turbulence: the innovators change substantially over time. A large fraction
of new innovators is composed by occasional innovators, while only
a fraction of entrants survive and succeed in remaining innovative after
their first patent. When they do, however, their technological performance
improves consistently in the years that follow. These results could suggest
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that although turbulence is a pervasive phenomenon, innovative activities
are generated by a relatively stable core of large (both in terms of patents
and employees) and persistent innovators (Brusoni et al., 20006).

On the contrary, Geroski, Van Reenen, and Walters (1997) found little
evidence of persistence at the firm level. Cefis (2003) found little persistence
in general, but strong persistence among the greatest and the smallest
innovators. In addition, the results have shown substantial heterogeneity
in the degree of persistence across sectors and across firm size. This is the
evidence that the intersectoral differences do not concern only persistence in
innovative activities, but in general the whole role of innovation in firm
performance.

The examination of the impact of innovation on a firm’s survival has
shown that the ability to innovate increases survival probabilities for all
firms and across most industrial sectors (Cefis & Marsili, 2004; Cefis &
Ciccarelli, 2005).

Although some studies support the idea that innovation has an impact on
a firm’s performance, this is not the same if we consider the firm’s growth.
Possible explanations are represented by the fact that innovation does
not have any significant impact on the firm’s growth because the latter
is driven by other factors, e.g., rates of growth of demand, advertising,
price competition. A second interpretation might be that innovation does
not translate into growth since other firms are innovating too, thus imita-
tion immediately erodes away differentials in competitiveness across
firms. Thirdly, innovation may be considered as a largely random and
unpredictable phenomenon (Brusoni et al., 2006).

This nonexhaustive review on macro and micro political economy-based
literature shows how innovation has been considered under many points
of view with different results, confirming the lack of systematization in
approaching the topic.

In the stream of the micro perspective literature with a managerial
view, contributions are not as numerous as in the political economy-
based one. However, a higher degree of homogeneity characterizes this
field. In fact, most of these types of studies present a common strategic
background with management accounting implications. Innovation is
considered both as a strategic path with internal consequences for the firm
and as a key element for strategic competition (Anthony & Christensen,
2005).

In particular, focusing on measurement systems, as one of the sources of
information, literature has analyzed how the state of innovation processes
can be assessed through measurement systems and how the innovation
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strategy of the company affects the use of measures for a particular stage of
the process. The results indicate that managers tend to focus on measures
that only inform about a specific stage of the innovation process and they
combine measures that are informative about a particular phase in the
innovation process, rather than using a combination of measures
that provide an overview of the different phases of this process (Davila,
Epstein, & Matusik, 2004).

If we consider the strategic management field, we can find literature that
has studied innovation in terms of reinventing new business processes or
models, and creating new markets capable of meeting customer needs
(Sujatha, 2006). In this context, innovation is “putting new, high value ideas
into action” and strategy is considered from the competitive advantage
point of view. This broad framework also takes into consideration
organizational aspects, supported by an environment that nurtures talent,
and willingness to implement new things. Other literature has provided an
overview of the innovation economy’s consequences on the strategy and on
the business models in an organizational and knowledge management
framework (Davenport, Leibold, & Voelpel, 2006).

Afuah (2003) integrates, with a multiperspective approach, the con-
tributions of economics, organizational theory, marketing, and finance to
innovation management, underlying the financial results of innovation.

However, few studies combine the results coming from a managerial
inner-looking investigation with the financial accounting perspective.

An integrated analysis is offered in Davila, Epstein, and Shelton (2006)
with a start-to-finish model for driving growth from innovation. In
particular, these authors define effective strategies and organizational
structures for innovation, illustrating how to manage innovation more
successfully, through metrics in every phase of innovation processes. The
strategic approach is translated into action by integrating the different
types of innovation (incremental, semiradical, and radical) and creating
a balanced portfolio of innovations. The performance impact is considered
in terms of sustainable value creation (Davila et al., 2006, p. 169).

In the same framework, Epstein (2007) provides a description of the
drivers and measures of innovation success leading to corporate profit-
ability. In particular, this author presents a set of financial and non financial
measures that represent leading and lagging indicators of performance in a
cause and effect model: the balanced scorecard.

Our contribution finds a place in this second stream of micro literature.
More precisely, within this combined framework based on managerial and
financial accounting, our paper aims to create a connection with the macro
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perspective, in order to highlight the firm’s performance consequences of
innovation strategies.

HYPOTHESES DEVELOPMENT

The purpose of our paper, as previously stated, is to contribute to the study
of innovation by creating a link between macro and micro perspectives from
a managerial point of view. Considering the Italian manufacturing firms, we
address the following research question:

Is there a relationship between performance (measured as ROA) and innovation?

In particular, matching the four categories of industries grouped
according to Pavitt’s taxonomy — supplier dominated, scale intensive,
specialized suppliers, science based (see Appendix A) — and the definition of
innovation considered in our paper, our research hypotheses are:

Hypothesis 1. innovation has an influence on performance

Hypothesis 2. the influence of innovation on performance depends on the
innovation typologies — product, process, organizational product, organi-
zational process — and on the industry categories (Pavitt’s taxonomy)

Hypothesis 3. the amount of innovation expenditures have an influence
on performance depending on the industry categories

From the theoretical point of view, the goal of creating a connection
between macro and micro perspectives is consistent with the data. In fact,
the sample we use comes from a survey conducted at a macro level with the
purpose of depicting the status of Italian firms during the period 2004-2006,
with a section dedicated to innovation investments and strategies.

We use the data coming from that section integrated with financial data to
understand whether there is a (statistically) significant relationship between
innovation and performance for the Italian manufacturing firms.

DATA

We consider data from a survey conducted every three years by the research
and strategy department of Unicredit Group, under the supervision of a
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scientific committee composed of professors in finance and experts in
economics.

A questionnaire was administered to a stratified sample of Italian
manufacturing firms. Firms with yearly revenues of no less than 1 million
euros were grouped in strata, homogenous in terms of gross product per
employee in 2006, based on their number of employees, geographical
location, and industries. All firms with more than 500 employees were
included in the sample, together with simple random samples of optimal size
(according to Neyman’s formula) from the other strata. This sampling
scheme allows stratum-dependent parameters to be estimated, and more
accurate overall estimates to be obtained.

Survey questions on innovation expenditure were formulated according
to the subject approach recommended by the Oslo Manual (OECD, 2005,
p. 103) for reporting on innovation expenditures. The subject approach
considers the total expenditures on innovation activities in a given year or
period and covers expenditures for implemented, potential, and abandoned
innovation activities. In this respect, it is a straightforward extension of
traditional R&D measurement.

The questionnaire data was integrated by Unicredit Group with financial
reporting data from the AIDA and CEBI databases (Unicredit Group,
2008). AIDA is a database of about 300,000 firms; 80,000 of them are
manufacturing firms with revenues of at least 750,000 euros. CEBI (Centrale
dei Bilanci) includes a sample of about 40,000 firms; for some of the years
data is integrated with that coming from Cerved; in that case the sample
reaches a total of over 100,000 firms.

As a measure of performance we take the ROA ratio excluding taxes and
extraordinary items from the numerators, for the following reasons:

(a) According to Italian fiscal laws, taxes can be the results of a tax
planning carried out years before the period considered;

(b) Extraordinary items, as known, occur occasionally. Thus, they are not
the expression of a repeatable performance in the future (Centrale dei
Bilanci, 2004).

The reason we use ROA, rather than return on equity (ROE), as measure
of performance is represented by the characteristic of this ratio: it allows
the firm financing strategy to be neutral with respect to the performance
(Alberici, 1987; Silvi, 2006) and the comparison among firms in the sample
to be favored.
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On the other hand, the forced choice of ROA instead of return on
investments (ROI) is due to the fact that our sample is composed of firms
with financial reporting both in detailed and short form.

The Italian short-form financial reporting, in fact, does not distinguish
between operating and financial liabilities. Consequently, it is not possible to
calculate the invested capital net from operating liabilities, which would
represent the denominator of ROI, for all the firms.

With reference to the innovation section of the questionnaire, we consider
the two questions reported in Appendix B regarding the amount of
expenditures for technological innovation in 2006 and the different innova-
tion types carried out in 2004—2006. As regards innovation expenditures, we
take into consideration the total amount of technological innovation
expenditures reported at the end of question C2.1.2 in Appendix B (see the
end of the seventh section for more details about this choice).

Consistently with the performance measure used, we scale the innovation
expenditures by total assets (net of amortization).

Therefore, our analysis is based on the following variables:

ROA (%) target variable
WF = workforce size (stratification factor with 5 levels)
Zone = firm’s location (stratification factor with 4 levels)
Pavitt = firm’s sector (stratification factor with 4 levels)
Product = the firm has carried out product innovation (YES/NO)
Process = the firm has carried out process innovation (YES/NO)
ProdOrg = the firm has carried out organizational innovation
related to product innovation (YES/NO)
ProcOrg = the firm has carried out organizational innovation
related to process innovation (YES/NO)
InnExp = scaled innovation expenditures

Sample Selection

From the original sample of 5,137 Italian manufacturing firms, we
extract a subsample of 4,457 firms by imposing the following constraints:
financial reporting data should be available for 2006, and the firm should
have reported whether it carried out any product/process/organizational
innovation in the years 2004-2006, as well as how much it spent for
innovation in 2006. We trim a few outliers off our sample. More precisely,
we discard those firms whose ROA is in the upper 1% or lower 1% tail
of its distribution (we keep the central 98% observations) or whose
scaled expenditures in innovation are in the upper 1% of their distribution.
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Table 1. Sample Selection in Terms of Work Force, Zone,
and Pavitt’s Taxonomy.
WF Zone Pavitt

Original Selected Original Selected

Original Selected

11-20 1,721 1,447 Northwest 2,203 1,855 Supplier dominated 2,555 2,150
21-50 1,575 1,325 Northeast 1,492 1,262 Scale intensive 974 827
51-250 1,421 1,206 Central 834 699 Specialized suppliers 1,374 1,150
251-500 235 189 South 608 509 Science based 234 198
> 500 185 158

Total 5,137 4,325 5,137 4,325 5,137 4,325
This leaves us with 4,325 firms, for which the distribution of the

stratification factors is quite close to the original one (see Table 1).

Descriptive Statistics

In our subsample, we obtain the following descriptive statistics of our

innovation and performance variables:

Product Process
No: 2,092 No: 2,380
Yes: 2,233 Yes: 1,945
ProdOrg ProcOrg
No: 3,747 No: 3,809
Yes: 578 Yes: 516

I(InnExp >0)
0
2,968

1
1,357

LoglO (InnExp) | I(InnExp >0) =1
Min. 1st Qu. Median
—4.0160 —1.7720 —1.3560

Mean
—1.3970

3rd Qu.
—0.9794

Max.
—0.1264
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ROAO6
Min. : —18.997
1st Qu.: 2.781
Median: 4.983
Mean: 5.916
3rd Qu. : 8.501
Max. : 30.415

where I (InnExp>0) isequal to 1, if InnExp > 0 is true, and 0 otherwise,
and Logl0 (InnExp) |I(InnExp>0) =1 denotes the distribution of
Logl0 (InnExp) when only firms for which InnExp>0 is true are
considered.

The distribution of ROA is also represented in Fig. 1.

The histogram in panel (a) rises to its mode to the left of the mean, then
slopes gently towards its right tail, thus showing right asymmetry; it also
shows heavy tails compared to the normal curve.

The same distributional features emerge from the boxplot in panel (b),
which identifies many outliers compared to the normal distribution, and
shows that the third quartile is further from the median than the first
quartile.

MODEL

In order to explain ROA in terms of innovation strategies, we consider the
following linear model:

ROA = BO+BSI x I (Pavitt = ScaleIntensive)+
BSS X I (Pavitt = SpecializedSuppliers)+
BSB x I (Pavit = ScienceBased)+
BWF1 X I(WF>20)+BWF2 X I (WF>50)+
BWF3 X I (WF>250)+BWF4 x I (WF>500)+
BNW X I (Zone = NorthWest)+ BNE X I (Zone = NorthEast) +
BS X I (Zone = South) +
BD(Pavitt) X I (Product = YES)+BC(Pavitt) X I (Process = YES) +
BDO (Pavitt) X I (ProdOrg = YES) + BCO (Pavitt) XI (ProcOrg = YES) +
Bl X I (InnExp>0)+BIE(Pavitt) X I (InnExp>0) X LogInnExp+Error

where: (i) BO is the average ROA of a supplier-dominated firm located in
Central Italy with workforce between 11 and 20 and carrying out no
innovation; (ii) I( <expression>) is equal to 1 if <expression>is true, and 0
otherwise; (iii) LogIlnnExp, only defined when InnExp>0, is the common
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logarithm (base 10) of the scaled innovation expenditures, centered
about their mean (on the log scale), so that B, is the marginal ROA for
an average strictly positive spending, and BIE(Pavitt) is the industry-
dependent change in ROA corresponding to a tenfold increase in scaled
innovation expenditures; (iv) Error is a stochastic error term.

EMPIRICAL FINDINGS

We first assume a normal distribution for the Error term, and estimate
model parameters by means of ordinary least squares (OLS). Thus,
we find that innovation strategies explain a tiny, though significant,
fraction of ROA variability (as measured by variance): R*>=2.8%,
p-value = 1.128¢ —12. Then, since the residuals show asymmetry and
heavy tails, which is consistent with the boxplot in Fig. 1, we try and
improve on the poor fit of our first model by assuming a skew-¢ distribu-
tion (Azzalini & Capitanio, 2003) for the Error term. We fit this second
model by means of the SN package (Azzalini, 2009) for R (R Development
Core Team, 2009) and obtain an error distribution with 2.14 degrees of
freedom (very heavy tails) and shape parameter equal to 0.67 (right
asymmetry).

Notice that, with a right asymmetric Error term, the estimate of B0
(baseline ROA) falls from more than 6% to less than 4%. In the following,
we draw our conclusions based on this second model, which seems more
appropriate for our data, but in Table 2 we report both estimates, so that the
reader can compare them.

In Table 2, OLS and SN denote the parameter estimates under the two
models: SE are the corresponding standard errors, and p are the p-values
against the hypotheses that each coefficient is (individually) zero.

Overall, innovation strategies have a limited power to explain ROA
variability, but some results clearly emerge from our analysis.

First, with respect to the stratification variables, we find a significant
negative effect of workforce increase on ROA, with some evidence of
an inversion when workforce reaches 500 units, a strongly significant
negative effect of being localized in southern Italy (—1.37%), and a strongly
significant positive effect of being a specialized-supplier firm (40.88%),
confirming the results concerning the positive relationship between
supplier-automaker specialization and performance in the auto industry
(Dyer, 1996).
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With respect to innovation strategies, we find:

(1) a negative effect of product innovation for specialized-supplier firms
(—0.74%, significant);

(i1) a positive effect of process innovation for supplier-dominated firms
(4+0.49%, significant);

(iii) a positive effect of organizational innovation related to product
innovation for supplier-dominated firms (40.71%, significant);

(iv) a negative effect of organizational innovation related to process
innovation for supplier-dominated firms (—0.72%, significant).

Considering the significant relationship we have found between ROA and
innovation, Hypothesis 1 is verified, though the weakness of the relationship
implies that the effect of innovation on ROA is limited.

As for Hypothesis 2, the above-described effects show that the influence
of innovation on ROA does depend on innovation types and Pavitt’s
taxonomy. This means that industry structures and different innovation
variables interact in determining the sign and strength of their combined
effect.

This stage of analysis does not allow us to say that these are managerial
variables capable of directly influencing the performance in terms of ROA.
However, this kind of information should be taken into consideration when
an innovation strategy is introduced or implemented.

Conversely, Hypothesis 3 is not verified, even though we have some
evidence of a positive effect of scaled innovation expenditures for supplier-
dominated firms (4+0.35% per 10-fold increase, p = 18%).

We would like to remark that we also tried models where the innovation
expenditures were split according to their typology, but no significant
relationship with ROA emerged. This could be due to the fact that a
minority of firms incurred innovation expenditures, and even fewer if we
focus on particular typologies. That is why we decided to present a model
with total innovation expenditures only.

CONCLUSIONS

Our analysis has shown that the performance of Italian manufacturing firms
is weakly explained by the variables included in our linear model, which
reflect innovation strategies at a firm level in the wide meaning explained in
second section.
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This does not allow this relationship to be considered as a “management
tool” that could be inserted in a balanced scorecard perspective, where cause
and effect relationship characterizes the strategy map.

Nevertheless, we found that Pavitt’s taxonomy and the different
typologies of innovation are capable of influencing ROA. As already
mentioned, this information could be useful for management when an
innovation strategy is being planned.

In particular, a process innovation and an organizational related to
process innovation have a positive and a negative effect, respectively, on the
supplier-dominated group (mainly composed of traditional industries). The
positive effect due to the process innovation finds a counterbalanced effect
in terms of organization that should not be ignored.

A positive effect is also determined by organizational related to product
innovation with reference to the same group.

Considering the specialized-supplier firms, product innovation exerts a
negative effect. This is coherent with the fact that specialized firms reach
higher levels of efficiency in the long run, as a result of their learning curve,
thus the new product at the early stage of introduction does not perform like
the other already consolidated specialized products.

Even if the results do not satisfy our expectations, with particular
reference to the weak relationship between innovation and performance
ratio, they are in some way consistent with previous studies that have
highlighted the limited amount of innovation investments and poor
productivity performance of European countries, compared to the United
States, and how the contribution of innovation to productivity growth is
almost nil for Italian firms until 2003 (Griffith, Huergo, Mairesse, & Peters,
2006; Hall, Lotti, & Mairesse, 2007, 2008).

One of the limits of our analysis is represented by the missing values
coming from the financial reporting in short form. As we explained in the
fifth section, this aggregate information does not allow the measurement of
performance in terms of ROI. If we considered a subsample composed only
by firms with detailed financial reporting, cutting off all the other SME:s, this
would imply reducing the original sample size by at least 50%.

Another limit of our analysis is represented by the fact that we considered
a short time period, the year 2006, with reference to the innovation expendi-
tures. The Oslo Manual recommends that the length of the observation
period for innovation surveys should not exceed three years nor be less than
one year. However, we considered in our model the innovation expenditures
in 2006 (the only data available) and we measured the performance for the
same year. It is likely that the investments in 2006 will have a higher impact
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on the performance in the following years, thus they could be used as a
variable in a regression model together with an average performance measure
that covers the period 2006-2008, if available.

The next survey conducted by Unicredit Group for the years 2007-2008
will give us the possibility of verifying the robustness of our results
considering the years 2006-2008. In addition, the next survey will probably
be extended to other European countries with the possibility of comparing
data among different countries.
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APPENDIX A. PAVITT’S TAXONOMY

Pavitt’s taxonomy consists of four categories of industrial firms:

(1) Supplier dominated: mostly includes firms from traditional manufacturing
such as textiles, agriculture, building, services, printing, footwear, and
food industries, which rely on sources of innovation external to the firm.

The size of the firms is small and there are low entry barriers.

The innovation type is characterized by cost reduction and the sources
of learning are learning by doing and learning by using.

This category has a low appropriability and a low propensity to patent.


http://www.R-project.org

140 MASCIA FERRARI AND LUCA LA ROCCA

(2) Scale intensive: mainly characterized by large firms producing basic
materials and consumer durables, e.g., automotive industry, with high
entry barriers. Sources of innovation may be both internal and external
to the firm.

The innovation types are cost reductions, product and process
innovations alongside incremental changes. There is a medium level of
appropriability characterized by patents for product innovations and
secrecy for process innovations.

(3) Specialized suppliers: smaller, more specialized firms producing technol-
ogy to be sold into other firms, e.g., specialized machinery production
and high-tech instruments. There is a high level of appropriability due to
the tacit nature of the knowledge.

Innovation sources are both internal and external and the firms are
small and specialized with medium entry barriers.

The innovation types are performance-improving innovations, product
innovation for use by other sectors.

(4) Science based: high-tech firms relying on R&D from both in-house
sources and university research, including industries such as chemicals,
pharmaceuticals, and electronics. Firms in this sector develop new
products and processes.

Innovation sources are internal to the firm (R&D activities) and based on
relationships with academic researchers.

The size of the firms is small, medium, and large with high entry barriers
(due to knowledge content), including niches.

Innovation types are development of product innovations and new
processes for these products.

They have a high level of appropriability in terms of patents, secrecy, tacit
know-how, learning curve advantages, continuous innovation.

APPENDIX B.

In the section of the questionnaire dedicated to innovation, we considered,
in particular, the following questions:

C2.1.1 During the period 2004-2006, did the firm introduce (multiple
answers are possible):
1. product innovation
2. process innovation
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3. organizational-managerial innovation related to product innovation
4. organizational-managerial innovation related to process innovation
5. none of these

C2.1.2 If in 2006 the firm incurred expenditures for technological
innovation, split them into:

C2.1.2.1 internal R&D activity

C2.1.2.2 external R&D activity

C2.1.2.3 acquisition of plants, equipment, and hardware with the goal of
introducing new products and/or new productivity processes.

C2.1.2.4 acquisition of different technology (patents, other inventions not
patented, licenses, know how, commercial brand) with the goal
of introducing new products and/or new productivity processes

C2.1.2.5 training of workforce due to the introduction of new products
and/or new productivity processes

C2.1.2.6 marketing of innovative products

C2.1.2.7 project activity aiming at introducing new products and/or new
productivity processes

Total amount......................
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Findings — A theoretical systematisation is provided, distinguishing three
main perspectives: (1) the transactional perspective, strictly derived from
transaction cost economics assumptions, which denies any role to trust;
(2) the relational perspective, which, in examining inter-firm trust,
assumes similarities with inter-personal trust; (3) the institutional
perspective, which, based on the sociological distinction of “‘trust in
abstract systems” and “‘trust in persons”, is intended to identify
institutional factors explaining management accounting changes. Case
discussion shows that the institutional propositions fit the empirical
evidence better, for both trust in persons and in systems are important as
control levers, but their relevance differs along the value chain: while trust
in persons is more relevant in the less-programmable phases, trust in
systems is more developed in the more programmable one.

Research implications — The paper contributes to the literature on inter-
organisational control by providing more insights into the interaction
between information and trust as control levers.

Originality/value — The focus on value chain phases enables us to analyse
how different control patterns or archetypes can be co-present in a given
relationship.

INTRODUCTION

The spread of inter-firm transactional relationships has highlighted several
control problems, such as information asymmetry and recognition of
partner trustworthiness. This has stimulated a growing number of studies on
inter-organisational control, which focus on two main control levers:
information and trust. The sharing of information has been studied as a
control lever that interacts with the level of reciprocal trust, but this
interaction is still unclear. On the one hand, the sharing of information, such
as operational and performance information, highlighting the economic
effects of partners’ cooperation, represents a signal that improves the
relational atmosphere and positively impacts on partners’ trust; on the other
hand, the sharing of such information reduces the information asymmetry
between the partners, thus containing the need for trust.

Several studies, drawing on different perspectives, have attempted to
understand the interaction between information and trust better. Although
the conclusions differ, there is agreement in recognising the degree of task
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programmability and measurability as one of the main factors affecting the
two control levers and their interaction. We assume this as the starting point
for a case study through which, by adopting a static view, we analyse how
information flows and inter-organisational trust interact along the different
phases of the value chain, varying in the degree of task programmability and
measurability. The case provides data to test the validity of each theoretical
perspective in explaining the phenomenon.

The reminder of the paper is structured as follows: the second section
provides a literature review of the theoretical perspectives useful for the
study of information and trust as two control levers in inter-firm
transactional relationships; the third section presents the case study; the
fourth section analyses the case according to each of the theoretical
perspective discussed earlier; and the final section provides some conclu-
sions.

THE THEORETICAL PERSPECTIVES OF
MANAGEMENT CONTROL IN INTER-FIRM
TRANSACTIONAL RELATIONSHIPS

In accordance with Tomkins (2001), we review the accounting studies that
focus on the interaction between information and trust in inter-firm
transactional relationships. In line with this purpose, we select the
perspectives that provide emphasis on information and trust, so as to
propose a comparative discussion.! We thus distinguish three main
perspectives: (1) the transactional perspective, whose conclusions on inter-
organisational control levers are strictly derived from transaction cost
economics (TCE) assumptions; (2) the relational perspective, which
integrates TCE assumptions with trust-based literature (Sako, 1992) and
the relational-based view (Dyer & Sing, 1998); (3) the institutional
perspective, which proposes a sociological view of the inter-organisational
control levers, based on Giddens’ (1990) sociology of modernity.

The Transactional Perspective of Management Control
in Inter-Firm Transactional Relationships

The transactional perspective of inter-organisational control is primarily
depicted by Speklé (2001), who proposes the TCE framework to explain
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management control archetypes in all the possible forms of transaction
governance, i.e. hierarchy, market and hybrids. He defines a control
archetype as “‘a characteristic, discrete configuration of control devices that
is descriptively and theoretically representative of a significant group of
observable management control structures and practices” (cf. p. 427). He
distinguishes nine control archetypes, whose appropriateness depends on
three dimensions of the task to be controlled: (1) uncertainty, i.e. ex ante
programmability,> (2) asset specificity and (3) post hoc information
impactedness. While programmability and asset specificity are directly
derived from TCE, post hoc information impactedness stems from a link
between TCE and management control literature; it measures “‘the extent to
which the organisation is able to observe and to assess perceptively the true
quality of actually delivered contributions™ (cf. p. 431).> In accordance with
Langfield-Smith and Smith (2003), we refer to this variable as “output
measurability”, or task measurability.

Speklé indicates two control archetypes for inter-firm transactional
relationships: “hybrid arms-length control” and ‘“hybrid exploratory
control”. Hybrid arms-length control suits transactions with high task
programmability, high output measurability and moderate asset specificity.
This control archetype is characterised by the fact that each contributor
retains significant autonomy. The high degree of programmability—measur-
ability allows us to formalise detailed contracts, which include reliance on
hostage arrangements to correct asymmetric stakes between the parties and
prevent possible opportunism. Further, the moderate asset specificity leaves
room for outcome control based on market-derived standards, which can
support task coordination. Hence, the features of this control archetype entail
highly formalised information, on performance and tasks, as a control lever.

Hybrid exploratory control suits transactions with low task program-
mability, low output measurability and moderate asset specificity. Under
such conditions, contracts must be of a general thrust nature and require
subsequent operationalisation. Hence, this control archetype should provide
remedies to the initial information limitation by encouraging contributors to
share information as it emerges during the process (Nicholson, Jones, &
Espenlaub, 2006). Information flows are quite informal and are embedded
in the specific circumstances of task coordination. This may require the
sharing of private information, whence the risk of opportunistic information
spillover. The sole remedy recognised to avoid this is the transition to the
hierarchical mode of control. In conclusion, this control archetype is based
again only on information sharing, characterised by a low degree of
formalisation.



Interaction Between Information and Trust 147

Nicholson et al. (2006) conducted a multi-case study to give more insights
into the features of information exchanged in Speklé’s control archetypes.
On arms-length control archetype, one case reports evidence on formal and
informal information sharing “monitoring client needs and performance,
and feeding back formal and informal control information to client, as
required” (cf. p. 255). Exploratory control archetype refers to another
case, in which the subjects “were undertaking management accounting
and other non-standardised client processes such as ad hoc reporting”
(cf. p. 254). In this case, “direct lines of communication between client
and the India centre using telephone and an on-line discussion forum”
(cf. p. 254) are noticed.

As can be seen, in Speklé’s control archetypes, the role recognised for
information as a control lever varies depending on its degree of
formalisation, which, in turn, is positively related to the degree of task
programmability and output measurability. In the arms-length control
archetype, where information flows are both formal and informal, two roles
are recognised for information: (1) supporting coordination requirements
and (2) preventing opportunism.* In the exploratory control archetype,
where information flows are mainly informal, information has the sole
role of supporting coordination requirements. Given the low task
programmability and output measurability assumed by this control
archetype, the potential opportunism can be overcome only with the
transition to the hierarchical mode of control. Hence, we derive the
following proposition:

Proposition 1.1. The transactional perspective of control recognises task
programmability and output measurability as relevant factors, as they
influence the degree of formalisation of activity and/or performance
information and, thereby, its role as a lever of control.

In summary, as argued by Vosselman (2002), the TCE perspective
overcomes several limits of the neo-classical theory of the firm, and provides
useful theoretical lenses through which to analyse control problems in inter-
firm transactional relations, as: (1) it assumes transactions, rather than the
whole firm, as the unit of analysis both in intra- and in inter-organisational
settings; (2) more realistically than the neo-classical theory of the firm, TCE
recognises limitations in human cognition by assuming bounded rationality,
which is consistent with the motivations of management accounting
research. However, TCE retains the neo-classical assumption of opportu-
nism and self-interest as the main motive of human behaviour. This
assumption is very critical for a TCE theory of management control, for it
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leads us not to recognise any role for trust as a lever of control.> We
synthesise this in the following proposition:

Proposition 1.2. In the transactional perspective of control, activity and/
or performance information is recognised as the sole lever of control,
while no role is assigned to trust.

The Relational Perspective of Management Control
in Inter-Firm Transactional Relationships

While the transactional perspective of management control emphasises the
role of information exchanges to manage opportunism and coordination
requirements, other studies on inter-organisational control recognise trust as
another relevant control lever, complementary to information. Van der
Meer-Koistra and Vosselman (2000) sustain the importance of trust in
situations characterised by uncertainty and strong dependencies between the
parties owing to specific investments. In such situations, the impossibility to
write comprehensive contracts entails the recourse to trust as an uncertainty
absorption mechanism, as an alternative to information. Mentioning social
embeddedness and network approaches, trust is viewed as stemming from
previous contractual relationships between the parties or as growing during
a certain relationship. This view emphasises what Rousseau, Sitkin, Burt,
and Camerer (1998) calls “relational trust”: the form of trust that “derives
from repeated interactions over time between trustor and trustee. Informa-
tion available to the trustor from within the relationship itself forms the
basis of relational trust” (cf. p. 399). Hence, in the relational view of trust,’
information on past interactions has positive effects on the trust level, thus
enhancing the likelihood of partners’ cooperation. In this sense, Vosselman
and van der Meer-Koistra (2009) consider the sharing of accounting
information as a means by which one partner signals to the other its
willingness to cooperate in the relation, and thereby its trustworthiness.’
Since this view considers both information and trust as factors reducing
uncertainty in the other’s cooperation, we derive the following proposition:

Proposition 2.1. The relational perspective of control recognises both
information and trust as levers of control.

The typology of trust mentioned by van der Meer-Koistra and Vosselman
(2000), and by most of the inter-organisational control studies adopting this
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relational perspective, is proposed by Sako (1992), who distinguishes
contractual, competence and goodwill trust.

Contractual trust is based on moral standards of honesty and ‘keeping
your word”.

Competence trust refers to the expectation that the seller has the necessary
technical and managerial competences at his disposal. Besides the
competences of persons, this form of trust may be found in the institutional
environment of a transactional relationship, by means of product and
service certifications and educational degree. It may also develop over time,
during the relationship.

Goodwill trust refers to the expectation of the partner’s open commit-
ment, in the sense of the readiness to do more than is formally required.
Thus, reciprocal goodwill trust entails the willingness of the parties to be
indebted to each other. This form of trust can arise and develop over time
during the relationship.

Van der Meer-Koistra and Vosselman (2000) describe trust in its
interaction with formal information. About contractual trust, they argue
that, in an outsourcing relationship, “‘the more contractual trust, the less
information the outsourcer wishes to gather for purposes of preventing or
reducing opportunistic behaviour” (cf. p. 57). On competence trust, the
authors specify that ““it is greater according as there is less ex post inspection
by the buyer of the goods or services supplied, for instance as a result of
effective quality guarantees in the past” (cf. pp. 57-58). On goodwill trust,
they argue that its presence decreases the need of the outsourcing party for ex
post information gathering.® We thus derive the following proposition:

Proposition 2.2. The relational perspective of control claims that the
presence of any type of trust reduces the need for formal information
gathering.

Van der Meer-Koistra and Vosselman (2000) integrate the relational
notion of trust with the TCE view, and propose a framework of control
patterns in inter-firm transactional relationships. They distinguish: market-
based, bureaucracy-based and trust-based control patterns. While the first
two control patterns are quite related to the TCE assumptions, the trust-
based pattern stems from the link between TCE and the social approach.
Each of these patterns is a configuration of contingency factors, such as:
(a) transaction characteristics; (b) transaction environment characteristics;
(c) party characteristics. We summarise these patterns from van der
Meer-Koistra and Vosselman (2000, p. 62) and Langfield-Smith and
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Smith (2003), by emphasising the implications for information and trust as
control levers.’

The market-based control pattern suits transactions characterised by high
task programmability, low asset specificity, high repetition and high
measurability of activities and outputs. The transaction environment is
characterised by a high number of potential partners, which makes price a
good index of the quality of the output to be exchanged. Since all the
relevant information is concentrated in the price, no further institutional
factor matters, and the possibility of substituting the partner makes party
characteristics irrelevant. Hence, in this pattern no relevance is recognised
for trust (Langfield-Smith & Smith, 2003).

The bureaucracy-based control pattern suits transactions characterised by
high task programmability, medium to high asset specificity, low to medium
repetition and high measurability of activity or output, based on contractual
rules. The transaction environment is characterised by the possibility of
foreseeing future contingencies, a medium to high market risk and a certain
influence of external institutions on contractual rules. Relevant party
characteristics are competence reputation, medium risk-sharing attitude and
asymmetry in bargaining power. This pattern relies on detailed and formal
ex ante and ex post information on activity and/or performance, based on
the contractual rules. Moreover, when human knowledge and skills are
important for the quality of the task, high relevance is accorded to
contractual and competence trust.

The trust-based pattern refers to transactions characterised by low task
programmability, high asset specificity, low repetition and low measurability
of activities or output. Transaction environment is characterised by the
difficulty to foresee future contingences, high market risk and influence of
social embeddedness and external institutions on the relation. Relevant
party characteristics are competence reputation, competence in network,
experience with contracting parties, risk-sharing attitude and no asymmetry
in bargaining power. A low degree of programmability and measurability of
the activities or output reduces the possibility of using formal information to
support coordination and to prevent opportunism. Ad hoc information is
exchanged to face problems emerging during the execution of the tasks.
Potential opportunism is overcome by developing reciprocal trust. Given the
high level of uncertainty and the loose content of the contractual rules,
parties should be ready to do more than is contractually required: as well as
contractual and competence trust, goodwill trust is considered relevant in
this pattern.
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From the three control patterns we derive the following proposition:

Proposition 2.3. The relational perspective of control recognises a
negative relation between task programmability and activity or output
measurability, on the one hand, and the degree of formalisation of activity
and/or performance information, on the other.

As well as van der Meer-Koistra and Vosselman (2000) and Langfield-
Smith and Smith (2003), Donada and Nogatchewsky (2006), and Langfield-
Smith (2008) provide evidence supporting the relational perspective and the
related control patterns. Particularly, Langfield-Smith (2008) refers to Das
and Teng’s (1996, 2001) distinction between performance risk, i.e. “the risk
of not achieving the partners’ objectives when partners cooperate fully”
(Das & Teng, 2001), and relational risk, i.e. “the probability of having a
partner that does not cooperate” (Das & Teng, 1996). Given these two
forms of risk, focusing on the start-up phase of a collaborative alliance,
Langfield-Smith (2008) agrees with Das and Teng (2001) in sustaining that
both competence and goodwill trust are useful sources of control for they
reduce each partner’s perception of performance and relational risk,
respectively. In his model, Langfield-Smith (2008) holds that performance
risk and relational risk are affected, on the one hand, by competence and
goodwill trust, respectively; on the other hand, by transaction character-
istics. Among the latter, we focus on behavioural and environmental
uncertainty, which we refer to through the degree of task programmability
and activity or output measurability. We thus derive the following
proposition on the need for trust as a control lever:

Proposition 2.4. In the relational perspective of control, the lower the task
programmability and activity or output measurability, the higher the
perception of performance and relational risk, and the higher the need for
competence and goodwill trust, respectively.

In summary, the relational perspective of management control integrates
the TCE view with social literature on trust, thus taking into account social
factors, like relational and institutional factors, in studying control levers.
However, this perspective examines the formation and the use of inter-
organisational trust by assuming similarities with inter-personal trust.'® In
fact, in examining the notion of trust, the relational perspective recognises
both trustor and trustee as two interactive subjects. This does not mean that
relational trust focuses on trust in persons and neglects trust in systems
(Luhmann, 1979), but that it synthesises the features characterizing trust in
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persons and in systems.!' Hence, no relevance has been recognised to the
difference the impact that trust in persons versus trust in systems may have
on the need for information.

The Institutional Perspective of Management Control
in Inter-Firm Transactional Relationships

While transactional and relational perspectives assume individual subjects
and their interactions as the unit of analysis, the institutional perspective
rejects this methodological individualism and, using methodological holism,
seeks to develop a view of management accounting and control as
organisational rules and routines (Burns & Scapens, 2000). In outlining
this perspective, we integrate Old Institutional Economics (OIE) with the
New Institutionalism of Giddens’ (1990) sociology of modernity.

According to OIE, many of the decisions taken by individuals are
institutionally'? shaped. This means that the day-to-day decisions of
organisational members are influenced by the rules and the habits they
share and accept, i.e. by rules and routines.'? In the context of management
accounting, rules comprise the formal management accounting systems, as
they are set out in the procedural manuals, routines are the accounting
practices actually in use (Burns & Scapens, 2000).

Starting from the OIE framework of management accounting, recent
inter-organisational control studies integrate this view with the construc-
tionist view of Giddens (1990). In his analysis of modernity, Giddens
recognises as one of the main features of modernity the process of
“disembedding”, meaning “the ‘lifting out’ of social relations from local
contexts and their restructuring across almost indefinite spans of time-—
space” (Giddens, 1990, p. 21). Giddens identifies two main disembedding
institutions: symbolic tokens and expert systems, which are referred to as
“abstract systems”. A symbolic token is “‘a means of bracketing time-space
by coupling instaneity and deferral, presence and absence” (Giddens, 1990,
p. 25). In other words, it is a means to abstract values from time—space. One
of the main symbolic tokens, especially important for accounting research, is
money; it “‘provides for the enactment of transactions between agents widely
separated in time and space” (Giddens, 1990, p. 24). As regards expert
systems, Giddens describes them as “‘systems of technical accomplishment
or professional expertise that organise large areas of the material and social
environment in which we live today (...) an expert system disembeds by (...)
providing ‘“‘guarantees” of expectations across distanciated time-space”
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(Giddens, 1990, p. 27). Jones and Dugdale (2001) acknowledge accounting
as a special disembedding mechanism for it is an expert system which uses
money as a symbolic token, by representing other forms of data in terms of
money (Moilanen, 2008).

The day-to-day life of a large part of people on the one hand is conditioned
by disembedded institutions, while on the other hand it entails a process of
reembedding, i.e. “‘the reappropriation of desembedded social relations so as
to pin them down (however partially or transitorily) to local conditions of
time and space” (Giddens, 1990, p. 79). While “faceless commitments™ are
typical of global interactions, at local levels of interaction, actors have
“facework commitments”, in conditions of co-presence with other actors, and
faceless commitments that relate them to the abstract systems. Hence,
“reembedding refers to the process by means of which faceless commitments
are sustained or transformed by facework™ (1990, p. 88).

A sociology-based accounting literature has been developing recently,
studying the power of accounting as an expert system: what Jones and
Dugdale (2001) conceptualise as an “‘accounting regime’. Drawing on this
concept, Moilanen (2008) reports a case of an intermediate subsidiary
between an accounting-oriented Western parent and subsidiaries in the
Baltic countries and Russia, to discuss how accounting can be used to link
the divergent social systems of the different parts of a corporation. In an
earlier study, Seal, Berry, and Cullen (2004) show how accounting can
support the disembedding and reembedding of the relations through the
interaction between local action and wider systems of abstract and expert
knowledge. They also show how accounting can support the process of
constant changes in the supply chain practices by monitoring a firm’s
suppliers and customers; what Giddens calls “reflexivity”.

In the process of disesmbedding and reembedding, a central role is given to
trust. Trust allows the distanciation of time-space relations, i.e. the
disembedding process, and increasingly relies on a faith in “‘the correctness
of abstract principles (technical knowledge)” (Giddens, 1990, p. 34). Thus,
the disembedding process of modern society has been made possible by the
increase of trust in abstract systems.

Quoting Luhman’s typology of trust, Giddens opposes trust in systems, as
the form of trust emerging in the modern society, where social interactions
are disembedded, to trust in persons, as the form of trust relevant in pre-
modern societies, where social interactions were embedded in local contexts.
However, he argues that in the modern society, both trust in systems and in
persons are relevant, as they support the process of disembedding and
reembedding, respectively.
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By integrating OIE with Giddens’ (1990) propositions, accounting studies
have explored management accounting and control as organisational rules
and routines and its contribution to the disembedding and reembedding
process. Limiting our view to the static analyses, in line with the choice of
the present study, we submit that management accounting can be
interpreted as organisational rules and routines which, by producing formal
information, provide the cooperating parties with symbolic tokens. The
trust in systems created by accounting rules and routines disembeds social
interactions. We then derive the following proposition:

Proposition 3.1. The institutional perspective recognises power to
accounting as it produces formal information and trust in systems as
control levers that disembed social interactions.

As Jones and Dugdale (2001) pointed out, several accounting studies
have highlighted that the disembedding role of accounting, in replacing
trust in persons with trust in systems, is pursued by the use of
performance standards, such as standard costing and budgeting (Miller &
O’Leary, 1987). Also in the principal-agent literature, accounting
replaces trust in persons with trust in systems by monitoring contracts
through the setting of targets and measurement of outcomes. These
studies show that the disembedding power of accounting, and thus its
impact on trust in systems, depends on the possibility to use standards and
outcome measures to make managerial performance visible. To interpret
this, we hold that accounting information is more (less) formalised in
conditions of high (low) programmability and measurability, and thus it
mainly interacts with trust in systems (in persons). We thus derive the
following proposition:

Proposition 3.2. From the institutional perspective of control we state
that: where task programmability and activity or outcome measurability
are high, accounting information is more formalised and mainly interacts
with trust in systems; where task programmability and activity or
outcome measurability are low, accounting information is less formalised
and mainly interacts with trust in persons.

Common and Differential Elements of the Three Perspectives

In the three perspectives described above we acknowledge common and
differential elements. As common elements we identify the programmability
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of the task, the measurability of the related activities or outputs and their
impact on the degree of formalisation of activity and/or performance
information (see Propositions 1.1, 2.3 and 3.2). The role of formal infor-
mation in supporting coordination and preventing opportunism is
recognised by the transactional and the relational perspectives, while the
institutional perspective emphasises the disembedding role of formal infor-
mation through its reference to symbolic tokens (see Proposition 3.1).

Differential elements among the three perspectives can be recognised in
the consequences stemming from the low degree of programmability—
measurability,'* and the subsequent low degree of formalisation of activity
and/or performance information. The transactional perspective predicts
that in conditions of low degree of programmability—measurability, while
task coordination can be supported by informal information sharing, the
low amount of formal information leaves room for opportunistic
behaviours, which can be avoided only by a transition to a hierarchical
form of governance, thus acknowledging no role to trust (see Proposi-
tion 1.2).

The relational perspective, instead, recognises an important role to trust,
complementary to the information role (see Proposition 2.1). Especially in
conditions of low programmability and measurability, relational trust can
overcome the uncertainty stemming from information asymmetry (see
Proposition 2.4). In explaining this role, the relational perspective suggests
that the amount of formal information negatively interacts with the level of
any type of trust (see Proposition 2.2). In so arguing, this perspective draws
on Sako’s (1992) typology of trust, and does not consider relevant the
distinction between personal and system trust.

Personal and system trust distinction, instead, is considered relevant by
the institutional perspective, which suggests studying information—trust
interaction by referring information to its degree of formalisation, and trust
to its subject, i.e. persons versus systems (see Proposition 3.2).

In summary, the three perspectives of control here discussed predict
different consequences from the degree of task programmability and activity
or output measurability. We thus perceive the need for field studies aimed at
identifying the perspective that better explains the phenomenon.

Furthermore, a common approach of the aforementioned studies is to
consider the transactional relationship as the unit of analysis, thus referring
the degree of programmability—measurability to the relationship as a
whole.!” We question this methodological assumption by noting that, within
a certain relationship, different degrees of programmability—measurability
may refer to different phases of the value chain.
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In what follows, we report a case study'¢ in which the degree of
programmability-measurability varies along the value chain referred to a
given transactional relationship, observed at a certain point in time.

CASE STUDY

In this section we describe a case of a multinational firm working in the
pharmaceutical industry. Through this case we aim at observing the specific
phenomena of a productive setting in order to identify the theoretical
perspective that provides consistent arguments and useful explanations. The
intensive relations with its suppliers, embracing the Negotiation, the
Development, and the Industrial phases of the value chain, make the case
relevant for our study. In fact, the three phases differ in the degree of
programmability—measurability, which increases moving from the Negotia-
tion to the Industrial phases. Our unit of analysis focuses on the different
phases of the value chain within a given supply relationship, observed by the
buyer side at a certain point in time (static analysis). Data were collected
through interviews with managers and documental analyses. For con-
fidentiality reasons, we refer to the firm by the pseudonym of Diagnostic
Systems.

The Diagnostic Systems and its Supply Relations

Diagnostic Systems (DS) is a multinational firm working in the pharma-
ceutical industry; it develops, produces, and distributes systems and
immunoreagent kits for clinical diagnostics. The development of the
diagnostic systems is realised in collaboration with strategic suppliers. The
working of the diagnostic systems requires the employment of immunor-
eagent kits, the annual consumption of which is estimated on the basis of the
productive capacity of the systems. Each kit is developed according to the
diagnostic line (infectious diseases, oncology, etc.) for which it is distributed,
and is composed of a container (cuvette) and a reagent.

Supply relationships are critical for DS. In the DS value chain, both the
Development and the Industrial Supply phases are accomplished in strict
collaboration with key suppliers, after a Negotiation phase. We thus
describe DS’s supply relations by distinguishing, within the DS value chain,
Negotiation, Development and Industrial Supply phases.
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Managing the Negotiation Phase

The Negotiation phase focuses on the preliminary definition of the
conditions related to the Development and Industrial phases. Among
the critical aspects of this phase, the contact manager emphasises the
complementarities of partners’ know-how, which, as heterogeneous, should
be managed in an integrative fashion. The manager specifies: “For an
effective development and industrial partnership, we have to identify the
aspects characterised by strong homogeneities to use them as the bases for
information flow and monitoring, both from the viewpoint of technical
development and scheduling, and from the viewpoint of the contractual
agreements to be formalised. This initial set up work is fundamental for the
effectiveness of the subsequent information flow”.

At the Negotiation phase, partners formalise the commercial agreement
and prepare the development agreement. Thus, they specify the requisites
for component development through preliminary studies aimed at supply
quantification. The necessary conditions for the development of industrial
plants are derived starting from prototypes.

This process requires frequent preliminary meetings between the process
engineers of the partner firms, which terminate with the signing of
component and prototype orders. At this phase, face-to-face communica-
tion is the sole approach by which engineers can better anticipate critical
potential problems in the Development and the Industrial phases, which
have to be considered in the development and supply agreement,
respectively. As the contact manager points out: “At this phase we need
to look each other in the eye, to better identify critical problem solutions”.
The principal documents supporting engineer meetings are:

e the “Draft with the estimation of annual volumes referred to the whole
industrial package”, an extract of which is reported in Table 1;

e the “Cutline schedule of global project development with annual
details™.

These documents contain synthetic information as they embrace a
long time horizon, i.e. the time period in which the new plants will be
working. This entails high uncertainty in the forecasts on volumes and
performance trends. Particularly, the document showed in Table 1
enables the development of plants, “by searching for modular productive
solutions, possibly characterised by scale-up flexibility” (the contact
manager).
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Table 1. Draft with the Estimation of Annual Volumes Referred
to the Whole Industrial Package.

Product Volumes/ |Price EUR per 100|Price EUR per 100 Minimum Order
Year (Solution A) (Solution A) (Number of Parts)

Component 1

Managing the Development Phase

The Development phase, which approximately covers a five-year period, is
accomplished in collaboration between DS and its partner suppliers, and is
regulated by a specific development agreement. At this phase, partners share
resources and knowledge, many of which are protected by industrial
patents. Development focuses on three particular areas: (1) new product
development, aimed at reinforcing the supply in several clinical areas;
(2) process development, to generate the reagents to be used; (3) plant
development.

According to the development agreement, in the component and plant
development partners use prototype plants with periodic tests, which are
intended to arrange the productive capacity for the Industrial phase. When
all of these tests are passed, the order for the Industrial phase can be
authorised.

The high interdependence between the Development and the subsequent
Industrial phases forces designers to foresee the useful life period and the
productive capacity required for the plants to be developed. This needs
periodical meetings at the supplier site to evaluate work in progress and
critical points. Further information is exchanged by conference calls and
shared documents. The documents mentioned by the managers are:

e the ““Semi-consolidated per component plan with annual details”,
reported in Table 2;

e the “Document on the installed capacity check for the first production
year’’;

e the “Work in progress per component document with synthesis of the
critical phases and monthly—weekly details”.
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Table 2. Semi-Consolidated per Component Plan with Annual Details.

Year Component A Minimal Component B Minimal Quantity
Quantity (Millions of Pieces) (Millions of Pieces)

2008 4 3

2009 8 7

2010 15 14

2011 35 24

2012 45 29

The documents mentioned above support plant development as they offer
synthetic forecasts on the production volumes required during the useful life
of the plants (Table 2), and on the installed capacity for the first year of
production. The data contained in these documents are drawn from the
agreements signed at the previous phase.

Managing the Industrial Phase

The Industrial phase is strongly influenced by the results of the
Development phase. This can be particularly noticed from the content of
the supply agreement, which regulates this phase. Drawing on a contract,
we report the following principal points: (1) list of the plants; (2) variants;
(3) guaranteed volumes; (4) minimal volumes; (5) exclusiveness and
confidentiality of technologies; (6) agreement enclosures, such as: (a)
product specifications and (b) process control specifications.

The agreement enclosures regulate the aspects more closely influenced by
the Development phase. The product specifications refer to the raw
materials, the production process, and the severity degree of tolerance
margins. Thus, product specifications condition process control specifica-
tions. Agreement enclosures contain protocols supplier should respect in
carrying out process control.

As can be noticed, the Industrial phase is strictly regulated by the
agreement and relies on very detailed information flows. This allows partner
firms to coordinate at a distance, by interacting through document
exchanges. The supporting documentation is very rich, as it includes:

e the “Detailed per component plan”. It shows: (1) guaranteed, arranged
and ordered capacities; (2) confirmed volumes and growth forecasts, as
arranged in the draft of supply agreement;
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e the “Detailed per component plan on production start up and weekly
production flow”, which extract is reported in Table 3. It codifies the
various problems recorded during component inspection (first three
columns) and the responsive actions proposed (last column), by
specifying the partner who found the problem and who should take the
action.

Further Aspects of Supply Relations

Since the contact manager is responsible for supply relations, we talked to
him on further aspects of the relations, such as the supplier selection criteria,
the specificity of the investments, the managing of information flows.

Regarding the selection criteria, the manager points out: ‘“‘they are
predominantly based on trustworthiness. This is assessed through different
parameters, depending on the phase involved in the relation: at the
Development phase, supplier trustworthiness depends on its forecast and
schedule capability; at the industrial phase, it depends, instead, on its
aptitude to hold the guaranteed capacity”’. The manager points out a further
difference in the relevant typology of trust between the two phases: “‘at the
development phase, where communication is less formalised and more based
on face-to-face meetings, a partner’s trustworthiness is influenced by
personal touches; instead, in the industrial phase, where communication is
shaped by regular exchanges of codified information, thus more formalised
and supported by electronic devices, inter-firm trust is not related to personal
touches, but regards more the correctness of systems and procedures”.

Regarding investment specificity, it is recognised as high by both
relationship parties, thus limiting the possibility to substitute the partner.

Finally, regarding the managing of information flows, and particularly
the use of information infrastructures, such as SAP platforms or similar,
the manager specifies: “At the development phase no standard platforms are
used, because of their rigidity. Certain documents are electronically
exchanged, for they are filled in by both the supplier and the buyer
(schedule, work in progress, etc.). At the more operational phases, standard
platforms are used: SAP enables an informative integration for accounting
aspects, while, out of SAP, documents are shared whose records regard the
quality and the reliability of deliveries. These pieces of information are
exchanged especially at the most critical phases, and when inventory
autonomy is limited”.
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Table 3. Extract of “Detailed per Component Plan on Production

Start Up and Weekly Production Flow™.

Number Topic Discussion Responsive Action
1. Cuvette 4 (A) OQ cuvette samples (A) Actions are written to the
cavity have been inspected by corresponding id
mold DS with the following
problems:
(a) Scratches on cavity 1 in (a) Will be investigated at GW (these do not
the measuring range come from the cavity area but instead the
(systematic) head transition of the separation of the
two parts
(b) Scratches on other cavities (b) May be due to bulk packaging (this can
that were not found as be eliminated by normal packaging/200
systematic cuvette (separately packed)
(c) Smears found on some (c) The next delivery of OQ part will be
cavities (all cavities) in handled with gloves (in house) to ensure
the measuring area no residual evidence of oily substance on

the cuvettes although the spectrum
analysis showed an abnormality which
derived from an overdose of additive of
raw material in the previous production;
in the future no material will be inserted
in the machine (to be written in the
supply agreement)

(d) The cuvettes retain a (d) May be related to the residue of the
strong odour (stearic acid) internal portion of the cuvettes

(e) Rings found on the (e) Rings are also located on the older model
lower portion of the of the cuvettes and therefore normal; no
cuvettes (front area) but action required
rugosity is found to
be ok

(B) OQ must be completed (B) OQ must be repeated for the pieces and
(ask to view the cuvette should not have either the residual on the
mold) inside of the cuvettes produced to

evidence the correction of these defects;
new OQ is due in week 7; delivery to DS
in week 8;10,000 parts of lower tolerance
should be produced new OQ and sent to
SR to be tested

(O) Still on schedule? (C) PQ has been postponed due to defects
found in OQ pieces; OQ has been
completed and PQ is currently in
progress

(D) New raw material has (D) JR on the new lot is currently ongoing;

arrived (1.1 ton) lot must be authorised by DS
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CASE DISCUSSION

In this section we discuss the case by adopting the lenses of each of the
theoretical perspectives of control, described in the second section. Our aim
is to select the perspective that provides the most consistent and useful
explanation of the case. We do so by starting with an examination of the
degree of task programmability—measurability, which varies along the value
chain. Hence, from each perspective, we recognise the different control
patterns that can be linked to the different phases of the value chain. In so
doing, we show how more control patterns can be co-present within the
same relationship.

The Programmability and Measurability Degree
at Each Phase of the Value Chain

The manager interviewed distinguishes three phases in the value chain of
DS: Negotiation, Development and Industrial phases. This distinction
enables us to analyse the degree of task programmability and measurability
of each phase. Let us remember that task programmability refers to the
uncertainty in accomplishing the task, while task and output measurability
refers to the availability of information on the activities or the output of
the task.

At the Negotiation phase, commercial and development agreements are to
be formalised by specifying the requisites for component development
through preliminary studies. These studies have to deal with a high level of
uncertainty of the forecasts, which is due to the long time horizon in which
the new developing plants will be used, and to the fact that new plant
productivity is still unknown at this phase. Hence, a low level of task
programmability and measurability characterises the Negotiation phase.

The Development phase is accomplished under the conditions formalised
in the development agreement. According to this agreement, plant and
component development is undertaken by subjecting prototypes to period-
ical checks in order to program plant capacity for the Industrial phase.
Hence, the decision processes at the Development phase follow contractual
rules, but present a low degree of repetitiveness. We thus acknowledge to
this phase a middle degree of programmability—measurability.

Finally, the Industrial phase is strictly regulated by the supply agreement,
which formalises the protocols of product and process controls, and the
product specifications defined at the Development phase. Both the tasks and
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the performances of this phase can be appraised by referring to those rules
and protocols. The degree of programmability—measurability of this phase is
then considered high.

Case Discussion from the Transactional Perspective of Control

The transactional perspective of control suggests to examine transactional
relations by stressing the transaction characteristics and, strictly following
the TCE assumptions, it holds: that the degree of task programmability and
output measurability positively influences the amount of formal information
flows (Proposition 1.1); that information is the sole lever of control
(Proposition 1.2). The transactional perspective framework can be sketched
as in Fig. 1.

Let us examine the extent to which these two propositions explain the case
described earlier. Starting from Proposition 1.1, we focus on the relation
between the amount of formal information flows and the degree of task
programmability and output measurability at each phase of the DS value
chain. For the sake of clarity, we discuss first the Negotiation and Industrial
phases, respectively, characterised by low and high degrees of program-
mability—measurability. This allows us to connect each of these phases with
the suitable control archetype. Then, we examine the Development phase,
which presents the features of both the control archetypes described earlier.

At the Negotiation phase, while formal information exchanged is quite
synthetic, as can be seen from the documents supporting engineer meetings
(see Table 1), a great amount of information is informally exchanged
through face-to-face communications. This is explained by the contact
manager by noting: ““At this phase we need to look each other in the eye, to
better identify critical problem solutions”. We can thus argue that the low
degree of programmability—measurability of this phase induces managers
and engineers to exchange synthetic information on performance and
volume forecasts in order to support informal communication and
coordination. Given these features of partners’ interaction, we suggest
representing the control approach followed at this phase by the archetype of
“hybrid exploratory control” proposed by Speklé (2001). In fact, under

Programmability- R Amount of formal
measurability e information

Fig. 1. The Transactional Perspective Framework.
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conditions of low programmability-measurability, the Negotiation phase is
aimed at defining contract of general thrust, whose requirements have to be
operationalised in the downstream phases. This control approach should
overcome the information limitations of the Negotiation phase by
encouraging contributors to share information as it emerges during the
Development and the Industrial phases. At the Negotiation phase,
information flows are quite informal and embedded in the specific
circumstances of task coordination that can be detected and anticipated
only by face-to-face meetings.

At the Industrial phase, information exchanged is highly detailed, as can
be seen from the rich documentation supporting this phase (see Table 3).
These documental exchanges enable partner firms to manage coordination
according to the requirements of the supply agreement, thus limiting
personal interactions. Hence, we argue that, since this phase presents a high
degree of programmability—measurability, it can be strictly regulated by
the supply agreement, which avoids the need for personal interactions
and makes formal information flows the main support for task coordina-
tion. As can be seen from the document reported in Table 3, partner firms
communicate by means of the document the requirements for reciprocal
adjustments. In the document, in fact, problems are specified in respect of
the contractual standards, and responsive actions are proposed. Given these
characteristics, we suggest representing the control approach typical of this
phase through the archetype of hybrid arms-length control, proposed by
Speklé (2001). In fact, the high programmability-measurability of this phase
allows partners to formalise a detailed contract through the supply
agreement, which includes detailed requirements on volumes, exclusiveness
and confidentiality of technology, and product and process control
specifications. Further, the degree of repetitiveness of the tasks enables the
adoption of outcome control, based on performance standards that can
support task coordination.

At the Development phase, the information exchanged is richer than in
the Negotiation phase, but is less detailed than in the Industrial phase. This
is shown by the document reported in Table 2, regarding forecasts with
annual details. As argued earlier, the degree of programmability—measur-
ability of the Development phase is intermediate. In fact, on the one hand,
the tasks to be accomplished at this phase can be programmed according to
the requirements of the development agreement signed on at the
Negotiation phase; on the other hand, they do not have a high degree of
repetitiveness, as the level of uncertainty is mainly due to the long time
horizon of the forecasts. Because of this, the formal information flows are
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not sufficient to support the process of this phase, but face-to-face
communications are also needed. In this sense, we acknowledge a middle
degree of formalisation to the information exchanged at this phase. The
control approach followed at this phase is then a combination of the
features of hybrid exploratory control and hybrid arms-length control
archetypes, discussed above.

This discussion shows a positive relation between the degree of
task programmability and measurability, and the degree of formali-
sation of information flows along the value chain, thus confirming
Proposition 1.1.

With regard to Proposition 1.2, we need to verify whether at each phase of
the DS value chain information is perceived as the sole lever of control. In
this regard, while transactional perspective recognises to information the
aptitude both to manage coordination requirements and to prevent potential
opportunism, the case description limits the role of information in
supporting coordination. In fact, in discussing further aspects of the
relationships, the contact manager explicitly recognises the limits of
information as a control tool, when he argues that partners’ selection
criteria *“(...) are predominantly based on trustworthiness. This is assessed
through different parameters, depending on the phase involved in the
relation: at the Development phase, a supplier trustworthiness depends on its
forecast and schedule capability; at the industrial phase, it depends, instead,
on its aptitude to hold the guaranteed capacity”’. From this specification, we
draw that a relevant role is acknowledged to trust as a control lever
complementary to information, thus disconfirming Proposition 1.2.

In conclusion, transactional perspective falls in supporting case discussion
for it neglects the relevance of trust as a lever of control.

Case Discussion from the Relational Perspective of Control

The relational perspective of control holds that both information and trust
are relevant control levers as they reduce uncertainty (see Proposition 2.1).
This proposition is supported by the argument concluding the previous
section, which highlights partner’s trustworthiness as a relevant selection
criteria. More specifically, drawing on the manager’s explanation, a
partner’s trustworthiness is related to the behaviour the partner has
adopted in the past interactions, since: “‘(...) at the Development phase,
supplier trustworthiness depends on its forecast and schedule capability;
at the industrial phase, it depends, instead, on its aptitude to hold the
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Amount of formal
information
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Need for competence and
goodwill trust

Fig. 2. The Relational Perspective Framework.

guaranteed capacity”. We can thus recognise the relational nature of the
perceived partner’s trustworthiness, being trustworthiness derived from
repeated interactions over time between trustor and trustee. In respect of
the other propositions, further analysis is needed to discuss the case. The
framework of the relational perspective can be depicted as in Fig. 2.

While the support for Proposition 2.3 emerged in the previous section,
we focus on Propositions 2.2 and 2.4. They hold that the degree of
programmability—measurability reduces the need for competence and
goodwill trust, which negatively interacts with the amount of formal
information. Drawing on these propositions, we represent the control
approach followed at each phase through the different control patterns
proposed by van der Meer-Koistra and Vosselman (2000), and particularly
through bureaucracy- and trust-based control patterns.

Bureaucracy-based control pattern, being characterised, among other
things, by a high degree of task programmability and measurability, should
better suit the Industrial phase. At this phase, the high degree of
programmability-measurability enables formal information to be an
effective control lever, while, as human knowledge and skills are important
for the quality of the task, relevance is attached to competence trust.

Trust-based control patterns, being characterised, among other things, by
low degree of task programmability and measurability, should better suit
Negotiation and Development phases. At these phases, the low—middle
degree of programmability—measurability reduces the effectiveness of formal
information as a lever of control, thus increasing the performance and
relational risk, and thereby the need for competence and goodwill trust,
especially to overcome potential opportunism.

Thus, in line with Propositions 2.2 and 2.4, we expect that the higher the
degree of programmability—measurability of a given phase, the lower the
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need for competence and goodwill trust (Proposition 2.4), and the higher the
amount of formal information exchanged (Propositions 2.2, 2.3).

However, from the case evidence, while the degree of programmability—
measurability is found to be positively related to the amount of formal
information exchanged along the DS value chain (Proposition 2.3), no
evidence can be seen on the relations stated by Propositions 2.2 and 2.4.
Particularly, we found no evidence on a different intensity of the need for
trust along the DS value chain.

On this point, the contact manager noted that the critical aspect of trust
relies on a partner’s aptitude to fulfil the coordination requirements at each
given phase of the value chain, such as forecast and schedule capability, at
the Development phase, and respecting the guaranteed capacity, at the
Industrial phase. Moreover, the manager specifies: “‘at the development
phase, as communication is less formalised and more based on face-to-face
meetings, partner’s trustworthiness is influenced by personal touches;
instead, at the industrial phase, as communication is shaped by regular
exchanges of codified information, thus more formalised and supported by
electronic devices, inter-firm trust is not related to personal touches, but
regards more the correctness of systems and procedures”. We thus claim
that between the phases the need for trust varies not in the intensity but in
the subject, i.e. in the source of trust, which at the Development phase is
referred to the personal touches, while at the Industrial phase is referred to
the correctness of systems and procedures.

In summary, the relational perspective falls in supporting case discussion
for it neglects the source of trust as a criteria to analyse this lever of control.

Case Discussion from the Institutional Perspective of Control

The institutional perspective gives more insights into the different sources of
trust as it adopts the trust typology proposed by Luhmann (1979) and
Giddens (1990), based on the distinction between trust in persons and trust
in systems. This perspective claims that management accounting is an
abstract system which, by producing formal information, impacts on trust in
systems, thus disembedding social interactions (Proposition 3.1); that where
task programmability and measurability are high (low), accounting
information is more (less) formalised and mainly interacts with trust in
systems (in persons) (Proposition 3.2). Since Proposition 3.1 is contained in
Proposition 3.2, we focus on the latter. The institutional perspective
framework can be depicted as in Fig. 3."7
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Programmability- + Amount of formal + Need for trust in systems
measurability information vs. trust in persons
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v

Fig. 3. The Institutional Perspective Framework: Proposition 3.2.

Let us discuss the institutional-based framework by analysing the three
variables at each phase of the DS value chain. In so doing we discuss each
value chain phase by referring Proposition 3.2 to the manager’s claim
reported in the conclusion of the previous section.

As argued before, the Negotiation phase is characterised by a low degree
of programmability—measurability. This is an important point for it makes
the results of this phase critical for those of the downstream phases. In this
regard, the contact manager specifies: “For an effective development and
industrial partnership, we have to identify the aspects characterised by
strong homogeneities to use them as the bases for information flow and
monitoring, both from the view-point of technical development and
scheduling, and from the view-point of the contractual agreements to be
formalised. This initial set up work is fundamental for the effectiveness of
the subsequent information flow”. This claim requires that each manager be
willing to share “aspects characterised by strong homogeneities””, which
entails a high number of informal interactions. At this phase, documental
information exchanged is very synthetic. The document shown in Table 1
is an example of a report directed to support face-to-face interactions.
It proposes different price solutions, the choice of which will be the result
of iterative interactions through facework commitments. Further, as the
manager notes: ““At this phase we need to look each other in the eye, to
better identify critical problem solutions”. We thus hold that trust in
persons is the type of trust predominant at this phase.

The Development phase presents a middle degree of programmability—
measurability. The amount of formal information exchanged is richer than
in the Negotiation phase, being based on more detailed documents, as is
shown in Table 2. These documents support engineer meetings for they
provide data on volume and performance forecasts needed for the
arrangement of the guaranteed capacity. The search for design solutions
and the arrangement for product and process control specifications, to be
formalised in the supply agreement, need periodical face-to-face meetings
between engineers, whose decisions are partly constrained by the develop-
ment agreement signed on at the previous phase. Moreover, as the manager
points out: “At the development phase no standard platforms are used,
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because of their rigidity. Certain documents are electronically exchanged,
for they are filled in by both the supplier and the buyer (schedule, work in
progress, etc.)”. We thus claim that, at the Development phase, where the
degree of programmability-measurability and of formalisation of the
information exchanged is intermediate, both facework and faceless
commitments shape engineer interactions, thus making trust in persons
and trust in systems both relevant.

Finally, the industrial phase, being characterised by a high level of
programmability-measurability, presents a high amount of formal informa-
tion exchanged. As shown in Table 3, the exchanged documents contain
details on problems and responsive actions to be taken, thus acting as media
in workers’ interactions. The product and process control specifications,
formalised in the supply agreement, constitute the basis for documental
information that regulates task execution. As this phase is very operational,
“(...) standard platforms are used: (...) documents are shared whose records
regard the quality and the reliability of deliveries (...)”. Hence, as the
manager claims: “(...) at the industrial phase, as communication is shaped
by regular exchanges of codified information, thus more formalised and
supported by electronic devises, inter-firm trust is not related to personal
touches, bat regards more the correctness of systems and procedures”. We
thus recognise trust in systems predominant at the Industrial phase.

We can summarise the above discussion by arguing that along the DS
value chain the higher the degree of task programmability and measur-
ability, the higher the amount of formal information exchanged, and the
higher the relevance of trust in systems versus trust in persons, thus
confirming Proposition 3.2.

A further aspect, ignored by the other perspectives, concerns the
interdependence among the phases of the value chain. We showed how
the Negotiation phase, in which commercial and development agreements
are formalised, defines constraints for both the downstream phases, and
how the Development phase, in which supply agreement is formalised,
introduces further technical constraints for the Industrial phase. The links
between the phases are perceived both at the Negotiation and at the
Development phase. In the former, this perception can be noticed in the
manager’s specification, mentioned above, on the search for aspects
characterised by strong homogeneities, important for ‘“an effective
development and industrial partnership”. With respect to the Development
phase, its influence on the Industrial phase is recognised as the main reason
inducing engineers to develop plants ““by searching for modular productive
solutions, possibly characterised by scale up flexibility”. At both the
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Negotiation and the Development phases, forecasts and decisions are
strongly supported by data drawn from the operational phase and from
market trends. Hence, both the Negotiation and Development phases rely
on documents that provide data necessary for a systematic examination of
practices and procedures followed at the downstream phases, at the end to
continuously revise them. This is what Giddens calls reflexivity of
knowledge and social relations, which enacts the disembedding—reembed-
ding process, “‘by means of which faceless commitments are sustained or
transformed by facework™ (Giddens, 1990, p. 88).

Common and Differential Elements of the Three
Perspectives in Explaining the Case

The above discussion showed the aptitude of each perspective to explain the
case reported earlier. In so doing, as seen in Common and Differential
Elements of the Three Perspectives section, the three perspectives agree in
identifying the degree of programmability—measurability as a relevant
variable positively related to the amount of formal information. From the
case evidence we can confirm this prediction.

On the other hand, when the degree of programmability-measurability
and the amount of formal information are low, the three perspectives differ
in the role recognised to trust. While the transactional perspective attaches
no role to trust (Proposition 1.2), the relational perspective recognises
relevant the level of trust, which should be high when the amount of formal
information is low (Proposition 2.1). Finally, the institutional perspective
agrees with the relational one in recognising relevance to trust but,
differently, it claims that the amount of formal information does not have
implications on the level of trust but on the relevance of person versus
system trust (Proposition 3.1).

The case provides evidence on the relevance of trust as a control lever,
thus disconfirming the transactional perspective Proposition (1.2). More
specifically, on the interaction between trust and formal information, the
case evidence does not support the relational perspective Proposition (2.1),
according to which the higher the need for trust, the lower the need for
formal information gathering. In fact, in line with the static approach
followed here, no relevance can be recognised to the level of trust, as what
differs along the value chain is not the level but the type of trust, in terms of
trust in persons versus trust in systems. These different sources of trust
emphasise the relevance recognised to rules and procedures, of which
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management accounting systems and practices are part. Thus, the
institutional perspective seems to provide the most appropriate explanation
of the observed phenomenon, as it highlights the impact formal information
has in replacing trust in persons with trust in systems, and thus
disembedding social interactions (Proposition 3.1).

Differently from previous case studies, the present work gives insights on
the use of information and trust at the different phases of the value chain by
distinguishing the phases where personal knowledge and skills are critical
for task performance, which are the phases with a lower degree of task
programmability—measurability, from the phases where attention should be
paid on systems and procedures, where the degree of programmability—
measurability is higher. In this context, by referring to the concept of social
reflexivity, an additional element of the institutional perspective is to
highlight how the two control levers can be used to manage the
interdependence among the value chain phases. In fact, the case discussion
showed how documental information gathered at the operational phases
(Industrial phase) constitutes input for personal interactions aimed at
problem solving and strategic decisions at the most strategic phases
(Negotiation and Development).

CONCLUSIONS AND FUTURE DIRECTIONS

This paper is an attempt to analyse the interaction between information and
trust in inter-firm transactional relationships, studied at a given point in
time. In so doing, different theoretical perspectives are outlined, the
transactional, the relational and the institutional perspectives, from which
common and different points are highlighted. From the case evidence and
discussion we submit that the degree of task programmability and
measurability is a relevant factor as it influences the amount of formal
information exchanged between the partner firms. This first result supports
a prediction agreed by the three perspectives. Further, from the case
evidence we acknowledge a relevant role to trust, which varies along the
value chain according to the different degree of programmability—
measurability. This role consists of a positive expectation of persons’
behaviour, mostly relevant where programmability and measurability are
low, and of a positive expectation of system correctness, whose importance
prevails where programmability and measurability are high. Hence, the case
evidence is better explained by the institutional perspective, which views
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management control as routines and procedures that enact a dissmbedding—
reembedding process.

As well as the theoretical systematisation on the interaction between
information and trust, the main contribution of the present study is the
focus on value chain phases. This enables us to observe how different
control patterns or archetypes can be co-present in a given relationship.
Further, this focus better emphasises the empirical settings for which the
institutional perspective provides a more appropriate explanation.

The main limit of the study has to be recognised in its static and partial
approach, being inter-firm relationship observed at a given point in time and
from the buyer side alone. Further studies can extend the value chain
analysis to a certain period of observation, embracing the life cycle of a
relationship, and from the point of view of both the partners. This can shed
more light on how the interaction between information and trust may vary
along the different stages of a relationship, considering the different phases
of the value chain.

NOTES

1. From the growing number of studies on inter-organisational control we
acknowledge several theoretical perspectives, based on: transaction cost economics
(TCE) (Spekle, 2001; Vosselman, 2002; Nicholson et al., 2006); TCE, trust-based and
relational view (van der Meer-Koistra & Vosselman, 2000; Langfield-Smith & Smith,
2003; Donada & Nogatchewsky, 2006; Langfield-Smith, 2008; Vosselman & van der
Meer-Koistra, 2009); institutional economics and organisational theory (Hakansson
& Lind, 2004; Dekker, 2004; Céker, 2008); incentive theory (Baiman & Rajan, 2002);
evolutionary theory (Coad & Cullen, 2006) and the new-institutional sociology, like
structuration (Seal, Berry, & Cullen, 2004; Busco, Riccaboni, & Scapens, 2006;
Moilanen, 2008; Free, 2008) and actor network theory (Mouritsen & Thrane, 2006).

2. As specified by Speklé: “In TCE uncertainty is a condition that can arise from
many sources, including market dynamics, disturbances in the external environment,
environmental complexity, and unfamiliarity. However, whatever the sources, the
effects are similar: transactions are not amenable to up front programming, and
maintaining flexibility to allow adaptation to events as they unfold and to
information as it accrues becomes imperative’ (Speklé, 2001, p. 428). In accordance
with Speklé, in the present study we use the expression “‘task programmability” to
refer to uncertainty.

3. More precisely, by mentioning Williamson (1996), Speklé specifies: “‘Informa-
tion impactedness refers to a situation in which either: (1) information is
asymmetrically distributed between contracting parties and can be equalized only
at great cost, or (2) it is costly to apprise an arbiter of the true information condition
should a dispute arise between parties who have identical knowledge of the
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underlying circumstances” (Speklé, 2001, p. 421). In the present paper with task or
output measurability, we refer to what we specified above.

4. This distinction is consistent with the distinction between mundane and
opportunistic transaction cost, which is stressed by Richardson and Kilfoyle (2009),
in examining the role of accounting information in supporting inter-firm transac-
tions.

5. This conclusion is explicitly acknowledged by Williamson, who emphasises
the role of social embeddedness as part of the institutional environment of the
transaction, in preventing opportunism, and thus denies any role to trust (see
Williamson, 1993).

6. This view of trust is in fact consistent with the relational view proposed by Dyer
and Singh (1998) in strategic studies.

7. Quoting Chaserant (2003), the authors call this relational signaling, which
refers to “‘all the signs that an individual transmits to his interaction partner. They
are positive when they reveal a disposition to cooperate” (cf. p. 173).

8. This way to describe the trust-information interaction relies on a static view,
which is adopted in this study. A dynamic analysis is proposed by Tomkins (2001),
who argues that the trust-information interaction is positive in the beginning stages
of a relationship; negative in the latter stages.

9. The authors describe the control patterns by distinguishing three temporal
phases in the transactional relation: the contact, the contract, and the execution
phases. In accordance with the static view of the present study, we do not consider
this distinction.

10. This is explicitly argued by Tomkins, by noting that “trust in manufactured
things is really trust in the persons who made them performing his her job properly
and so trust in man-made things and people may not fundamentally different” (2001,
p. 165). A further argument can be found in van der Meer-Koistra and Vosselman
(2000), where they specify: “For example, when specific investments in human
knowledge are very important for the quality of the work to be done, a lot of attention
will be paid to the quality of the persons deployed to carry out the activities. In this
situation the parties must perceive high contractual and competence trust” (pp. 61-62).

11. This can be drawn from Tomkins’ argument, according to which, although
trust presupposes an intention of the trustee, expected by the trustor, the trustee can
be either a person or a mechanical or social system, which is expected to operate as
intended (2001, p. 165).

12. An institution is defined by Hamilton as “‘a way of thought or action of some
prevalence and permanence, which is embedded in the habits of a group or the
custom of a people” (1932, p. 84).

13. We agree with Burns and Scapens in defining rules as ‘“‘the formally recognised
way in which things should be done”, and routines as “the way in which things are
actually done’ (2000, p. 6). Thus, it is the degree of formalisation that distinguishes
rules from routines: while rules are formally recognised, routines are not.

14. A further difference can be noticed between transactional and relational
perspectives about the level of asset specificity. Unlike the relational perspective, the
transactional one does not admit a high level of asset specificity for hybrid forms of
governance because, as noticed by Langfield-Smith and Smith (2003), according to
TCE assumptions, “high asset specificity cannot be tolerated in an outsourcing
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situation as it increases the potential for opportunistic behavior and information
leakage, requiring the outsourcing function to be taken in-house” (p. 287). We do
not argue further around this difference, as it is not relevant for the purpose of our
discussion.

15. Other studies focus on supply networks, as the unit of analysis: Kajiiter and
Kulmala (2005); Miraglia (2006).

16. The purpose of our case study is to give insights into the theoretical
perspective that better explains the empirical observations (see Yin, 1994).

17. As can be seen, Fig. 3 sketches the institutional framework through a chain of
deterministic relations between the relevant variables. This simplification is the result
of a methodological choice followed in the present paper, i.e. the analysis of the
control approaches along the value chain at a given point in time (static view).
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SHOULD ROLLING FORECASTS
REPLACE BUDGETS IN
UNCERTAIN ENVIRONMENTS?

Marie-Anne Lorain

ABSTRACT

Budgeting process has been largely criticized in the recent accounting
literature. The responsiveness of budgets to fast-moving environments is
now questioned. The purpose of this paper is to address this issue by
suggesting that companies use rolling forecasts as an interactive and
flexible tool to cope with turbulence.

We designed a web-based survey directed to Spanish companies
operating in an uncertain environment. Statistical results of the survey
reveal that more than 60% of the respondents consider that changes in the
environment makes it very difficult to establish accurate budgets.
Respondents also mentioned that with the economic down cycle the
establishment of reliable financial forecasts is requiring a great effort. At
the same time, qualitative interviews have been conducted with companies
already using rolling forecasts to test and further develop the use of this
interactive tool.

We found that the rolling forecasts are considered to be a dynamic
strategic planning tool, very useful for cash management and day-to-day
decision-making process, but that they cannot replace budget for
evaluation and motivation purposes.
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The study has its limitations as the findings rely on a small number of
survey respondents and interviewed organizations. Nevertheless the
results have been compared, when possible, to those of similar surveys
in order to validate them.

The article supplies actualized information about budgeting practices in
a turbulent environment and more specifically in the Spanish context.

INTRODUCTION

Even if traditional budgeting has been questioned in the past decades, we can
observe that for many companies it is still a key element of their management
control system. Due to environmental uncertainty, the budget is being
subject to considerable criticism and debate (Hope & Fraser, 2000, 2003a,
2003b; Jensen, 2001, 2003; Bogsnes, 2009). In rapidly changing, unpredict-
able economic environments, it is difficult to set realistic objectives (Berland,
1999, 2001; Chapmann, 1997), and achieve a fair performance evaluation
when results have been affected by unforeseen events. Recent budget process
developments have focused on two practices: improving the budgeting
system or abandoning it (Hansen, Otley, & Van der Stede, 2003, p. 95). The
first type aims at maintaining the process, improving it with complementary
techniques such as activity-based budgeting, balanced scorecard or rolling
forecasts (Rickards, 2006). The second category is more radical and
advocates for the complete elimination of the budgetary process, to enable
firms to respond faster and therefore, cope better with uncertainty (Hope &
Fraser, 2001, p. 23). As a matter of fact, some European companies, such as
Svenska Handelsbanken, Volvo, Rhodia, Borealis, have already dismantled
their budgeting process (Hope & Fraser, 2003a).

In rapidly changing and unstable environments, management control
systems need to provide managers with accurate and reliable data on a
regular basis so they are able to continuously adjust operations, assess
resource availability and make the appropriate decisions. Rolling forecasts
(RFs) provide frequently updated indicators, which contribute to making
more adaptable and flexible organizations that are able to cope with new
environmental scenarios (Gracia, 2008b).

The purpose of this study is to explore the implementation and the use of
RFs and budgets in Spanish companies operating in uncertain environ-
ments. The study presents data collected from a web-based survey of
Spanish companies and transcript information from qualitative interviews
conducted with companies already using RFs. Our findings reveal that RFs
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are considered to be a dynamic strategic planning tool, which is action
oriented and very useful for cash management and day-to-day decision-
making processes, but they cannot replace budgeting for evaluation and
motivation purposes.

The first section presents the literature focus, which guided the investiga-
tion and the research objectives. Section two outlines the research method
employed to conduct the survey and the interviews, as well as data analysis.
Section three reports and discusses web-based survey results and qualitative
interviews content. The final section of the paper summarizes the investiga-
tion findings and offers some directions for future research.

LITERATURE AND RESEARCH FOCUS

Under volatile conditions, when economic forecasts change rapidly,
organizations experiment difficulties in developing reliable budgetary
information to coordinate business units and track performance for the
entire year (Akten, Giordano, & Schieffele, 2009, p. 6). Competitive firms
should continuously perceive market changes, adapt themselves to new
environment conditions and be flexible to adjust and coordinate their
action plans (Gahagan, 2005). In this context, budget process should be
reengineered, and RFs are presented as one of the main alternatives to
budget (Arterian, 1997; Ekholm & Wallin, 2000; Bunce, 2007). From the
literature review (Table 1) we observe that companies are implementing RFs
in order to cope with the weaknesses of traditional budgeting (data
obsolescence, too long to process), to improve financial management, to get
a better operational management (flexibility, innovation, productivity), to
accelerate the decision-making process and to devote more time to value-
added activities (data analysis, link with strategy).

RF technique permits companies to frequently revise their financial
indicators, to link planning with strategy and to make appropriate decisions.
Some organizations conduct projections of year-end values on a regular
basis, and more advanced companies establish projections going beyond the
fiscal year and covering a rolling 12- to 18-month period forecast (Hope,
2007, p. 3). The periodicity of RF strategic reviews might be on a regular
basis (monthly or quarterly) or driven by some significant events such as the
introduction of new products and services, or reactions to supply chain
disruptions. Organizations such as Borealis and Statoil (Bogsnes, 2009)
elaborate a five-quarter RFs; the last forecast of the year is used as a budget
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Table 1. Reasons for Implementing Rolling Forecasts.

Reasons Company Reference

Budget weaknesses Fujitsu Banham (2000, p. 39)
Flowserve Player (2009)
Sprint Arterian (1997, p. 1)
Borealis Bogsnes (2009, p. 69)
Millipore Johnson (2007, p. 4)

Improve financial management Borealis Bogsnes (2009, p. 69)
Spare Bank! Aune (2009)

Better operational management Park Nicollet Hall (2007, p. 21)
Hon Drtina et al. (1996, p. 20)
Sprint Arterian (1997, p. 1)
Statoil Bogsnes (2009, p. 123)
Tomkins Bunce (2007, p. 10)

Boost the decision process Millipore Johnson (2007, p. 3)
Tomkins Bunce (2007, p. 10)

Promote value-added activities Fujitsu Banham (2000, p. 39)
Sprint Drtina et al. (1996, p. 20)
Borealis Bogsnes (2009, p. 69)

and transmitted to the owners of the company, who are still using a
traditional budgeting system.

To be efficient, forecasts need to be prepared in a few days, which means
focusing only on a few key value indicators rather than lots of detail (Bunce,
2007, p. 7). A recent investigation confirms that “‘keeping forecasts focused
on key performance indicators and line items will allow for quicker
turnaround and more value-added analysis and insight from finance”
(Apanaschik, 2007, p. 42). As a matter of fact, we can say that most of the
businesses only need to focus on 3-5 key indicators to measure their long-
term value creation potential (Rappaport, 2006, p. 74). For instance,
American Express is using three key metrics to run its core business: average
card member spending, card attrition and average assets per financial clients
(Chenault, 2004). Some financial ratios could also be used, such as the
return on capital employed (ROCE), which is the main key performance
indicator for Borealis (Bogsnes, 2009, p. 75). The ROCE summarizes all the
performance of the company. To improve ROCE, budget units can activate
the following levers: investing in profitable projects, optimizing working
capital, controlling fixed and variable costs, and increasing volume and
operating margins.
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RF system gives companies the agility and ability to follow changes in
market scenarios, and to cope with environment uncertainty while keeping
an eye on strategic objectives. The main functions of continuous financial
planning (Gracia, 2008a, p. 26):

e to constantly adjust action plans, taking into account economic and
financial risks, as well as market changes;

e to take advantage of operational and financial resources needed for
business development;

e to meet shareholder requirements and expectations (profitability, value
creation);

e to ensure continuity and sustainable growth for the companies.

Regarding shareholder expectations we can add that three main factors
affect share price: management credibility, communication with investors
and strategy formulation and execution (Neely, Bourne, & Heyns, 2001,
p. 14). Many financial analysts believe that corporate strategic planning and
planning systems are essential to evaluate shareholder value creation. They
especially pay attention to the reliability and accuracy of financial forecasts
(Mikhail, Walther, & Willis, 1999, p. 185).

Overall, RFs are a “‘just-in-time” process that focuses on strategy, on
threats and opportunities and that allows the firms to allocate or withhold
resources quickly and efficiently. RFs present a vision of what will happen in
the short and medium term while the budget gives a single view of the future
to implement strategy and to control operational measures. A Millipore
executive mentioned that “the forecast is our best guess of what the reality
will be that far down the road, based on our analysis of trends and
changes in the business landscape, such as potential acquisitions” (Johnson,
2007, p. 4).

Hope (2007, p. 4) affirms that forecasts based on RFs are different from
budgets in that they are based on a few key drivers, they take only a few
days to prepare; thus they are performed in a continuous way and are not
prepared under the umbrella of fixed targets. Ekholm and Wallin (2000,
p. 521) argue that RFs are more flexible than budgets and do not appear to
be so mandatory nor strict.

The objective of the research is to study the implementation and use of
RF technique in Spanish companies. The first part of the research intends to
investigate why companies are implementing RFs. We made the assumption
that the operating environment is becoming increasingly unpredictable and
that in this context, budget data are difficult to predict and become rapidly
obsolete. Therefore, to manage their activities organizations need more
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Table 2. Traditional Budget Functions.

Function Reference

Planning Baudet (1941), Hopwood (1974), Barrett and Fraser (1977),
Hofstede (1977), Otley (1977), Samuelson (1986), Lyne (1988),
Bunce, Fraser, and Woodcok (1995), and Bouquin (2001)

Management control and Baudet (1941), Hofstede (1977), Otley (1977), Samuelson (1986),

resource allocation Lyne (1988), and Bunce et al. (1995)

Evaluation Baudet (1941), Barrett and Fraser (1977), Otley (1977), Samuelson
(1986), Lyne (1988), and Bunce et al. (1995)

Motivation Hopwood (1974), Barrett and Fraser (1977), Otley (1977),
Samuelson (1986), Lyne (1988), and Bouquin (2001)

Commitment Samuelson (1986)

Delegation Hopwood (1974) and Bouquin (2001)

Coordination Baudet (1941), Hopwood (1974), Barrett and Fraser (1977),
Samuelson (1986), Lyne (1988), and Bouquin (2001)

Communication Otley (1977), Lyne (1988), Bunce et al. (1995), and Bouquin (2001)

Source: Adapted from Berland (1999, p. 7).

flexible tools such as RFs. The second part of the investigation focuses on
RFs use and functions. Based on the summary of traditional budget
functions (Table 2), we explore the assumption that RFs might replace
budget for planning and resource allocation functions.

RFs provide an actualized vision of the business that permits to conti-
nuously maintain the link between plans and strategy, to allocate resources
appropriately, to forecast accurate cash flow, to obtain useful information
for the decision-making process and to react rapidly to environmental
changes.

The last assumption we made is that RFs do not fulfil evaluation and
motivation functions, and therefore it cannot replace budgeting. Action
plans established during the budgeting process are the result of a nourished
dialog and sustained coordination throughout the organization. Budgets are
usually considered to be a motivation tool, as managers are committed
to deliver their action-plan objectives, and are rewarded for doing so.
Besides, both action plan follow-up, and the analysis of actual results versus
preset objectives, provide better knowledge of the business. As they are
periodically revised, RFs cannot be considered as a standard reference for
control and performance measurement.

Thanks to a survey addressed to companies operating in an uncertain
environment, the investigation aims to demonstrate that budget data is
not reliable. Through qualitative interviews, it seeks to understand
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complementarities between RFs and budgeting. Finally, we aim to validate
that RFs could be considered to be an interactive management system
following Simons’ conceptual framework.

SURVEY AND QUALITATIVE INTERVIEW METHOD

We designed a web-based survey directed to Spanish companies operating in
an uncertain environment. Then, we conducted qualitative interviews
addressed to companies already using RFs to test and further develop the
use of this interactive tool. The survey method is presented hereafter and
summarized in Table 3.

Objectives of the Survey

The objective of the study was to assess the degree to which companies think
that budgeting is an inappropriate tool in an uncertain environment and
to analyse the use of RFs as a flexible and interactive tool to cope with
uncertainty and with frequent changes.

Table 3. Study Features.

Questionnaire Interviews
Respondent 45 10
Survey method Web-based survey Semi-structured interviews
Data analysis SPSS statistical analysis Analysis of interviews in the
methodology light of practice and theory
literature
Running period December 2008 to January January to June 2009
2009
Companies activity Companies operating in an Companies operating in an
field uncertain environment uncertain environment
Objectives Investigate: Investigate:
e Environment uncertainty e Reasons for implementing
and budget process, rolling forecasts (RFs),
e Budget data accuracy, e RF process,
e Budget adaptability, e RF functions,
e Changes planned in e RF implementation key

budgetary process. success factors and barriers.
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Sample Selection

The sample was drawn from the 2008 “Who is who’* directory of Actualidad
Economica, a Spanish weekly financial magazine. To be included in the
sample, individuals must belong to a company operating in an uncertain
environment. To be defined as such, the environment must include five
external components: customers, competitors, suppliers, regulatory groups
and technological requirements of industry that can be submitted to changes
and discontinuities (Duncan, 1972, p. 315). Markets in which technology
standards are changing, competitors are continuously entering and exiting
and customers are constantly changing their preferences can be considered
as belonging to a highly uncertain environment (Courtney, 2008). We have
defined an uncertain environment as an economic sector where changes and
unpredictable discontinuities occur frequently. For the Spanish market we
have taken into account changes in external factors such as political and
legal regulations (privatization, deregulation), economic factors, technology
evolution and socio-cultural factors. That led us to select several economic
sectors such as automobiles, distribution, energy, real estate, internet,
pharmaceuticals and services.

In addition, targeted respondents were selected among those holding the
position of Chief Executive Officer (CEO), Chief Financial Officer (CFO),
Business Controller, Director of Planning and Budgeting, and Accounting
Manager.

This selection resulted in a final sample of 395 organizations.

Survey Design and Distribution

The survey was composed of 22 questions (Appendix) about environment
uncertainty and budgetary process, budget data accuracy, budget adapt-
ability and changes on budgetary process. When possible, all the questions
were designed or adapted from previously published studies (Ekholm &
Wallin, 2000; Apanaschik, 2007; Libby & Lindsay, 2008). New measures
were developed as required.

A preliminary version of the survey was first analysed with the marketing
department of the ICADE (Facultad de Ciencias Economicas y Empresar-
iales, Universidad Pontificia Comillas de Madrid) and then tested using five
individuals with a similar profile to potential survey respondents. The pre-
test feedback helped us to clarify some questions or reword terminology in
order to better reflect usage of some managerial terms.
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The survey respondents were contacted via an e-mail, which included
a description of survey objectives and invited them to contact us if they
wished to participate in an in-depth interview to be conducted at a later
date. The link to access the survey was included in the e-mail. The survey
was anonymous, took approximately 10 to 15min to complete, and was
conducted from December 2008 to January 2009.

Sample Statistics
A total of 45 surveys were submitted through the web-based system,
which represents a response rate of 11.4%. Descriptive statistics for survey
respondents is shown in Table 4.
Qualitative Interviews

During first semester in 2009, we conducted semi-structured interviews,
which lasted 1-2h on average, addressed to Chief Financial Officers of

Table 4. Descriptive Statistics for Survey Respondents.

Number Frequency (%)

Employees:

Less than 500 people 16 35.6

More than 500 people 29 64.4
Divisional revenues:

Less than € 10 million 10 22.2

From € 10-500 million 18 40.0

More than € 500 million 17 37.8
Corporate structure:

Stand-alone unit 19 42.2

Division of a larger organization 26 57.8
Economic sector:

Uncertain environment 27 60.0

Services and other 18 40.0
Job titles:

CEO/CFO 22 48.9

Business controller 19 4222

Accounting manager and other 4 8.9
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10 companies from the initial survey sample. We can rely on the consistency
and the comparability of the data collected, since the group is homogeneous
in terms of nature and level of responsibility. We prepared an interview
scenario covering the following topics: the need to introduce RFs, RF
functions, RF success factors and barriers to implementation. Our aim
was to capture the actual experience and perception of CFOs regarding
uncertainty and the need for flexible budgeting. Fully transcribed interviews
provided abundant data that was analysed in the light of practice and theory
literature. The interview content was also compared in order to identify
similarities and patterns across companies.

RESULTS

The web survey allowed us to analyse the budget process in the light of
environmental uncertainty and the in-depth interviews provide us with data
about the use of RFs.

Web-Based Survey

One of the main criticisms of traditional budgeting is that it ties the
company to a 12-month fixed performance contract, which can be
inappropriate in an uncertain business environment (Prendergast, 2000,
p- 14). In dynamic, rapidly changing markets the formulation of budgets
12 months in advance makes little or no sense (Rickards, 2006, p. 64). The
aim of these web-based surveys was to examine these concerns.

Environment Uncertainty and Budget Process

In this section, we tried to determine how the organizations perceive the
environment and how difficult it is to predict factors when constructing the
budget.

The survey examined the assumption that the environment in which
businesses operate today is extremely unpredictable.

The companies were asked to rate different factors of unpredictability,
selected from Govindarajan (1984), Gul (1991), and Libby and Lindsay
(2008). We asked respondents the extent to which they were able to predict
(1 = highly predictable to 5 = highly unpredictable) the effects of 10 items
characteristic of the external environment: changes in customer demand,
evolution of customer preferences, changes in products offered by competitors,
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technical developments impacting design, technical developments impacting
production, changes to laws and regulations, actions of labour unions,
availability of suitable employees and availability and price of raw materials.
The average response rate to the 10 items can be used as an index of
perceived environmental uncertainty (Govindarajan, 1984, p. 130). The
average of 2.8 indicates that the environment is somewhat predictable.
But, 6.4% of the respondents rated their environment as very difficult to
predict (Table 5). The most difficult items to predict are regulatory
environment (average 3.3) and price of raw materials (average 3.0).

After having analysed the uncertainty of the environment and the
difficulty in anticipating or predicting external factors, we asked the
respondents to report their degree of agreement (1 = strongly disagree to
5 = strongly agree) with the following assessments: “The unpredictability
of the environment doesn’t allow us to establish accurate budgets” and
“Once the budget is approved it becomes obsolete” (Table 6).

The mean response for the question regarding environment unpredict-
ability was 3.1 and the median was 3, which means that 68.9% of the
respondents agreed with the argument. When we asked the respondents to
explain their answer, they mentioned that in the current economic down

Table 5. How Difficult is it to Predict the Following Factors.

Mean Highly Somewhat Predictable Somewhat Highly
Predictable Predictable Unpredictable Unpredictable
How difficult 2.8 8.9% 32.4% 33.2% 18.9% 6.5%
is to predict
budgetary
factors

Cronbach o = 0.68

Mean Median S.D.
Changes in customer demand 2.89 3 0.97
Evolution of customer preferences 2.64 2 1.07
Changes in product offered by competitors 2.96 3 1.01
Technical developments impacting design 2.67 3 0.84
Technical developments impacting production 2.53 3 0.91
Governmental changes to law and regulations 3.29 4 1.24
Actions of labour unions 2.71 3 1.13
Availability of suitable employees 291 3 0.98
Availability of raw materials 2.58 3 1.02
Price of raw materials 3.00 3 1.20
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Table 6. Agreement with Budget Accuracy.

Mean Median S.D.

The unpredictability of the environment does not 3.15 3 1.17
allow establishing accurate budgets

Once the budget is approved it becomes obsolete 2.68 2 1.20

cycle it is difficult to predict what will happen in the coming months, that
historical references can no longer be used for planning, and that it is not
easy to anticipate changes in customer demand and to foresee the evolution
of raw material prices.

The average response rate for the obsolescence factor was 2.7 and the
median was 2, which means that the respondents disagree with the argument
that budget is quickly outdated. As 97% of the respondents are producing
an annual budget, which is quite formalized (94.5% of the respondents) and
linked to a strategic plan (75% of the respondents), we can assume that even
if it is not easy to elaborate the data, a lot of work is invested in publishing
reliable data. Some respondents mentioned that even though the environ-
ment is unstable, the budget should be carefully established in order to set a
direction and plan of action linked to the firm’s strategy. They also add that
the budget can become obsolete at the level of detailed items, but the main
financial targets remain reliable and companies should adapt their plans in
order to cope with these high-level objectives. Besides, they mentioned that
budget is not only a set of financial data but it is also a detailed action plan
to reach a strategic objective.

Some respondents (60%) agreed with the fact that it is difficult to
establish accurate data for budgeting and that with the economic crisis,
budget data can be obsolete even before being approved. However, the
unpredictability argument cannot be generalized to all the companies as
40.9% of the respondents find it relatively easy to predict their environ-
mental factors. These results are comparable to the survey conducted by
Libby and Lindsay (2008, p. 7) that led them to the conclusion that “‘the
unpredictability argument has been over generalized in its application to the
average firm”.

Budget Data Accuracy
Following the first set of questions, we examined the accuracy of planning
and budgeting by asking the respondents if they reached their strategic plan
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Table 7. Absolute Variance between Actual Data and Budget.

0-5%  5-10% 10-20%  More than 20%

Total budget (%) 31.1 24.4 24.4 20.1
Sales budget (%) 35.6 26.7 15.6 22.1
Costs of goods sold (%) 333 333 17.8 15.6
Administrative and general expenses (%) 40.0 44 4 8.9 6.7
Capital expenditure (%) 46.7 31.1 15.6 6.6

objectives in the past two years, and inviting them to report the previous
year’s variance between actual results and budget data.

Regarding strategic planning, nearly 70% of the respondents said that
they met plan on very few occasions, or even never fulfilled their strategic
objectives in the past two years. This reply validates the fact that in a fast-
changing environment, it is not easy to anticipate competitive actions and
market demand, making it difficult to set accurate plans for medium and
long-term planning.

The respondents were also asked to report the variance between actual
results and budget during the past year. Following the Hackett group
definition: “an accurate forecast is one that falls within 5 percent of actual
results” (Cummings, 2008), only one-third of the respondents are producing
accurate budget forecasts (Table 7). This figure is in line with the Hackett
group who reports that only one in three companies have variances between
actual and budget below the 5% level.

The data collected suggest that sales and costs of goods sold are the most
difficult items to predict as they depend more on external factors such as
market demand and raw material prices. It seems easiest to forecast
administrative expenses and capital expenditure, probably because these
items can be reduced or postponed if actual results are not in line with the
budget.

We also examined the causes of variances, asking the respondents to rank
from 1 (of very little importance) to 5 (very important) a set of factors
including lack of target clarity, weakness of action plans, poor prediction
reliability, lack of environment information, unexpected events, technical
problems, action of employees, customers, competitors, suppliers and
government (laws and regulations). It appears that the most important
factor causing variance is an unexpected event: for 62% of the respondents
it is a “‘quite to very important”™ factor that could have a strong impact on
actual results (Table 8). We can also highlight two other factors, lack of
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Table 8. Factors Causing Variances between Actual Data and Budget.

Mean Median S.D. Not Important Very
Important (%) Important

(%) (%)

Lack of target clarity 2.1 2 1.3 73.3 6.7 20.0
Weakness of action plans 2.2 2 1.1 68.9 13.3 17.8
Poor prediction reliability 2.9 3 1.1 31.1 35.6 333
Lack of environment 3.0 3 1.3 35.6 26.7 37.8

information

Unexpected events 3.6 4 1.3 22.2 15.6 62.2
Technical problems 2.3 2 1.2 64.4 15.6 20.0
Employees action 2.0 2 0.9 75.6 15.6 8.9
Customers action 32 3 1.0 222 333 44.4
Competitors action 29 3 1.3 37.8 28.9 333
Suppliers action 2.2 2 1.1 68.9 17.8 13.3
Government actions 2.3 2 1.3 68.9 11.1 20.0

environment information and the customer actions, which 44 and 38% of
the respondents, respectively, classified as an important cause of variance.
Reliability of predictions is somewhat important for 35.6% of the respondents,
and is “‘quite to very important” for 33% of them.

In addition to these causes of variance, respondents mentioned the actual
economic crisis, which is characterized by an unpredictable and rapidly
changing environment, including market instability due to fluctuations of
raw material prices and changes in customer demand.

Overall, it appears that it is rather difficult to establish accurate data for
budgetary predictions, especially when unexpected events may occur and
when customer preferences are changing.

Budget Adaptability

Hope and Fraser (2003a) raised the issue of adaptability, given that the
budget is a fixed performance contract that is not changed until the next
annual budgeting cycle. To examine this issue, we asked the respondents if
they agree with the following sentences: “Once the budget is approved, the
objectives cannot be changed” and “If it is not in the budget, we cannot
obtain new resources to react to unexpected events”.

Regarding the possibility of modifying their forecasts, 58% of the
respondents indicated that once accepted no changes could be made to the
budget. For the others, budget could be used in a more flexible way and
changes were admitted.
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Table 9. Budget Review Periodicity.

Frequency (%)

Month 31.1
Quarter 42.2
Every four months 6.7
Semester 15.6
Never 4.4

Table 10. Relevance of Recent Management Accounting Tools.

Strongly Agree (%) Agree (%) Disagree (%)
Activity-based budgeting 57.8 24.4 17.8
Rolling forecasts 84.4 6.7 8.9
Balanced scorecard 53.3 333 13.3
Economic value added 31.1 35.6 333
Relative aspirationnal goals 333 333 333
Beyond budgeting 28.9 22.2 48.9

Concerning the possibility of obtaining new resources outside the budgeting
process, it seems that companies are more flexible, as 51% of them allow new
resources to accommodate unforeseen events.

The survey reveals that, even if budgeting seems to be an inflexible tool, it
is submitted to periodical reviews in 96% of the companies (Table 9). More
than 40% of the companies review their budgets quarterly, and 31.1% do it
on a monthly basis.

We can say that the argument about the budget process being unresponsive
to changes can be validated for almost 50% of the organizations.

Changes Planned in Budgetary Process

In this section, we asked the respondents whether they find new manage-
ment accounting tools relevant, and if they intend to change their budgeting
approach in the near future.

The survey reveals that for more than 84% of the respondents the most
up-to-date tool is the RFs (Table 10). RF is followed by activity-based
budgeting and balanced scorecard, which means to be relevant for more
than 50% of the respondents. As a matter of fact, beyond budgeting is
not considered to be a significant tool for 49% of respondents. This could
be because Spanish companies have recently invested in their budgetary
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Table 11. Budgetary Process Changes Planned.

No We Do We Already Not Yet, We  Yes We Intend

Not Intend Have Are Thinking to Do It in the
to Do It Implemented this  about it (%) Next Two
(%) Practice (%) Years (%)
Process automatization 22.2 37.8 26.7 133
Use of an ERP system 22.2 51.1 15.6 11.1
Use of key performance 13.3 60.0 15.6 11.1
indicators
Changes in the 20.0 60.0 11.1 8.9
information workflow
Relative objectives 37.8 33.3 24.4 4.4
(external references)
Process reengineering 40.0 11.1 333 15.6
Use of rolling forecasts 20.0 35.6 22.2 222
Use of trend reports 35.6 26.7 26.7 11.1

processes and therefore would prefer to improve it rather than move away
from it.

Regarding changes to budgetary process, the survey reveals that more
than 50% of the respondents are already using an ERP system and that 60%
of them are using key performance indicators (Table 11).

Regarding the RF practice, 35% of the respondents have already
implemented it, and almost 45% of them are intending to implement it in
the near future. The use of relative objectives, which is one of the beyond
budgeting principles, is not envisaged by 38% of the respondents: this result
reflects the lack of relevance of the beyond budgeting process as perceived
by the respondents.

Qualitative Interviews

A pre-interview was conducted with an Ernst & Young manager who was
running a financial management reflection workshop dealing with topics like
strategic planning, RFs, and new dimensions for CFOs. This interview
helped us to clarify the main objectives for the qualitative research and was
very useful in establishing an interview scenario. The main idea is that RF is
a vision of the future that permits the frequent review of the main financial
performance indicators and the linking of short-term forecasting with
strategic planning. This enables companies to deal with rapidly changing
environments, and to improve the decision-making process.
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Among the 10 companies interviewed, 2 were doing RFs with a rolling
12—-15 months horizon, 7 hold regular quarterly reviews that focus on fiscal
year-end results and 1 does not establish any RFs at all (Table 12).

All the companies visited belong to a larger organization. We can notice
that all the firms from the sample are still using the traditional budgeting
process, except company ““H”, which had gone beyond budgeting in 2000.
Traditional budgeting is considered by the interviewees as very important,
which is in line with the argument developed by Ekholm and Wallin (2000,
p- 535) “the annual budget is needed in order to uphold internal
effectiveness”. The argument is also in line with that of Libby and Lindsay
who assert that budgeting is value added and it continues to be used for
control purposes in many firms, even though it has been modified: “while
there are problems with budgeting, those organizations still using budget for
control appear to be adapting the budget to account for these problems rather
than abandoning budgets all together” (Libby & Lindsay, 2008, p. 15).

To ensure the confidentiality of the data collected, the name of the
companies interviewed has been replaced by a letter.

Reasons for Implementing Rolling Forecasts
The interviews reveal that companies have implemented RFs for financial
management reasons (stock market communication, cash-flow forecasts and
fund allocation) and also for operational management motives (supply
chain management, relationship with suppliers). Besides, they mentioned
that RFs offer a better vision of what will happen at the year end, thus
helping to keep on track towards meeting strategic objectives. Budget has
been compared to a static picture while RFs are seen as a video presenting
a dynamic view of the near future (company “D”’). Implementing RFs has
also being compared to turning on the headlights of a car (company “F”).
The environment is changing faster than the budgetary process and the
companies feel the need to periodically review the key performance
indicators and develop action plans in order to meet the budgeted targets.
Company “B” CFO insisted on the fact that the budget should be
considered as an objective rather than a prediction. As an objective it should
be communicated inside and outside the company, and it should be reached
through any means, using different tactics than the ones that were conceived
months earlier for the budget. From the interviews, we observe that
organizations are implementing RFs to gain better knowledge, thanks to the
regular reviews that feed a continuous learning loop.

Company “H”, which had gone beyond budgeting, did it principally
because budgetary process was disconnected from the strategy and was
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characterized by incremental thinking and extrapolations from the past. The
main objectives of the newly implemented management system were to focus
on strategy, improve group performance, create value for the company and
its stakeholders (employees, customers, shareholders) and develop a results-
based culture. This culture consists in stimulating employee commitment
and in reaching the objectives despite the environmental difficulties.

Company “E”, which did not implement RFs, considers that its environ-
ment is quite stable — its customers are mainly from public administration —
and allows for the preparation of accurate budgets. As a matter of fact,
the variance between actual and budget is lower than 5% and therefore
can be considered to be accurate (see section Budget Data Accuracy). In this
context, the CFO argued that the cost of implementing RFs and the
workload produced would not be justified.

In an uncertain environment, organizations are integrating RFs in their
management processes in order to improve visibility, to keep on track
towards meeting the budget objectives and to respond rapidly to new
environmental configurations.

Rolling Forecasts process

The nine companies, that have implemented RFs, have a quite similar
process that integrates forecasts in the planning cycle (Fig. 1). The budget is
considered to be a simple stage in the planning loop, and the RFs as a stage
that goes beyond the budget providing an outlook for the year-end results
and feedback for the strategic thinking process. Forecasts generally cover
the entire planning cycle, but the time horizon and the level of details vary at
each stage.

In general, the organizations interviewed are doing quarterly reviews
(Table 12). The first review, made usually in February/March, allows the
budget to be reassessed in the light of the previous exercise’s year-end results,
and the balance sheet to be updated in order to validate the cash-flow figures.
The second review is normally carried out in June, and it permits a forecast
for the second part of the year, which assists in developing action plans in
order to meet budget objectives. The last review is held in September/October,
and it is used as a basis for the elaboration of the next year’s budget.

When we asked this group of companies why they were not considering
a rolling horizon, they argued that they find it rather difficult to predict
their short-term financial indicators and they prefer to focus on delivering
year-end budgetary objectives.

Companies “A” and “H”’, which produce RFs based on a rolling horizon
are periodically looking four quarters ahead. Company “H” was doing a
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1 - Strategic Planning
- time horizon: 3 to 5 years
- alternative scenarios / sensitivity analysis
- 1st level indicators

2 - Budget
- time horizon: 12 month
- high level of details

3 - Rolling forecast
- year-end prediction / quarter o semester
- focus on operational management
- feedback on strategic thinking process

Fig. 1. Forecasts and Planning Cycle.

five-quarter forecast, at the beginning of the beyond budgeting project, but
has come down to a 12-month horizon and a frequency of two reviews per
year in order to reduce time spent and administrative costs.

Six out of ten interviewees (“A”, “D”, “E”, “G”, “I”, “J”) depend on
excel spreadsheets for their financial projections. The level of automation
can be compared to the 70% dependency on spreadsheets, which was
reported in a recent study on budgeting and forecasting (Apanaschik, 2007,
p- 18). Spreadsheets seem to be a key component in the process because
they are extremely flexible, easy to use and adaptable to different business
situations. The other companies are using enterprise resource planning
(“H), software such as SAP (“F”’) or in-house customize planning systems
(“B”). They believe that technology makes their process less risky and
complex. They also report that eliminating data re-entry allows for delivery
of better reporting, and frees up more time for data analysis.

Most of the interviewees (“A”, “F”, “G”, “H”, “I”, “J”) rely on key
performance indicators or critical success factors for their forecasts. The
emphasis is made on a set of key value drivers (KVD), usually coupled with
an exception-based monitoring system. The main indicators of P&L are sales,
operating expenses, general expenses, operating margin and EBITDA. The
balance sheet, cash-flow and working capital are also updated with capital
expenditures, inventories, debtors and accounts receivable. Company “F” is
using seven to eight KVD adapted to each business line. In order to define its
KVDs, company “H” uses a methodology based on the four perspectives of
the balanced scorecard (i.e. financial, customers, internal business processes
and learning and growth). KVDs are linked to the business unit’s strategy and
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represent the main development axes to meet value creation targets and assure
long-term profitability for the organization.

For all the interviewees, except company “H”, the budget remains the
unique reference for variance analysis and incentive reward. They all
insisted on the fact that there is no confusion between the two references, the
budget and the RFs. The actual figures are always compared to budget data
and last year’s performance. The RF is used in a more active way and helps
the operational decision-making process (resource allocation, supply chain
management, production planning). Regarding variance analysis and
forecasts, company “J” has a more flexible approach and uses a special
rule: if business unit’s sales are more than 10% above the objective, then
they are authorized to spend up to 30% additional operating costs (salaries,
general expenses), but if the sales are 10% below the objective, then they
have to cut operating costs by 30%.

We have observed that the processes of budgeting and forecasting are
always linked to strategic planning. The companies interviewed develop a
three- to five-year plan that is revised every year in the light of RF trends
(Fig. 1). RFs are not as detailed as the budget, and data is usually expressed
with a mere 8-10 indicators.

What appears to be the more relevant fact is that for all the interviewees,
except company ““H”, the budget is a reference that cannot be changed. The
budget gives short-term strategy orientation in terms of product ranges,
customer relationship and management operations. RFs are used to foresee
the year-end financial results, to take operational decisions and to develop
action plans in order to reach the budget target.

Rolling Forecasts Functions

Through RFs, companies intend to improve their performances and to
adapt themselves to the environmental changes. The main functions listed
by the interviewees are planning, financial management, operational manage-
ment and learning (Table 13).

Most of the interviewees mentioned that the RF planning function allows
the company to continuously coordinate and integrate its activities with
its strategy. The periodical review of operations brings up questions like:
Why did the forecast change? — Why is the result different from what was
forecasted last quarter? — Have any of the assumptions changed? — What
actions can we take? This analysis permits managers to rapidly take the right
decisions, ones that are aligned with strategy, to develop new products
and services, to organize the company and to improve productivity and
customer service. Besides, quarterly reassessment reveals the financial gaps
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Table 13. Rolling Forecasts Main Functions.

Function Objective Listed by Companies

Planning Link operations to company strategy B,C,D,J,H
Reach budget targets
Development of new products and services

Financial management Continuous cash-flow update A,B,C F G, 1]
Shareholders communication
Financial communication

Operational management Resource allocation or freeze B,C,F,G,H,11J
Operational planning (production capacity)
Supply chain coordination
Providers relationship
Cost control

Learning and knowledge Better visibility B, D, H
Environment understanding
Faster decision cycle
Results-based culture
Internal communication and discussion

before they happen and gives a longer view into the future. Therefore,
managers can react and adapt their action plans in order to reach the budget
targets they committed to deliver. Interviewees have insisted on the impor-
tance of the financial management function and especially on the cash-flow
updates. RFs provide accurate cash-flow projections allowing for effective
debt management, the assessment of resource funding and the validation
of capital expenditures. Furthermore, companies need reliable forecasts
for high level financial communication and tax planning. Organizations
“B”, “C”, “F”, “G”, “H” and “I” must report accurate financial
perspectives to their shareholders every quarter. They all mentioned that
they support strong pressure from the stock market in order to deliver the
forecasted results.

RFs help to render organizations more dynamic, allow their leaders to
focus on executing strategy and to deal with threat and opportunities as they
arise. Therefore, RFs represent a powerful tool for operational manage-
ment. With RFs, organizations are continuously monitoring and controlling
operating costs and general expenses, and allocating or freezing resources
when needed. For manufacturing companies (“C”, “F, “G”, “I”", “J”),
RFs have an important role to play because managers have to ensure that
they will have sufficient capacity for an expected level of sales. They also
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have to manage and coordinate the supply chain and to revise agreements
with the suppliers. Company “J” develops long-term contracts with its
suppliers in order to reduce production costs. If customer demand is not
meeting established targets, they need to quickly inform suppliers so they
can adjust production levels. The ability to act rapidly is essential to
preserve operational efficiency.

Learning and knowledge is also a dimension covered by RFs. RFs offer
better visibility and provide continuous feedback for reviews, allowing for
the adjustment of long-term strategy. Company “H’” mentioned that the RF
system is a tool to strengthen a results-based culture by being more explicit
about individual delivery expectations, the ultimate purpose being to
improve the performance of the company. This argument can be compared
to the appreciation made by the Hon company that RFs contribute to
developing a “committed corporate culture, corporate vision, empowering
employees to act on vision and targeting and tracking shot-term wins”
(Drtina, Hoeger, & Schaub, 1996, p. 24).

The interviewees think that RFs allow the decision cycle to be shortened
from once a year (budget cycle) to the interval between forecasts (monthly,
quarterly, every six months). The process helps them to respond much more
quickly to whatever comes up.

Continuous planning allows businesses to be flexible and innovative, to
improve efficiency and to rapidly adapt themselves to new operating
conditions. RFs are a vision of the future, which constitutes the basis for
communication inside and outside the company.

Some of the RF functions, such as planning, management control,
communication and coordination are similar to the traditional budget
functions (Table 2).

If we compare Tables 2 and 13, we can observe that RFs are not covering
the delegation, motivation and evaluation functions. As a matter of fact, all
the respondents mentioned that performance evaluation and incentive
rewards are based on the comparison between actual results and budgets.
RFs are seen more as an action-oriented management tool that allows a
company to keep on budget and to communicate financial information to
shareholders. Budget process encourages commitment and gives a reference
to which to hold managers accountable.

Rolling Forecasts Key Success Factors and Barriers to Implementation
The main success factors mentioned by the interviewees are managers’
involvement, communication of objectives, links to strategy and IT support.
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Barriers deal with schedules, costs, complexity and pressure from share-
holders.

Top management involvement and strong support from both the CEO
and the CFO are key to successful implementation of the RF management
tool (company “H” and “A”). Also, the integration and involvement of
frontline units contributes to deliver more reliable projections. Business
units have a better knowledge of the activities they are running and deeply
understand their own environment. Communication and dialog are also
reported as crucial factors. They permit one to understand what drives the
business and provide a better vision of what will happen in the near future.
Company “B” mentioned that it has a highly integrated process: the
planning department prepares scenarios, analyses alternative plans and
continuously dialogs with business lines to validate final strategic targets.

The information flow needs to be extremely fluid (company “A”, “G”,
“H”, “I”’). Top management should communicate very clear, concrete and
transparent strategic objectives based on a very few indicators. Frontline
units should also transmit concise information that is aligned with strategic
objectives. The reports of business units must be delivered on time to allow
company financial data to be consolidated on schedule. To meet targeted
schedules IT support is essential. The RF process must be highly integrated
(company “A”, “B”, “F”) to save time in the elaboration phase (‘“‘less
number crunching) and therefore free up more time for value-added
activities such as data analysis, business knowledge, the understanding of
strategic product lines and action plan implementation. Respondents
defined standardized and automated tools such as ERP or data warehousing
as key elements to shortening cycle times, allowing greater flexibility and the
delivery of an efficient and value-added RF process.

One of the main criticisms of RF process is that it can be costly and time
consuming if it is not completely automated. The company “A” CFO
declared that financial departments were spending a lot of time producing
RFs (up to three weeks workload), and devoting very little time to analysis,
even though they were improving their forecasting skills. This comment is
aligned with recent research that reveals that only 44% of the budgeting and
forecasting process is spent on analysis, strategy development and setting
target figures; most of the business resources are consumed by non-strategic
tasks such as data collection and consolidation, review and approval, and
report preparation (Apanaschik, 2007, p. 15). For cost reasons, company
“H” simplified its RF process by reducing forecast horizons from 5 to 4
quarters, and by conducting its reviews on a semi-annual rather than a
quarterly basis.
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Complexity has also been mentioned as a barrier to successful
implementation. To simplify the process, a few KVDs should be selected
and the supporting software should be easy to use.

Interviewees (“A”, “C”, “F”, “G”, “I”) considered that the biggest
barrier to RFs was the expectation on behalf of shareholders, that
unrealistic objectives could be reached. Company “A” revealed that in the
end the forecasts presented by the business units were changed by the board
of directors to be aligned with the objectives of the shareholders. Company
“C” mentioned that in the past, this high level of pressure led managers to
adopt unethical and gaming behaviours.

To be effective RFs should be prepared honestly, and without number
gaming, taking into account actual trends, and not on the basis of giving
senior managers “‘what they want to see” (Hope, 2007, p. 14). RF process
must encourage dialog, debate and learning throughout the organization.
RFs should be automated to quickly assemble and consolidate forecasts
from different units to enable managers to analyse the current situation and
make the appropriate decisions. Data process must be simple, standardized,
capable of supporting the changes on the environment, and flexible enough
to accommodate changes in organizational structure such as realignments,
divestures and acquisition activities.

DISCUSSION AND CONCLUSION

Overall the survey reveals that the accuracy of planning and budgeting still
have to be improved. Even if 41% of the respondents find it relatively easy
to predict their environmental factors, only 30% of them produce accurate
data (less than 5% variance). It appears to be rather difficult to establish
reliable predictions, as market changes are not that easy to anticipate and
the evolution of raw material prices is difficult to estimate. The traditional
budgeting approach also lacks flexibility. No changes could be made to the
budget once it is approved for 58% of the respondents. In this context,
respondents are very interested in RFs: more than 80% find it to be a
relevant practice and almost 45% intend to implement it in the near future.
As a conclusion, we can affirm that RFs will play a bigger role in the future.

Besides, the analysis suggests that a fast-changing and competitive
environment is driving the implementation of RFs. RFs offer a vision of the
future whereas budget is a more static, less flexible tool. Respondent
organizations have implemented RFs in order to cope with the changing
environment. Through regular monitoring of financial indicators and KVDs
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companies can continuously check to see if they are on the right track or
not, follow cash flow and investment levels, and wvalidate resource
availability. RFs are considered to be action oriented; they play a steering
mechanism role and contribute to operational decision-making processes.
For all the interviewees, budgeting still plays an important role for
performance evaluation, motivation and business control. In a fast-moving
environment it is considered as a reference, actual results are compared
against budget and incentive policies are tightly linked to the achievement of
budgetary targets. Therefore, from the qualitative interviews we can deduct
that RFs are a good complement to the traditional budgeting process, but
they cannot replace it. RF functions do not cover the evaluation and
motivation functions, which are essential for management effectiveness.
The use of RFs should be considered as an adaptation of the budget practice
in order to bring more flexibility to the process.

The analysis of the technique used by the interviewees — i.e. the annual
budget coupled with RFs — led us to consider that the respondent
organizations are running interactive management control systems based on
Simons’ conceptual framework (Simons, 1990, 1991, 1995). According to
Simons, some management control processes can be used as interactive
control systems, and enhance manager’s abilities to anticipate and effectively
manage strategic uncertainties. Simons classifies a management control
process as interactive when the information provided by the system constitutes
an important and recurring agenda addressed to top level management, when
data are interpreted and discussed in meetings with different hierarchical levels
(superiors, subordinates and peers) and when the process relies on continuous
challenge and debate of actual data, assumptions and action plans (Simons,
1991, p. 50). Through regular monthly or quarterly reviews, RF system const-
itutes a platform for continuous dialog and debate between top-level manage-
ment and frontline units, and for ongoing monitoring of performance trends,
tactical decisions and action plans (new marketing ideas, new products
introduction). Besides, RFs cover the three functions cited by Simons
(Simons, 1990, p. 136): “signalling” which means the use of information to
reveal top managers values and preferences; “‘surveillance” which is the
analysis of new alternatives, new possible preferences or new significant envi-
ronmental changes; “decision ratification” which is necessary when strategic
decisions commit the organization and its resources. RF system facilitates
organizational learning, which is essential for interactive management. In
sum, budget and its complementary technique RFs are used as a management
interactive device to collect information about strategic uncertainties, and to
help ongoing dialog and debate through the organization.
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The study has its limitations, as the findings rely on a small number of
survey respondents and interviewed organizations. The reasons underlying
the relatively low response rate was the difficulty in obtaining the e-mail
address of financial managers in the companies selected, because of the data
protection law. Given the response rate, we cannot be sure that the findings
are representative. Nevertheless the results have been compared, when
possible, to similar surveys in order to validate them.

Our survey and field analysis contributes to the literature in two main
ways. First, we collect and analyse information related to environment and
budgeting practices in Spanish companies and subsequently, we examine the
way RFs are implemented and used in the Spanish context. We find out that
the budget is still at the centre of the management process, and that
companies are adapting it through the use of complementary techniques.
More research should be made on how to adapt the budget to the use of
complementary techniques such as balanced scorecard or activity-based
budgeting. It will be interesting to explore to what extent companies
combine complementary techniques to improve their budgeting process, and
then test, which could be the best combination in function of environment
stability and business complexity.
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APPENDIX

Surveyed questions about environment uncertainty and budgetary process.
Q1 — What type of financial management tool do you use in your company?
Response: Yes or No

Analytical accountancy

Cost analysis

Balanced scorecard

Annual budgeting

Strategic planning (2-5 years)
Rolling forecasts
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Q2 — Define how you perceive your environment:
Scale: 1 (very stable), 2 (somewhat stable), 3 (stable), 4 (somewhat
unstable), 5 (very unstable)

Please specify why you think so.

Q3 — How difficult is to predict the following factors:
Scale: 1 (highly predictable), 2 (somewhat predictable), 3 (predictable), 4
(somewhat unpredictable), 5 (highly unpredictable)

e Changes in customer demand

Evolution of customer preferences

Changes in product offered by competitors
Technical developments impacting design
Technical developments impacting production
Governmental changes to laws and regulations
Actions of labour unions

Availability of suitable employees

Availability of raw materials

Price of raw materials

Q4 — Please specify if you agree with the following assessments:

Scale: 1 (strongly disagree), 2 (somewhat disagree), 3 (agree), 4 (highly

agree), 5 (strongly agree)

e The unpredictability of the environment doesn’t allow to establish
accurate budgets.

e Once the budget is approved it becomes obsolete.

Please specify why you think so.

Q5 — Define the level of formalization of your budget and strategic planning
Scale: 1 (highly formalized), 2 (somewhat formalized), 3 (not very
formalized), 4 (not formalized at all).

e Strategic planning
e Budget

Q6 — When do you establish your action plans?
e Before the annual budget

e After the annual budget

e We do not have any formalized action plan.

Q7 — The budgetary process is closely linked to the strategic planning:
e Always

e Never

e In some occasion
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Q8 — Do you reached your strategic planning in the past two years?
e Always

e Never

e In some occasion

Q9 — During the last year the variance between actual results and budget
was

Scale: 1 (0-5%), 2 (5-10%), 3 (10-20% ), 4 (20-30%), 5 (+30% )
Total budget

Sales budget

Costs of goods sold

Administrative and general expenses

Capital expenditure

Q10 — The factors causing variances between actual and budget are
Scale: 1 (very little importance), 2 (little importance), 3 (average
importance), 4 (high importance), 5 (extreme importance)

Lack of target clarity

Weakness of action plans

Poor prediction reliability

Lack of environment information

Unexpected events

Technical problems

Employees actions

Customers actions

Competitors actions

Suppliers actions

Government actions

Q11 — If variances are caused by other factors, please list them below
Q12 — In your company:

Response: Yes or No
e Once the budget is approved, the objectives cannot be changed.

Q13 — In your company:

Response: Yes or No

e If it is not in the budget, we cannot obtain new resources to react to
unexpected events.

Q14 — The frequency of the budgetary reviews is
e Monthly

e Quarterly

e Twice a year
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e Never
e Other, please specify

Q15 — In your opinion, the most relevant management accounting tools are
Scale: 1 (strongly agree), 2 (agree), 3 (disagree).

Activity-based budgeting

Rolling forecast

Balanced scorecard

Relative aspirational goals

Beyond budgeting

Q16 — What changes to your budgetary process do you intend to implement?
Scale: 1 (no we do not intend to do it), 2 (we already have implemented it), 3
(not yet, but we are thinking about it), 4 (yes we intend to do it in the next two
years)

Process automatization

Use of an ERP system

Use of key performance indicators

Changes in the workflow information, for instance bottom-up

Relative objectives with external references (market, competitors)
Reengineer the process to gain time in the elaboration

Use of rolling forecasts

Use of trends reports

Q17 — Please specify if you intend to implement some other modification to
your budgetary process

Questions Q18 to Q22 were related to description of survey respondent
characteristics: corporate structure, number of employees, divisional
revenues, economic sector and respondent’s Job title.
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ABSTRACT

Purpose — This study investigates the links between strategy, execution,
and financial performance with particular attention to the underlying
performance drivers that describe how a company executes strategy to
create financial value.

Methodology — This study empirically investigates companies in the
United States and 22 other countries over a 20-year period (11 successive
10n-year periods: 1988-2007): (1) to compare financial performance
characteristics of HPC versus non-HPC; (2) to study the sustainability
of performance in HPC, and (3) to identify the companies that exit or
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enter the HPC classification and the performance drivers and perfor-
mance measures that characterized the change in HPC classification.

Findings — The 20-year longitudinal results confirm the results of prior
studies as to the long-term superior performance of HPC over other
companies (Objective 1). For sustaining HPC, results were consistent as
to total asset management, profitability, financial risk, and liquidity
(Objective 2). Declining HPC companies fail at total asset management,
profitability, and operating asset management and significantly increase
their financial risk. Emerging HPC companies improve liquidity through
improved operating asset management and cash flows (Objective 3).

Practical implications — To become a HPC management must generate
increased cash flows from income, manage receivables and inventory
vigorously, and reduce its debt in relation to equity. Thereafter, manage-
ment must concentrate on maintaining its asset turnover and growth in
revenues while maintaining its profit margin and not increasing its debt
to equity.

Value of the paper — The results provide direction for management of
companies that aspire to HPC status and to maintain HPC status.

INTRODUCTION

A recent article published by a Big-Four accounting firm questioned the
ability of companies to sustain or even have predictable high performance.
The authors maintain that total stockholder return (TSR) at any time may
be rising, falling, flat-high, flat-low, or random (no distinguishable pattern).
The latter characteristic is most common, as represented by the following
quote:

Few firms ... ever change their performance enough to be distinguishable from the roar
of white noise arising from the volatility endemic in a dynamic and unpredictable
marketplace. (Raynor, Ahmed, & Henderson, 2009)

These authors assert that high performance is mainly a result of random
occurrence. However, prior research has shown that a small percentage of
companies can sustain high performance over extended periods of time
(Frigo, Needles, & Powers, 2002; Needles, Frigo, & Powers, 2004, 2006,
2008; Needles, Powers, Shigaev, & Frigo, 2007; Frigo & Litman, 2008).
These studies link strategy, execution, and financial performance with
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particular attention to the sustainability of high-performance companies
(HPC). They identify the performance drivers associated with five key
performance objectives and link them to the performance drives and to
common performance measures in the financial performance scorecard
(FPS). Further, patterns of these variables for HPC versus other companies
in contrasting economies and economic periods were studied.

The present study turns attention to the question of what factors do
companies improve upon to become HPC and what variables tend to
deteriorate when companies cease to be HPC. Specifically, HPC and
integrated financial ratio analysis are empirically investigated for companies
in the United States and 22 other countries over a 20-year period (1989-2007)
in successive 10-year performance periods with the following objectives: (1) to
compare financial performance characteristics of HPC versus non-HPC over
11 successive 10-year periods, (2) to study the sustainability of performance in
HPC over multiple 10-year periods, and (3) to identify the companies that exit
or enter the HPC classification and the performance drivers and performance
measures that characterized the change in HPC classification. The results
provide direction for management of companies that aspire the HPC status
and for those that want to maintain HPC status.

PREVIOUS RESEARCH

Financial statements provide important information about a company’s
ability to achieve the strategic objective of creating value for its owners. The
intelligent user of financial statements will be able to discern how well the
company has performed in achieving this objective. Financial analysis
provides the techniques to assist the user in this task. In short, the financial
statements reflect how well a company’s management has carried out the
strategic and operating plans of the business. The marketplace, in turn,
evaluates this performance, and a value is placed on the company. Analysts
have traditionally conducted ratio analysis by examining ratios related to
various aspects of a business’s operations. Previous research related to
financial statements, financial analysis, and ratio analysis has been conducted
by, among others, Nissim and Penman (1999, 2001), Brief and Lawson
(1992), Fairfield and Yohn (1999), Feltham and Olsson (1995), Fera (1997),
Jansen and Yohn (2002), Lev and Thiagarajan (1993), Ohlson (1995),
Penman (1991